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Chapter 1

The Demand for Audit and Other Assurance Services

m Review Questions

11 The relationship among audit services, attestation services, and assurance
services is reflected in Figure 1-3 on page 12 of the text. An assurance service is
an independent professional service to improve the quality of information for
decision makers. An attestation service is a form of assurance service in which
the CPA firm issues a report about the reliability of an assertion that is the
responsibility of another party. Audit services are a form of attestation service in
which the auditor expresses a written conclusion about the degree of
correspondence between information and established criteria.

The most common form of audit service is an audit of historical financial
statements, in which the auditor expresses a conclusion as to whether the
financial statements are presented in accordance with an applicable financial
reporting framework such as U.S. GAAP or IFRS. An example of an attestation
service is a report on the effectiveness of an entity’s internal control over financial
reporting. There are many possible forms of assurance services, including services
related to business performance measurement, health care performance, and
information system reliability.

1-2 An independent audit is a means of satisfying the need for reliable
information on the part of decision makers. Factors of a complex society which
contribute to this need are:

1. Remoteness of information
a. Owners (stockholders) divorced from management
b. Directors not involved in day-to-day operations or decisions
C. Dispersion of the business among numerous geographic
locations and complex corporate structures
2. Biases and motives of provider
a. Information will be biased in favor of the provider when his or
her goals are inconsistent with the decision maker's goals.
3. Voluminous data
a. Possibly millions of transactions processed daily via

sophisticated computerized systems
b. Multiple product lines

C. Multiple transaction locations
4. Complex exchange transactions
a. New and changing business relationships lead to innovative
accounting and reporting problems
b. Potential impact of transactions not quantifiable, leading to

increased disclosures
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1-3 1. Risk-free interest rate This is approximately the rate the bank could
earn by investing in U.S. treasury notes for the same length of time
as the business loan.

2. Business risk for the customer This risk reflects the possibility that
the business will not be able to repay its loan because of economic
or business conditions such as a recession, poor management
decisions, or unexpected competition in the industry.

3. Information risk This risk reflects the possibility that the information
upon which the business risk decision was made was inaccurate. A
likely cause of the information risk is the possibility of inaccurate
financial statements.

Auditing has no effect on either the risk-free interest rate or business risk.
However, auditing can significantly reduce information risk.

1-4  The four primary causes of information risk are remoteness of information,
biases and motives of the provider, voluminous data, and the existence of complex
exchange transactions.

The three main ways to reduce information risk are:

1. User verifies the information.
2. User shares the information risk with management.
3. Audited financial statements are provided.

The advantages and disadvantages of each are as follows:

ADVANTAGES DISADVANTAGES

USER VERIFIES | 1. User obtains information 1. High cost of obtaining
INFORMATION desired. information.

. User can be more confident

of the qualifications and
activities of the person
getting the information.

. Inconvenience to the

person providing the
information because
large number of users
would be on premises.

ARE PROVIDED

be reduced sufficiently to
satisfy users at reasonable
cost.

. Minimal inconvenience to

management by having
only one auditor.

USER SHARES . No audit costs incurred. . User may not be able
INFORMATION to collect on losses.
RISK WITH

MANAGEMENT

AUDITED . Multiple users obtain the . May not meet needs
FINANCIAL information. of certain users.
STATEMENTS . Information risk can usually | 2. Cost may be higher

than the benefits in
some situations, such
as for a small
company.
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1-5 To do an audit, there must be information in a verifiable form and some
standards (criteria) by which the auditor can evaluate the information. Examples
of established criteria include generally accepted accounting principles and the
Internal Revenue Code. Determining the degree of correspondence between
information and established criteria is determining whether a given set of
information is in accordance with the established criteria. The information for
Jones Company's tax return is the federal tax returns filed by the company. The
established criteria are found in the Internal Revenue Code and all
interpretations. For the audit of Jones Company's financial statements the
information is the financial statements being audited and the established criteria
are generally accepted accounting principles.

1-6  The primary evidence the internal revenue agent will use in the audit of
the Jones Company's tax return include all available documentation and other
information available in Jones’ office or from other sources. For example, when
the internal revenue agent audits taxable income, a major source of information
will be bank statements, the cash receipts journal and deposit slips. The internal
revenue agent is likely to emphasize unrecorded receipts and revenues. For
expenses, major sources of evidence are likely to be cancelled checks and
electronic funds transfers, vendors' invoices, and other supporting
documentation.

1-7  This apparent paradox arises from the distinction between the function of
auditing and the function of accounting. The accounting function is the recording,
classifying and summarizing of economic events to provide relevant information
to decision makers. The rules of accounting are the criteria used by the auditor
for evaluating the presentation of economic events for financial statements and
he or she must therefore have an understanding of accounting standards, as well
as auditing standards. The accountant need not, and frequently does not,
understand what auditors do, unless he or she is involved in doing audits, or has
been trained as an auditor.
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1-8
AUDITS OF
OPERATIONAL COMPLIANCE FINANCIAL
AUDITS AUDITS STATEMENTS
PURPOSE To evaluate To determine To determine
whether whether the clientis | whether the
operating following specific overall financial
procedures are procedures set by statements are
efficient and higher authority presented in
effective accordance with
specified criteria
(usually GAAP)
USERS OF Management of Authority setting Different groups
AUDIT organization down procedures, for different
REPORT internal or external purposes — many
outside entities
NATURE Highly Not standardized, Highly
nonstandard; but specific and standardized
often subjective usually objective
PERFORMED
BY: Almost
CPAs Frequently Occasionally universally
GAO
AUDITORS Frequently Frequently Occasionally
IRS
AUDITORS Never Universally Never
INTERNAL
AUDITORS Frequently Frequently Frequently

1-9  Five examples of specific operational audits that could be conducted by an
internal auditor in a manufacturing company are:

1. Examine employee time records and personnel records to determine
if sufficient information is available to maximize the effective use of
personnel.

2. Review the processing of sales invoices to determine if it could be
done more efficiently.

3. Review the acquisitions of goods, including costs, to determine if

they are being purchased at the lowest possible cost considering
the quality needed.

1-4
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1-9 (continued)

4. Review and evaluate the efficiency of the manufacturing process.
5. Review the processing of cash receipts to determine if they are
deposited as quickly as possible.

1-10 When auditing historical financial statements, an auditor must have a
thorough understanding of the client and its environment. This knowledge should
include the client’s regulatory and operating environment, business strategies
and processes, and measurement indicators. This strategic understanding is also
useful in other assurance or consulting engagements. For example, an auditor
who is performing an assurance service on information technology would need to
understand the client’s business strategies and processes related to information
technology, including such things as purchases and sales via the Internet.
Similarly, a practitioner performing a consulting engagement to evaluate the
efficiency and effectiveness of a client’'s manufacturing process would likely start
with an analysis of various measurement indicators, including ratio analysis and
benchmarking against key competitors.

1-11 The major differences in the scope of audit responsibilities are:

1. CPAs perform audits in accordance with auditing standards of
published financial statements prepared in accordance with U.S.
GAAP or IFRS.

2. GAO auditors perform compliance or operational audits in order to

assure the Congress of the expenditure of public funds in accordance
with its directives and the law.

3. IRS agents perform compliance audits to enforce the federal tax
laws as defined by Congress, interpreted by the courts, and regulated
by the IRS.

4. Internal auditors perform compliance or operational audits in order

to assure management or the board of directors that controls and
policies are properly and consistently developed, applied and
evaluated.

1-12 The four parts of the Uniform CPA Examination are: Auditing and Attestation,
Financial Accounting and Reporting, Regulation, and Business Environment and
Concepts.

1-13 It is important for CPAs to be knowledgeable about information technology,
including e-commerce, because many of their clients rely extensively on these
technologies. Examples of commonly used e-commerce technologies include
purchases and sales of goods through the Internet, automatic inventory
reordering via direct connection to inventory suppliers, and online banking. CPAs
who perform audits or provide other assurance services about information
generated with these technologies need a basic knowledge and understanding of
information technology and e-commerce in order to identify and respond to risks
in the financial and other information generated by these technologies.
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m Multiple Choice Questions From CPA Examinations
114 a. (3) b. (2) c. (2) d. (3)

115 a. (2) b. (3) c. (4) d. (3)

m Discussion Questions And Problems

1-16 a. The relationship among audit services, attestation services and
assurance services is reflected in Figure 1-3 on page 12 of the text.
Audit services are a form of attestation service, and attestation
services are a form of assurance service. In a diagram, audit
services are located within the attestation service area, and
attestation services are located within the assurance service area.

b. 1. (2)  An attestation service other than an audit service
2. (1) An audit of historical financial statements
3. (2)  An attestation service other than an audit service
4. (2)  An attestation service other than an audit service; or
(83)  An assurance service that is not an attestation service
(WebTrust developed from the AICPA Special Committee
on Assurance Services, but the service meets the
criteria for an attestation service.)
5. (2)  An attestation service other than an audit service
6. (2)  An attestation service other than an audit service
7. (2) An attestation service that is not an audit service
(Review services are a form of attestation, but are
performed according to Statements on Standards for
Accounting and Review Services.)
8. (2)  An attestation service other than an audit service
9. (2)  An attestation service other than an audit service
10. (3) An assurance service that is not an attestation service
117 a. The interest rate for the loan that requires a review report is lower
than the loan that did not require a review because of lower
information risk. A review report provides moderate assurance to
financial statement users, which lowers information risk. An audit
report provides further assurance and lower information risk. As a
result of reduced information risk, the interest rate is lowest for the
loan with the audit report.
b. Given these circumstances, Busch should select the loan from First

City Bank that requires an annual audit. In this situation, the
additional cost of the audit is less than the reduction in interest due
to lower information risk. The following is the calculation of total
costs for each loan:

1-6
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1-17 (continued)

CPA COST OF CPA| ANNUAL ANNUAL

LENDER SERVICE | SERVICES INTEREST | LOAN COST
Existing loan None 0 $ 247,500 | $ 247,500
United National Bank | Review $ 20,000 $ 202,500 $ 222,500
First City Bank Audit $ 45,000 $ 157,500 | $202,500

C. Busch should select the loan from United National Bank due to the
higher cost of the audit and the reduced interest rate for the loan
from United National Bank. The following is the calculation of total
costs for each loan:

CPA COST OF CPA | ANNUAL ANNUAL

LENDER SERVICE | SERVICES INTEREST | LOAN COST

Existing loan None 0 $ 247,500 $ 247,500
United National Bank | Review $ 20,000 $ 180,000 $ 200,000
First City Bank Audit $ 55,000 $ 157,500 $ 212,500

d.

1-18 a.

Busch may desire to have an audit because of the many other
benefits that an audit provides. The audit will provide Busch’s
management with assurance about annual financial information used
for decision-making purposes. The audit may detect errors or fraud, and
provide management with information about the effectiveness of
controls. In addition, the audit may result in recommendations to
management that will improve efficiency or effectiveness.

The auditor must have a thorough understanding of the client and its
environment, including the client's e-commerce technologies, industry,
regulatory and operating environment, suppliers, customers, creditors,
and business strategies and processes. This thorough analysis helps
the auditor identify risks associated with the client’s strategies that
may affect whether the financial statements are fairly stated. This
strategic knowledge of the client’s business often helps the auditor
identify ways to help the client improve business operations, thereby
providing added value to the audit function.

The services provided by Consumers Union are very similar to
assurance services provided by CPA firms. The services provided
by Consumers Union and assurance services provided by CPA
firms are designed to improve the quality of information for decision
makers. CPAs are valued for their independence, and the reports
provided by Consumers Union are valued because Consumers
Union is independent of the products tested.

1-7
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1-18 (continued)

b.

The concepts of information risk for the buyer of an automobile and
for the user of financial statements are essentially the same. They
are both concerned with the problem of unreliable information being
provided. In the case of the auditor, the user is concerned about
unreliable information being provided in the financial statements.
The buyer of an automobile is likely to be concerned about the
manufacturer or dealer providing unreliable information.

The four causes of information risk are essentially the same for a

buyer of an automobile and a user of financial statements:

(1)  Remoteness of information It is difficult for a user to obtain
much information about either an automobile manufacturer
or the automobile itself without incurring considerable cost.
The automobile buyer does have the advantage of possibly
knowing other users who are satisfied or dissatisfied with a
similar automobile.

(2)  Biases and motives of provider There is a conflict between
the automobile buyer and the manufacturer. The buyer wants
to buy a high quality product at minimum cost whereas the
seller wants to maximize the selling price and quantity sold.

3) Voluminous data There is a large amount of available
information about automobiles that users might like to have
in order to evaluate an automobile. Either that information is
not available or too costly to obtain.

(4) Complex exchange transactions The acquisition of an
automobile is expensive and certainly a complex decision
because of all the components that go into making a good
automobile and choosing between a large number of
alternatives.

The three ways users of financial statements and buyers of

automobiles reduce information risk are also similar:

(1) User verifies information him or herself That can be obtained
by driving different automobiles, examining the specifications of
the automobiles, talking to other users and doing research in
various magazines.

(2) User shares information risk with management The
manufacturer of a product has a responsibility to meet its
warranties and to provide a reasonable product. The buyer
of an automobile can return the automobile for correction of
defects. In some cases a refund may be obtained.

(3)  Examine the information prepared by Consumer Reports
This is similar to an audit in the sense that independent
information is provided by an independent party. The
information provided by Consumer Reports is comparable to
that provided by a CPA firm that audited financial statements.

1-8
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1-19 a.

The following parts of the definition of auditing are related to the

narrative:

(1)  Altman is being asked to issue a report about qualitative and
quantitative information for trucks. The trucks are therefore
the information with which the auditor is concerned.

(2)  There are four established criteria which must be evaluated
and reported by Altman: existence of the trucks on the night
of June 30, 2011, ownership of each truck by Regional
Delivery Service, physical condition of each truck and fair
market value of each truck.

(83) Samantha Altman will accumulate and evaluate four types of
evidence:

(@)  Count the trucks to determine their existence.

(b)  Use registrations documents held by Burrow for
comparison to the serial number on each truck to
determine ownership.

(c) Examine the trucks to determine each truck's physical
condition.

(d) Examine the blue book to determine the fair market
value of each truck.

(4) Samantha Altman, CPA, appears qualified, as a competent,
independent person. She is a CPA, and she spends most of
her time auditing used automobile and truck dealerships and
has extensive specialized knowledge about used trucks
that is consistent with the nature of the engagement.

(5)  The report results are to include:

(@) which of the 25 trucks are parked in Regional's
parking lot the night of June 30.

(b)  whether all of the trucks are owned by Regional
Delivery Service.

(c) the condition of each truck, using established
guidelines.

(d)  fair market value of each truck using the current blue
book for trucks.

The only parts of the audit that will be difficult for Altman are:

(1) Evaluating the condition, using the guidelines of poor, good,
and excellent. It is highly subjective to do so. If she uses a
different criterion than the "blue book," the fair market value
will not be meaningful. Her experience will be essential in
using this guideline.

(2)  Determining the fair market value, unless it is clearly defined
in the blue book for each condition.

1-9
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1-20 a. The major advantages and disadvantages of a career as an IRS
agent, CPA, GAO auditor, or an internal auditor are:
EMPLOYMENT ADVANTAGES DISADVANTAGES

INTERNAL Extensive training in Experience limited to

REVENUE individual, corporate, gift, taxes.

AGENT trust and other taxes is No experience with
available with concentration operational or financial
in area chosen. statement auditing.
Hands-on experience with Training is not extensive
sophisticated selection with any business
techniques. enterprise.

CPA Extensive training in audit of Exposure to taxes and to
financial statements, the business enterprise
compliance auditing and may not be as in-depth as
operational auditing. the internal revenue agent
Opportunity for experience in or the internal auditor.
auditing, tax consulting, and Likely to be less exposed
management consulting to operational auditing
practices. than is likely for internal
Experience in a diversity of auditors.
enterprises and industries
with the opportunity to
specialize in a specific
industry.

GAO AUDITOR Increasing opportunity for Little exposure to diversity
experience in operational of enterprises and
auditing. industries.

Exposure to highly Bureaucracy of federal
sophisticated statistical government.

sampling and computer

auditing techniques.

INTERNAL Extensive exposure to all Little exposure to taxation

AUDITOR segments of the enterprise and the audit of taxes.
with which employed. Experience is limited to
Constant exposure to one one enterprise, usually
industry presenting within one or a limited
opportunity for expertise in number of industries.
that industry.

Likely to have exposure to
compliance, financial and
operational auditing.

(b)  Other auditing careers that are available are:

Auditors within many of the branches of the federal government

(e.g., Atomic Energy Commission)
[ Auditors for many state and local government units (e.g.,
state insurance or bank auditors)

1-10
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1-21 The most likely type of auditor and the type of audit for each of the examples

are:
EXAMPLE TYPE OF AUDITOR TYPE OF AUDIT
1. IRS Compliance
2. GAO Operational
3. Internal auditor or CPA Operational
4. CPA or Internal auditor Financial statements
5. GAO Operational
6. CPA Financial statements
7. GAO Financial statements
8. IRS Compliance
9. CPA Financial statements

10. Internal auditor or CPA Compliance

11. Internal auditor or CPA Financial statements or operational

12. GAO Compliance

1-22 a. Financial statement audits reduce information risk, which lowers
borrowing costs. An audit also provides assurances to management
about information used for decision-making purposes, and may also
provide recommendations to improve efficiency or effectiveness of
operations.

b. Hogan and Czarnecki likely provide tax services, accounting
services, and management advisory services. They may also provide
additional assurance and attestation services other than audits of
financial statements.

C. Student answers will vary. They may identify new types of information

that require assurance, such as environmental or corporate
responsibility reporting. Students may also identify opportunities
for consulting or management advisory services, such as assistance
with the adoption of international financial reporting standards.

m Internet Problem Solution: CPA Requirements

Internet Problem 1-1

a.

Answers will vary by state. Most states require 150 hours of
education, with specific requirements for number of accounting hours
and credit hours in other subject areas.

Most states have frequently addressed questions. Many of these
address education requirements, as well as information on how to
prepare for the exam, as well as information on applying for licensure.
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Internet Problem 1-1 (continued)

C.

The Elijah Watt Sells award program was established in 1923
by the American Institute of Certified Public Accountants
(AICPA) to recognize outstanding performance on the Uniform
CPA Examination. The Sells award is presented annually to ten
candidates with the highest cumulative scores who completed
testing during the previous calendar year and passed all four
sections of the Uniform CPA Examination on their first attempt.

Passing information is available on the CPA Examination portion of
the AICPA web site. Recent passing rates have been approximately
45% for each section.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens.)
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Chapter 2
The CPA Profession

m Review Questions

2-1  The four major services that CPAs provide are:

1.

Audit and assurance services Assurance services are independent
professional services that improve the quality of information for
decision makers. Assurance services include attestation services,
which are any services in which the CPA firm issues a report that
expresses a conclusion about the reliability of an assertion that is
the responsibility of another party. The four categories of attestation
services are audits of historical financial statements, attestation on
the effectiveness of internal control over financial reporting, reviews
of historical financial statements, and other attestation services.
Accounting and bookkeeping services Accounting services involve
preparing the client's financial statements from the client's records.
Bookkeeping services include the preparation of the client's
journals and ledgers as well as financial statements.

Tax services Tax services include preparation of corporate, individual,
and estate returns as well as tax planning assistance.
Management consulting services These services range from
suggestions to improve the client's accounting system to computer
installations.

2-2 The major characteristics of CPA firms that permit them to fulfill their
social function competently and independently are:

1.

Organizational form A CPA firm exists as a separate entity to avoid
an employer-employee relationship with its clients. The CPA firm
employs a professional staff of sufficient size to prevent one client
from constituting a significant portion of total income and thereby
endangering the firm's independence.

Conduct A CPA firm employs a professional staff of sufficient size
to provide a broad range of expertise, continuing education, and
promotion of a professional independent attitude and competence.
Peer review This practice evaluates the performance of CPA firms
in an attempt to keep competence high.

2-3  The Public Company Accounting Oversight Board provides oversight for
auditors of public companies, including establishing auditing and quality control
standards for public company audits, and performing inspections of the quality
controls at audit firms performing those audits.

2-1
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2-4 The purpose of the Securities and Exchange Commission is to assist in
providing investors with reliable information upon which to make investment
decisions. Since most reasonably large CPA firms have clients that must file
reports with the SEC each year (all companies filing registration statements
under the securities acts of 1933 and 1934 must file audited financial statements
and other reports with the SEC at least once each year), the profession is highly
involved with the SEC requirements.

The SEC has considerable influence in setting generally accepted accounting
principles and disclosure requirements for financial statements because of its
authority for specifying reporting requirements considered necessary for fair
disclosure to investors. In addition, the SEC has power to establish rules for any
CPA associated with audited financial statements submitted to the Commission.

2-5 The AICPA is the organization that sets professional requirements for
CPAs. The AICPA also conducts research and publishes materials on many
different subjects related to accounting, auditing, management advisory services,
and taxes. The organization also prepares and grades the CPA examinations,
provides continuing education to its members, and develops specialty designations
to help market and assure the quality of services in specialized practice areas.

2-6  Statements on Standards for Attestation Engagements provide a framework
for attest engagements, including detailed standards for specific types of attestation
engagements.

2-7 The PCAOB has responsibility for establishing auditing standards for U.S.
public companies, while the Auditing Standards Board (ASB) of the AICPA
establishes auditing standards for U.S. private companies. Prior to the creation of
the PCAOB, the ASB had responsibility for establishing auditing standards for
both public and private companies. Because existing auditing standards were
adopted by the PCAOB as interim auditing standards for public company audits,
there is considerable overlap in the two sets of auditing standards.

2-8 Generally accepted auditing standards are ten general guidelines to aid
auditors in fulfilling their professional responsibilities. These guidelines include
three general standards concerned with competence, independence, and due
professional care; three standards of field work including planning and supervision,
understanding the entity and its environment, including its internal control, and
the gathering of sufficient appropriate evidence; and four standards of reporting,
which require a statement as to presentation in accordance with generally
accepted accounting principles, inconsistency observed in the current period in
relation to the preceding period, adequate disclosure, and the expression of an
opinion as to the fairness of the presentation of the financial statements.

Generally accepted accounting principles are specific rules for accounting
for transactions occurring in a business enterprise. Examples may be any of the
opinions of the FASB, such as accounting for leases, pensions, or fair value
assets.
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29 Auditors can obtain adequate technical training and proficiency through
formal education in auditing and accounting, adequate practical experience, and
continuing professional education. Auditors can demonstrate their proficiency by
becoming licensed to practice as CPAs, which requires successful completion of
the Uniform CPA Examination. The specific requirements for licensure vary from
state to state.

2-10 For the most part, generally accepted auditing standards are general rather
than specific. Many practitioners along with critics of the profession believe the
standards should provide more clearly defined guidelines as an aid in
determining the extent of evidence to be accumulated. This would eliminate
some of the difficult audit decisions and provide a source of defense if the CPA is
charged with conducting an inadequate audit. On the other hand, highly specific
requirements could turn auditing into mechanical evidence gathering, void of
professional judgment. From the point of view of both the profession and the
users of auditing services, there is probably a greater harm from defining
authoritative guidelines too specifically than too broadly.

2-11 International Standards on Auditing (ISAs) are issued by the International
Auditing and Assurance Standards Board (IAASB) of the International Federation
of Accountants (IFAC) and are designed to improve the uniformity of auditing
practices and related services throughout the world. The IAASB issues
pronouncements on a variety of audit and attest functions and promotes their
acceptance worldwide. As a results of efforts by the Auditing Standards Board to
converge U.S. GAAS with international standards, U.S. GAAS and International
Standards on Auditing are similar in most respects.

2-12 Quality controls are the procedures used by a CPA firm that help it meet
its professional responsibilities to clients. Quality controls are therefore established
for the entire CPA firm as opposed to individual engagements.

2-13 The element of quality control is personnel management. The purpose of
the requirement is to help assure CPA firms that all new personnel are qualified
to perform their work competently. A CPA firm must have competent employees
conducting the audits if quality audits are to occur.

2-14 A peer review is a review, by CPAs, of a CPA firm's compliance with its
quality control system. A mandatory peer review means that such a review is
required periodically. AICPA member firms are required to have a peer review
every three years. Registered firms with the PCAOB are subject to quality
inspections. These are different than peer reviews because they are performed
by independent inspection teams rather than another CPA firm.

Peer reviews can be beneficial to the profession and to individual firms. By
helping firms meet quality control standards, the profession gains if reviews result
in practitioners doing higher quality audits. A firm having a peer review can also
gain if it improves the firm's practices and thereby enhances its reputation and
effectiveness, and reduces the likelihood of lawsuits. Of course peer reviews are
costly. There is always a trade-off between cost and benefits.
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2-15 Firms may belong to Center for Audit Quality and the Private Companies
Practice Section (PCPS) Firm Practice Center. The Center for Audit Quality is
dedicated to enhancing investor confidence and public trust in global capital
markets, including fostering high quality performance by public company auditors
and promoting policies and standards that promote public company auditors’
objectivity, effectiveness and responsiveness to dynamic market conditions. The
PCPS Firm Practice Center provides practice management resources for firms of all
sizes.

In addition to these resource centers, the AICPA also provides the
Governmental Audit Quality Center and Employee Benefit Plan Audit Quality
Center to provide resources for performing quality audits in these unique and
complex audit areas.

m Multiple Choice Questions From CPA Examinations

216 a. (2) b. (2) c. (3) d. (3)
217 a. (2) b. (1) c. (2) d. (3)

m Discussion Questions And Problems

218 a. The comments summarize the beliefs of many practitioners about
the Sarbanes—-Oxley Act and the PCAOB. The arguments against
the Act can be summarized as four arguments:

1. Costs of complying with the Act are excessively high, especially
the requirement to report on internal control over financial
reporting, and will discourage companies from becoming public
companies.
Relative cost for local audit firms is excessively high.
Additional oversight is not needed because sufficient quality
controls have already been implemented by most audit firms.
4. Three other things already provide assurance of adequate
quality: a competitive economic environment, legal liability,
and auditing standards.

wnN

To support these comments, it can be argued that the
profession has generally functioned well with relatively little
controversy and criticism.

The arguments against these comments are primarily as follows:
1. Reporting on the effectiveness of internal control over financial
reporting will provide benefits in improved controls, resulting

in higher quality financial reporting and reduced losses from
fraud.
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2-18 (continued)

2-19

2-20

[ S
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SQ 02 Q20TO

2. Increased confidence in financial reporting will increase
access to capital and lower the cost of capital by reducing
information risk.

3. Changes in the scope of CPA practices and other threats to
audit quality required government regulation.
4. Regulation of public company audits will not affect most audit

firms that do not have public company audit clients.

There is no correct answer to this question. Different people reach
different conclusions, depending on the weights put on the various
arguments. Time is needed to effectively assess both the costs and
benefits of the Act.

Engagement performance

Monitoring

Acceptance and continuation of clients and engagements
Engagement performance

Engagement performance

Engagement performance

Relevant ethical requirement

Human resources

Human resources

Leadership responsibilities

Olson and Riley should first evaluate whether they have the
professional competence to perform all of the audit work for filing
with the SEC, and whether they wish to accept the risk associated
with such an engagement. In addition, if Olson and Riley have
performed bookkeeping services or certain consulting services for
Howard Mobile Home, they will not be independent under PCAOB
and SEC independence requirements. The firm must also be a
registered firm with the PCAOB.

The filing with the SEC, in addition to normal audited financial
statements, will require completion and registration with the SEC of
Form S-1 which includes an audited summary of operations for the
last five fiscal years as well as many additional schedules and
descriptions of the business. Each quarter subsequent to the filing,
Form 10-Q must be filed; and within 90 days of the end of each
fiscal year Form 10-K must be filed with the SEC.

In addition, Form 8-K must be filed whenever significant
events have occurred which are of interest to public investors.
These forms must be filed in conformity with Regulation S-X, which
requires considerable disclosures in addition to those normally
required in audited financial statements.
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2-21

BRIEF DESCRIPTION OF GAAS

HOLMES' ACTIONS RESULTING IN
FAILURE TO COMPLY WITH GAAS

GENERAL STANDARDS

1.

The auditor must have
adequate technical training
and proficiency to perform the
audit.

. It was inappropriate for Holmes to hire
the two students to conduct the audit.
The audit must be conducted by
persons with proper education and
experience in the field of auditing.
Although a junior assistant has not
completed his formal education, he
may help in the conduct of the audit as
long as there is proper supervision and
review.

The auditor must maintain
independence in mental
attitude in all matters relating
to the audit.

. To satisfy the second general
standard, Holmes must be without
bias with respect to the client under
audit. Holmes has an obligation for
fairness to the owners, management,
and creditors who may rely on the
report. Because of the financial
interest in whether the bank loan is
granted to Ray, Holmes is
independent in neither fact nor
appearance with respect to the
assignment undertaken.

The auditor must exercise due
professional care in the
performance of the audit and
the preparation of the report.

. This standard requires Holmes to
perform the audit with due care,
which imposes on Holmes and
everyone in Holmes' organization a
responsibility to observe the
standards of field work and reporting.
Exercise of due care requires critical
review at every level of supervision of
the work done and the judgments
exercised by those assisting in the
audit. Holmes did not review the work
or the judgments of the assistants
and clearly failed to adhere to this
standard.
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2-21 (continued)

BRIEF DESCRIPTION OF GAAS

HOLMES' ACTIONS RESULTING IN
FAILURE TO COMPLY WITH GAAS

STANDARDS OF FIELD WORK

1. The auditor must adequately
plan the work and must
properly supervise any
assistants.

. This standard recognizes that early

appointment of the auditor has
advantages for the auditor and the
client. Holmes accepted the
engagement without considering the
availability of competent staff. In
addition, Holmes failed to supervise
the assistants. The work performed
was not adequately planned.

2. The auditor must obtain a
sufficient understanding of the
entity and its environment,
including its internal control, to
assess the risk of material
misstatement of the financial
statements whether due to
error or fraud, and to design
the nature, timing, and extent
of further audit procedures.

. Holmes did not obtain an

understanding of the entity or its
internal control, nor did the assistants
obtain such an understanding. There
appears to have been no audit at all.
The work performed was more an
accounting service than it was an
auditing service.

3. The auditor must obtain
sufficient appropriate audit
evidence by performing audit
procedures to afford a
reasonable basis for an
opinion regarding the financial
statements under audit.

. Holmes acquired no evidence that

would support the financial statements.
Holmes merely checked the
mathematical accuracy of the records
and summarized the accounts.
Standard audit procedures and
techniques were not performed.

STANDARDS OF REPORTING

1. The auditor must state in the
auditor’s report whether the
financial statements are
presented in accordance with
generally accepted accounting
principles (GAAP).

. Holmes' report made no reference to

generally accepted accounting
principles. Because Holmes did not
conduct a proper audit, the report
should state that no opinion can be
expressed as to the fair presentation of
the financial statements in accordance
with generally accepted accounting
principles.
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2-21 (continued)

BRIEF DESCRIPTION OF GAAS

HOLMES' ACTIONS RESULTING IN
FAILURE TO COMPLY WITH GAAS

2. The auditor must identify in
the auditor’s report those
circumstances in which such
principles have not been
consistently observed in the
current period in relation to
the preceding period.

2. Holmes' improper audit would not

enable him to determine whether
generally accepted accounting
principles were consistently applied.
Holmes' report should make no
reference to the consistent
application of accounting principles.

3. When the auditor determines
that informative disclosures
are not reasonably adequate,
the auditor must so state in
the auditor’s report.

. Management is primarily responsible

for adequate disclosures in the
financial statements, but when the
statements do not contain adequate
disclosures the auditor should make
such disclosures in the auditor's
report. In this case both the
statements and the auditor's report
lack adequate disclosures.

4. The auditor must either
express an opinion regarding
the financial statements,
taken as a whole, or state
that an opinion cannot be
expressed, in the auditor’'s
report. When the auditor
cannot express an overall
opinion, the auditor should
state the reasons therefor in
the auditor’s report. In all
cases where an auditor's
name is associated with
financial statements, the
auditor should clearly
indicate the character of the
auditor's work, if any, and the
degree of responsibility the
auditor is taking, in the
auditor’s report.

. Although the Holmes report contains

an expression of opinion, such
opinion is not based on the results of
a proper audit. Holmes should
disclaim an opinion because he failed
to conduct an audit in accordance
with generally accepted auditing
standards.
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Generally accepted auditing standards.

International auditing standards.

PCAOB auditing standards.

PCAOB auditing standards (reporting in the U.K. will be under
international auditing standards).

Generally accepted auditing standards.

Generally accepted auditing standards.

International auditing standards.

PCAOB auditing standards (due to the publicly-traded debt).

m Internet Problem Solution: International Auditing and Assurance Standards

Board

Internet Problem 2-1

a.

The objective of the IAASB is to serve the public interest by setting
high-quality auditing and assurance standards and by facilitating
the convergence of international and national standards, thereby
enhancing the quality and uniformity of practice throughout the
world and strengthening public confidence in the global auditing
and assurance profession. International Standards on Auditing (ISA)
are used by auditors in countries that have adopted ISAs as their
auditing standards.

The IAASB follows a due process in setting standards.

. The standards-setting Public Interest Activity Committees
(PIAC) identify new projects based on review of international
developments and consultation with the Public Interest
Oversight Board.

o The project may be assigned to a task force, which considers
whether to hold a public forum or roundtable.

. Draft pronouncements are exposed for a minimum of 90 days.

o The task force considers all comments and whether re-
exposure is needed.

o The PIAC votes on the approval or withdrawal of the

pronouncement. Affirmative vote of at least two-thirds of the
members, but not less than 12, is required to approve an
exposure draft.

The IAASB is committed to transparency. Where practicable,
meetings are broadcast over the Internet or recorded. Meeting
agendas and minutes are published on the International Federation
of Accountants (IFAC) website. All exposure drafts are subject to
public exposure for a minimum of 90 days.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 3
Audit Reports

m Review Questions

3-1  Auditor's reports are important to users of financial statements because
they inform users of the auditor's opinion as to whether or not the financial
statements are fairly stated or whether no conclusion can be made with regard to
the fairness of their presentation. Users especially look for any deviation from the
wording of the standard unqualified report and the reasons and implications of
such deviations. Having standard wording improves communications for the benefit
of users of the auditor's report. When there are departures from the standard
wording, users are more likely to recognize and consider situations requiring a
modification or qualification to the auditor’s report or opinion.

3-2  The unqualified audit report consists of:

1. Report title Auditing standards require that the report be titled and
that the title includes the word independent.

2. Audit report address The report is usually addressed to the company,
its stockholders, or the board of directors.

3. Introductory paragraph The first paragraph of the report does three
things: first, it makes the simple statement that the CPA firm has
done an audit. Second, it lists the financial statements that were
audited, including the balance sheet dates and the accounting
periods for the income statement and statement of cash flows.
Third, it states that the statements are the responsibility of
management and that the auditor's responsibility is to express an
opinion on the statements based on an audit.

4. Scope paragraph. The scope paragraph is a factual statement about
what the auditor did in the audit. The remainder briefly describes
important aspects of an audit.

5. Opinion paragraph. The final paragraph in the standard report
states the auditor's conclusions based on the results of the audit.

6. Name of CPA firm. The name identifies the CPA firm or practitioner
who performed the audit.

7. Audit report date. The appropriate date for the report is the end of
fieldwork, when the auditor has gathered sufficient appropriate
evidence to support the opinion.

The same seven parts are found in a qualified report as in an unqualified

report. There are also often one or more additional paragraphs explaining reasons
for the qualifications.
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3-3 The purposes of the scope paragraph in the auditor's report are to inform
the financial statement users that the audit was conducted in accordance with
generally accepted auditing standards, in general terms what those standards
mean, and whether the audit provides a reasonable basis for an opinion.

The information in the scope paragraph includes:

1. The auditor followed generally accepted auditing standards.

2. The audit is designed to obtain reasonable assurance about whether
the statements are free of material misstatement.

3. Discussion of the audit evidence accumulated.

4. Statement that the auditor believes the evidence accumulated was
appropriate for the circumstances to express the opinion presented.

3-4 The purpose of the opinion paragraph is to state the auditor's conclusions
based upon the results of the audit evidence. The most important information in
the opinion paragraph includes:

1. The words "in our opinion" which indicate that the conclusions are
based on professional judgment.

2. A restatement of the financial statements that have been audited
and the dates thereof or a reference to the introductory paragraph.

3. A statement about whether the financial statements were presented
fairly and in accordance with generally accepted accounting
principles.

3-5 The auditor's report should be dated February 17, 2012, the date on which
the auditor concluded that he or she had sufficient appropriate evidence to support
the auditor’s opinion.

3-6  An unqualified report may be issued under the following five circumstances:
1. All statements—balance sheet, income statement, statement of

retained earnings, and statement of cash flows—are included in the
financial statements.

2. The three general standards have been followed in all respects on
the engagement.
3. Sufficient appropriate evidence has been accumulated and the

auditor has conducted the engagement in a manner that enables
him or her to conclude that the three standards of field work have
been met.

4, The financial statements are presented in accordance with appropriate
accounting standards such as generally accepted accounting principles
or IFRS. This also means that adequate disclosures have been
included in the footnotes and other parts of the financial statements.

5. There are no circumstances requiring the addition of an explanatory
paragraph or modification of the wording of the report.
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3-7 The introductory, scope and opinion paragraphs are modified to include
reference to management’s report on internal control over financial reporting, and
the scope of the auditor’'s work and opinion on internal control over financial
reporting. The introductory and opinion paragraphs also refer to the framework
used to evaluate internal control. Two additional paragraphs are added between
the scope and opinion paragraphs that define internal control and describe the
inherent limitations of internal control.

3-8  When adherence to generally accepted accounting principles would result
in misleading financial statements there should be a complete explanation in a
separate paragraph. The separate paragraph should fully explain the departure
and the reason why generally accepted accounting principles would have
resulted in misleading statements. The opinion should be unqualified, but it
should refer to the separate paragraph during the portion of the opinion in which
generally accepted accounting principles are mentioned.

3-9  An unqualified report with an explanatory paragraph or modified wording is
the same as a standard unqualified report except that the auditor believes it is
necessary to provide additional information about the audit or the financial
statements. For a qualified report, either there is a scope limitation (condition 1)
or a failure to follow generally accepted accounting principles (condition 2).
Under either condition, the auditor concludes that the overall financial statements
are fairly presented.

Two examples of an unqualified report with an explanatory paragraph
or modified wording are:

1. The entity changed from one generally accepted accounting principle
to another generally accepted accounting principle.
2. A shared report involving the use of other auditors.

3-10 When another CPA has performed part of the audit, the primary auditor
issues one of the following types of reports based on the circumstances.

1. No reference is made to the other auditor. This will occur if the
other auditor audited an immaterial portion of the statement, the
other auditor is known or closely supervised, or if the principal
auditor has thoroughly reviewed the other auditor's work.

2. Issue a shared opinion in which reference is made to the other
auditor. This type of report is issued when it is impractical to review
the work of the other auditor or when a portion of the financial
statements audited by the other CPA is material in relation to the
total.

3. The report may be qualified if the principal auditor is not willing to
assume any responsibility for the work of the other auditor. A
disclaimer may be issued if the segment audited by the other CPA
is highly material.
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3-11 Even though the prior year statements have been restated to enhance
comparability, a separate explanatory paragraph is required to explain the
change in generally accepted accounting principles in the first year in which the
change took place.

3-12 Changes that affect the consistency of the financial statements may
involve any of the following:

a. Change in accounting principle
b. Change in reporting entity
C. Corrections of errors involving accounting principles.

An example of a change that affects consistency would be a change in the
method of computing depreciation from straight line to an accelerated method. A
separate explanatory paragraph is required if the amounts are material.

Comparability refers to items such as changes in estimates, presentation,
and events rather than changes in accounting principles. For example, a change
in the estimated life of a depreciable asset will affect the comparability of the
statements. In that case, no explanatory paragraph for lack of consistency is
needed because the same method of depreciation is used in both years, but the
information may require disclosure in the statements.

3-13 The three conditions requiring a departure from an unqualified opinion are:

1. The scope of the audit has been restricted. One example is when
the client will not permit the auditor to confirm material receivables.
Another example is when the engagement is not agreed upon until
after the client's year-end when it may be impossible to physically
observe inventories.

2. The financial statements have not been prepared in accordance
with generally accepted accounting principles. An example is when
the client insists upon using replacement costs for fixed assets.

3. The auditor is not independent. An example is when the auditor
owns stock in the client's business.

3-14 A qualified opinion states that there has been either a limitation on the
scope of the audit or a departure from GAAP in the financial statements, but that
the auditor believes that the overall financial statements are fairly presented. This
type of opinion may not be used if the auditor believes the exceptions being
reported upon are extremely material, in which case a disclaimer or adverse
opinion would be used.

An adverse opinion states that the auditor believes the overall financial
statements are so materially misstated or misleading that they do not present
fairly in accordance with GAAP the financial position, results of operations, or
cash flows.
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3-14 (continued)

A disclaimer of opinion states that the auditor has been unable to satisfy
him or herself as to whether or not the overall financial statements are fairly
presented because of a significant limitation of the scope of the audit, or a non-
independent relationship under the Code of Professional Conduct between the
auditor and the client.

Examples of situations that are appropriate for each type of opinion are as
follows:

OPINION TYPE EXAMPLE SITUATION

Disclaimer Material physical inventories not
observed and the inventory cannot be
verified through other procedures.

Lack of independence by the auditor.
Adverse A highly material departure from GAAP.
Qualified Inability to confirm the existence of an

asset which is material but not extremely
material in value.

3-15 The common definition of materiality as it applies to accounting and,
therefore, to audit reporting is:

A misstatement in the financial statements can be considered material if
knowledge of the misstatement would affect a decision of a reasonable
user of the statements.

Conditions that affect the auditor's determination of materiality include:

[ Potential users of the financial statements

[ | Dollar amounts of the following items: net income before taxes,
total assets, current assets, current liabilities, and owners' equity

[ | Nature of the potential misstatements—certain misstatements, such

as fraud, are likely to be more important to users of the financial
statements than other misstatements.

3-16 Materiality for lack of independence in audit reporting is easiest to define.
If the auditor lacks independence as defined by the Code of Professional
Conduct, it is always considered highly material and therefore a disclaimer of
opinion is always necessary. That is, either the CPA is independent or not
independent. For failure to follow GAAP, there are three levels of materiality:
immaterial, material, and highly material.
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3-17 The auditor's opinion may be qualified by scope limitations caused by
client restrictions or by limitations resulting from conditions beyond the client's
control. The former occurs when the client will not, for example, permit the
auditor to confirm material receivables or physically observe inventories. The
latter may occur when the engagement is not agreed upon until after the client's
year-end when it may not be possible to physically observe inventories or confirm
receivables.

A disclaimer of opinion is issued if the scope limitation is so material that
the auditor cannot determine if the overall financial statements are fairly
presented. If the scope limitation is caused by the client's restriction the auditor
should be aware that the reason for the restriction might be to deceive the
auditor. For this reason, a disclaimer is more likely for client restrictions than for
conditions beyond anyone's control.

When there is a scope restriction that results in the failure to verify
material, but not pervasive accounts, a qualified opinion may be issued. This is
more likely when the scope limitation is for conditions beyond the client's control
than for restrictions by the client.

3-18 A report with a scope and an opinion qualification is issued when the
auditor can neither perform procedures that he or she considers necessary nor
satisfy him or herself by using alternative procedures, usually due to the
existence of conditions beyond the client's or the auditor's control, but the
amount involved in the financial statements is not highly material. An important
part of a scope and opinion qualification is that it results from not accumulating
sufficient appropriate audit evidence, either because of the client's request or
because of circumstances beyond anyone's control.

A report qualified as to opinion only results when the auditor has
accumulated sufficient appropriate evidence but has concluded that the financial
statements are not correctly stated. The only circumstance in which an opinion
only qualification is appropriate is for material, but not highly material, departures
from GAAP.

3-19 The three alternative opinions that may be appropriate when the client's
financial statements are not in accordance with GAAP are an unqualified opinion,
qualified as to opinion only and adverse opinion. Determining which is
appropriate depends entirely upon materiality. An unqualified opinion is
appropriate if the GAAP departure is immaterial (standard unqualified) or if the
auditor agrees with the client's departure from GAAP (unqualified with
explanatory paragraph). A qualified opinion is appropriate when the deviation
from GAAP is material but not highly material; the adverse opinion is appropriate
when the deviation is highly material.
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3-20 When the auditor discovers more than one condition that requires a
departure from or a modification of a standard unqualified report, the report should
be modified for each condition. An exception is when one condition neutralizes the
other condition. An example would be when the auditor is not independent and
there is also a scope limitation. In this situation the lack of independence
overshadows the scope limitation. Accordingly, the scope limitation should not be
mentioned.

3-21 The standard wording required by U.S. auditing standards has the
advantage of being consistent in how auditors communicate information about
the fair presentation of financial statements to users of financial statements.
Thus, any departures from the standard wording are more easily recognized.
Furthermore, some users may question whether the auditor’s conclusion about
the financial statements differ when using “present fairly” rather than when using
“true and fair view.” Proponents of the alternative choices offered by ISAs may
believe the choices allow the auditor to customize their report wording based on
the auditor’s preference of how to communicate to users. Others may also argue
for U.S. adoption of similar alternatives so that U.S. audit reports conform to
auditor reports based on ISAs. That consistency at a global level may help
reduce misunderstandings between auditors and users of financial statements.

3-22 Given the global nature of the financial markets, investors, both in the U.S.
and abroad, are frequently making investments in companies that are located all
over the world. While many companies located outside the U. S. already prepare
financial statements in accordance with International Financial Reporting
Standards (IFRS), financial statements of U.S.-based entities are based on U.S.
generally accepted accounting principles, differences in the basis of presentation
makes the analysis of U.S. and non-U.S.-based company financial statements
difficult. Similarly, differences exist in auditing standards issued across the globe,
so the adoption of International Statements on Auditing (ISAs) would mean
auditors from around the globe are conducting their audits using the same set of
standards. The embrace of IFRS and ISAs will help investors in their analysis of
audited financial statements prepared across the globe.

m Multiple Choice Questions From CPA Examinations

323 a. (2 b. (3) c. (3)
324 a. (3) b. (4) c. (1)
325 a. (3) b. (2) c. (3)
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m Discussion Questions and Problems

3-26 a.

b.

3-27 a.

"Correctly stated" implies absolute accuracy, whereas the alternative
report states that no material misstatements exist.

The reference to generally accepted accounting principles specifies
rules that were followed in accounting for the transactions to date;
whereas "the true economic conditions" does not identify the specific
accounting procedures applied.

The opinion paragraph is not intended to be a certification or a
guarantee of the accuracy and correctness of the financial statements,
but rather it is intended to be an expression of professional judgment
based upon a reasonable audit of the statements and underlying
records.

The name of the CPA firm rather than that of the individual practitioner
should appear on the accountant's report because it is the entire
firm that accepts responsibility for the report issued.

"Our audit was performed to detect material misstatements in the
financial statements" is flawed because the purpose of the audit is
to determine whether financial statements are fairly stated, not to
specifically search for material errors and fraud. It also fails to
recognize the audit standards followed by the auditor.

"We conducted our audit in accordance with auditing standards
generally accepted in the United States of America" identifies the
auditor's responsibilities for the conduct of the audit, accumulation
of evidence, and reporting requirements. It is a much broader
statement than the alternative clause. It also implies that if the
auditor has conducted the audit in accordance with generally
accepted auditing standards but does not uncover certain material
errors or fraud, the auditor is unlikely to have responsibility for
failing to do so.

Items that need not be included in the auditor's report are:

1. That Bellamy is presenting comparative financial statements.
(Both years' statements will be referred to in the audit report.)
2. Specific description of the change in method of accounting

for long-term construction contracts need not be included in
the report since it is discussed in the footnotes. But, the
auditor's report must state that there is a change in accounting
principles and refer to the footnote.

3. The fact that normal receivable confirmation procedures were
not used should not be disclosed since the auditor was able
to satisfy him or herself through alternative audit procedures.

4. The lawsuit need not be discussed in the report since it has
been included in a footnote.
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3-27 (continued)

b. The following deficiencies are in Patel's report:

1.

10.

11.

12.

13.

The audit report is neither addressed nor dated and it does
not contain a title. The audit report date should be the last
day of field work.

The balance sheet is as of a specific date, whereas the income
statement and the statement of retained earnings are for a
period of time. The scope paragraph should identify the period
of time (usually one year).

There are comparative statements, but the audit report
identifies and deals with only the current year's financial
statements. An opinion must also be included for the prior
period financial statements.

There is no separate introductory paragraph that states the
financial statements audited, dates, and the responsibilities
of management and the auditor.

There is no separate scope paragraph that describes what
an audit is. Two required sentences are completely omitted:
"An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting
principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation."
The audit was made in accordance with auditing standards
generally accepted in the United States of America rather
than generally accepted accounting standards.

The word material is excluded from the scope paragraph
(free of material misstatement).

An additional paragraph should be included which describes
the dividend restrictions and the refusal of the client to
present a statement of cash flows.

The opinion paragraph states that accounting principles were
consistent with those used in the prior year. The opinion
paragraph should make no reference to consistency.

The opinion paragraph excludes the required phrase, "in all
material respects."

The opinion paragraph includes the words "generally accepted
auditing standards" rather than the phrase "accounting
principles generally accepted in the United States of America."
A separate paragraph should be included stating that generally
accepted accounting principles were not consistently applied.
The opinion should be qualified rather than being unqualified.
Qualifications are caused by the:

(@) failure to present a statement of cash flows.

(b)  failure to disclose the dividend restrictions.
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(a)
CONDITION

(b)
MATERIALITY
LEVEL

(c)
TYPE OF
REPORT

COMMENTS

. Scope of
the audit
has been
restricted

Highly material

Disclaimer

Because the client refuses
to allow the auditor to
expand the scope of his
audit, a disclaimer of
opinion is appropriate
rather than a qualified as
to scope and opinion.

. Lack of
independence

Not applicable

Disclaimer

Lack of independence by
audit personnel on the
engagement mandates

a disclaimer for lack of
independence.

. None

Not applicable

Unqualified

The company has made
a business decision to
follow a different financing
method for to have use of
delivery trucks, which is
adequately disclosed.
There is no change of
accounting principle.

. Substantial
doubt about
going concern

Material

Unqualified—

explanatory
paragraph

Because the auditor has
substantial doubt about
the client’s ability to
continue as a going
concern, the auditor
should include add an
explanatory paragraph to
the unqualified opinion.

. None

Material

Unqualified

While the auditor engaged
a business valuation
specialist to gather
evidence about the fair
value of the investment,
the auditor would issue an
unqualified opinion given
he or she was able to
conclude that the valuation
specialist’s work provides
sufficient appropriate
evidence.
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3-28 (continued)

(a) (b) (c)
MATERIALITY TYPE OF
CONDITION LEVEL REPORT COMMENTS
6. Failure to Highly material or | Adverse The materiality of twenty
follow GAAP | material. We need | (if highly percent of net earnings
additional material) before taxes would be
information or sufficient for many
regarding the - auditors to require an
auditor's Quahﬂeql adverse opinion. That
preliminary (if material) materiality question is a
judgment about matter of auditor
materiality judgment.
3-29
(d) MODIFIED WORDING /
(a) (b) (c) ADDITIONAL
MATERIALITY TYPE OF PARAGRAPHS

CONDITION LEVEL REPORT (& OTHER COMMENTS)

1. None Not applicable (1) Unqualified— | There is no indication
standard questioning the ability of the
wording business to continue

operations. The auditor does
not automatically add an
explanatory paragraph simply
because there is a risky
business.

2. None Immaterial (1) Unqualified— | The amount is immaterial. The
standard facts are adequately disclosed
wording in the footnote.

3. Failure to | Material (4) Qualified The standards require the use
follow opinion only | of a qualified opinion for the
GAAP —except for | failure to include a statement

of cash flows. Third paragraph
must be added stating the
omission.
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3-29 (continued)

(a)

CONDITION

(b)
MATERIALITY
LEVEL

(c)
TYPE OF
REPORT

(d) MODIFIED WORDING /
ADDITIONAL
PARAGRAPHS

(& OTHER COMMENTS)

4. None

Not applicable

(2) Unqualified—
modified
wording

U.S. auditing standards now
allow an auditor to perform an
audit in accordance with both
U.S. GAAS and ISAs. The
auditor’s scope paragraph is
modified to indicate that audit
was conducted in accordance
with both standards.

5. Scope of
the audit
has been
restricted

Highly material

(6) Disclaimer

The client has restricted the
scope of the audit and the
auditor was not able to satisfy
him or herself by alternative
procedures. Because it was a
client restriction rather than a
condition beyond the client’s
control causing the limitation,
and because the limitation is
highly material, a disclaimer is
appropriate. Introductory
paragraph is modified, second
paragraph is added describing
the scope restriction, scope
paragraph is omitted, and
opinion paragraph is a
disclaimer of opinion.

6. Report
involving
other
auditors

Material

(3) Unqualified—
modified
wording

This is a shared audit report in
which the auditor will identify
the portion of work done by
the other auditor in the
introductory paragraph and
still issue an unqualified
opinion. The absolute dollar
amounts of assets and
revenues or percentages must
be stated in the introductory
paragraph. Introductory
paragraph, scope paragraph,
and opinion paragraph are all
modified.
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3-30

Type of
Opinion

Description
of Opinion

Comments

a.

7.

A change in consistency requires the addition of an
explanatory paragraph that follows the opinion paragraph.

b.

4.

When the amounts are so material that a disclaimer of
opinion is required, the auditor only uses three paragraphs.
The scope paragraph found in a standard unqualified report
is deleted to avoid stating anything that might lead readers to
believe other parts of the financial statements were audited.
The introductory and opinion paragraphs are modified and a
new middle paragraph is added describing the scope
limitation.

The auditor would add a new third paragraph preceding the
opinion paragraph describing the GAAP departure resulting
from inadequate disclosure. Another explanatory paragraph
would follow the opinion paragraph describing the auditor’'s
substantial doubt about going concern.

When the auditor references the work of other auditors, all
three paragraphs are modified to reflect the involvement of
other auditors.

The standard unqualified report contains three paragraphs
with no modifications.

When a scope limitation is deemed to be material, but not
highly material, the auditor’s opinion is qualified to
acknowledge “except for” the scope limitation. Also, a new
third paragraph precedes the opinion paragraph to describe
the scope limitation.

When the departure from accounting standards is deemed to
be highly material, the auditor’s opinion is modified to state
that the financial statements do not present fairly. A new
third paragraph precedes that opinion paragraph to describe
the departure from accounting principles.

When the auditor is not independent, the auditor’s report is
limited to one paragraph that states that the auditor is not
independent.

The change in consistency and the auditor’s decision to add
an emphasis of a matter paragraph both result in the
addition of separate explanatory paragraphs that follow the
opinion paragraph.
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3-31
SHOULD
AUDITOR'S
ITEM REPORT BE
NO. TYPE OF CHANGE MODIFIED?
1 An error correction not involving an accounting No
principle.
An accounting change involving both a change in
accounting principle and a change in accounting
> estimate. Although the effect of the change in each Yes

may be inseparable and the accounting for such a
change is the same as that for a change in estimate
only, an accounting principle is involved.

An accounting change involving a change from one
3 generally accepted accounting principle to another Yes
generally accepted accounting principle.

An accounting change involving a change in an

. . No
accounting estimate.

Not an accounting change but rather a change in

e No
classification.

An accounting change involving a correction of an
6 error in principle, which is accounted for as a Yes
correction of an error.

An accounting change involving a change in the
7 reporting entity, which is a special type of change in Yes
accounting principles.

An accounting change from one generally accepted
8 accounting principle to another generally accepted Yes
accounting principle.

3-32 Deficiencies in the staff accountant's tentative report include the following:

1. Report title must include the word “independent.”

2. The report should generally be addressed to the board of directors
or stockholders, not to the audit committee.

3. The introductory paragraph should state, "we have audited," not

"we have examined."
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3-32 (continued)

4.

10.

When the principal auditor decides to make reference to the audit
of another auditor, the report should indicate clearly in the
introductory paragraph the division of responsibility regarding the
portions of the financial statements audited by each. Also, the
opinion paragraph should state that the opinion is based in part on
the reports of other auditors. Neither of these was done.

When the principal auditor decides to make reference to the audit
of the other auditor, the report should disclose the dollar amounts
or percentages of the portion of the financial statements audited by
the other auditor. This was not done.

The second paragraph is an inappropriately worded scope paragraph.
It should be stated as follows:

We conducted our audits in accordance with auditing
standards generally accepted in the United States of
America. Those standards require that we plan and
perform the audit to obtain reasonable assurance
about whether the financial statements are free of
material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit
also includes assessing the accounting principles
used and significant estimates made by management,
as well as evaluating the overall financial statement
presentation. We believe that our audits and the
report of other auditors provide a reasonable basis for
our opinion.

Although the introductory paragraph referred to an audit of the
financial statements for the years ended December 31, 2011 and
2010, an opinion was expressed only on the 2011 financial statements.
The statement of cash flows was not identified in the opinion
paragraph, and financial statements were not referred to in the
opinion paragraph as "consolidated."

The explanatory sentence for consistency should follow the opinion
paragraph, not precede it. Also, the second sentence in the third
paragraph should be omitted.

There is no inclusion of the phrase, "in all material respects" in the
opinion paragraph.
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3-33 The table presented below describes the seven distinct parts of the
standard unqualified report and describes both similarities (part a.) and
differences (part of b.) between the standard audit report and the audit report on
the Les Meridian, Inc. financial statements.

Seven Distinct Parts of

a.
Description of
Similar Elements
in the Les Meridian

b.
Different Elements
in Les Meridian

Standard Audit Report Auditor’s Report Auditor’s Report

1. Report title Auditing The report is titled

standards require that ‘Independent Auditor’s

the report be titled and Report.

that the title includes the

word independent.
2. Audit report address The report is

The report is usually addressed to the

addressed to the Shareholders of Les

company, its Meridian, Inc.

stockholders, or the

board of directors.
3. Introductory paragraph The report begins with | The introductory paragraph

The first paragraph of the
report does three things:
first, it makes the simple
statement that the CPA
firm has done an audit.
Second, it lists the
financial statements that
were audited, including
the statement of financial
position dates and the
accounting periods for
the statement of
comprehensive income
and statement of cash
flows. Third, it states that
the statements are the
responsibility of
management and that
the auditor's
responsibility is to
express an opinion on
the statements based on
an audit.

the statement that the
CPA firm has done an
audlit.

The introductory para-
graph lists the financial
statements audited,
including the time period
of those statements.

The second paragraph
states that
management is
responsible for the
preparation and fair
presentation of the
financial statements.

The third paragraph
describes the auditor’s
responsibility to
express an opinion the
financial statements.

also references the
summary of significant
accounting principles and
other explanatory reports
as being a part of the
scope of the audit. A
similar reference is not
included in the U.S.
standard audit report.

The discussion of manage-
ment’s responsibility for the
financial statements
contained in the second
paragraph is more
extensive than the
discussion in the standard
audit report. It specifically
notes that the financial
statements are prepared in
accordance with IFRS, and
it describes management’s
responsibility for internal
control.

3-16



http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

3-33 (continued)

a.
Description of b.
Similar Elements Different Elements
Seven Distinct Parts of in the Les Meridian in Les Meridian
Standard Audit Report Auditor’s Report Auditor’s Report
4. Scope paragraph. The The third paragraph The third paragraph notes
scope paragraph is a identifies the auditing that the auditor conducted
factual statement about standards used to the audit in accordance
what the auditor did in conduct the audit, with ISAs, rather than
the audit. The remainder | similar to the standard | U.S. GAAS.
briefly describes audit report.
important aspects of an
audit. Like the standard audit | The third paragraph notes
report, the third that the auditor is required
paragraph notes that to comply with ethical
the auditor obtains requirements.

reasonable assurance
about whether the
financial statements
are free of material
misstatements.

The fourth paragraph The fourth paragraph

also contains contains more information
information related to than the standard audit
other elements in the report about the auditor’s
scope paragraph in the | need to make judgments,
standard audit report. the auditor’s consideration
For example, the fourth | of risks and internal
paragraph describes control, and the fact that

the auditor’s evaluation | the risk and control

of accounting principles/ | assessments are not
policies used, estimates | sufficient to express an
made, and the overall opinion on internal
presentation, similar to control. The fourth

the scope paragraph in | paragraph also explicitly
the standard audit report. | notes that risks of
material misstatements
The fifth paragraph due to error or fraud are
acknowledges that the | considered.

auditor believes the
evidence obtained
provides a sufficient
basis for the opinion,
similar to the last
sentence of the scope
paragraph of the
standard audit report.
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3-33 (continued)

Seven Distinct Parts of
Standard Audit Report

a.
Description of
Similar Elements
in the Les Meridian
Auditor’s Report

b.
Different Elements
in Les Meridian
Auditor’s Report

5. Opinion paragraph. The

final paragraph in the
standard report states
the auditor's conclusions
based on the results of
the audit.

The last paragraph
includes the auditor’s
opinion about the
financial statements
and acknowledges the
accounting principles
used as the basis of
presentation.

The wording associated
with the opinion notes that
the auditor’s opinion is
about the “true and fair
view” of the financial
statements, rather than
the financial statements
“present fairly” as stated in
the standard audit report.

appropriate date for the
report is the end of
fieldwork, when the auditor
has gathered sufficient
appropriate evidence to
support the opinion.

6. Name of CPA firm. The | The name of the CPA
name identifies the CPA | is included.
firm or practitioner who
performed the audit.

7. Audit report date. The The date that the audit

is completed is
provided below the
firm’s signature.

m Internet Problem Solution: Research Annual Reports

Internet Problem 3-1

a. |

Form 8-K - This is the form that must be filed whenever a

registrant encounters a significant event (e.g., a change in
control of ownership, disposition or acquisition of a significant
amount of assets, filing for bankruptcy, change in independent

auditors).

[ Form 10-K - This is the annual report that most reporting
companies file with the Commission. It provides a comprehensive
overview of the registrant's business. The report must be
filed within 60-90 days after the end of the company's fiscal
year. This form is required by the Securities Exchange Act

of 1934.
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Internet Problem 3-1 (continued)

»w

Form 10-Q — This is the quarterly report that includes the
quarterly financial statements filed with the SEC.

DEF-14a — This filing includes the proxy statement sent to
shareholders. The proxy statement includes information about
the board of directors, including any requests for shareholder
vote on the election of certain directors, and it includes
information about executive compensation, auditor selection
and related audit and other fees, and other information about
board related activities and responsibilities.

Ernst & Young LLP

Separate reports were issued on the financial statements
and on internal controls over financial reporting.

Unqualified opinion on the financial statements

Unqualified opinion on internal controls over financial reporting

Unqualified opinions on both the financial statements and
internal control over financial reporting are included in a single
combined report.

The combined report issued by PricewaterhouseCoopers does
not follow the same standard wording format and paragraph
order of a standard unqualified report on the financial statements
or standard unqualified report on internal controls over
financial reporting. However, all the required elements of
both reports are present in the Yahoo auditor’s report. While
most audit firms use the standard unqualified report format as
presented in Chapter 3, auditing standards only require that
all required elements be included. Exact wording and
paragraph format are not mandated by auditing standards.
PricewaterhouseCoopers has chosen to present its standard
audit reports using a different format.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 4

Professional Ethics

m Review Questions

4-1 The six core ethical values described by the Josephson Institute are:

1. Trustworthiness 4. Fairness
2. Respect 5. Caring
3. Responsibility 6. Citizenship

There are many other potential sources of ethical values, including laws
and regulations, church doctrines, codes of professional ethics, and individual
organizations’ codes of conduct.

4-2 An ethical dilemma is a situation that a person faces in which a decision
must be made about the appropriate behavior. There are many possible ethical
dilemmas that one can face, such as finding a wallet containing money or dealing
with a supervisor who asks you to work hours without recording them.

An ethical dilemma can be resolved using the six-step approach outlined
on p. 80 of the text. The six steps are:

1. Obtain the relevant facts.

2. Identify the ethical issues from the facts.

3 Determine who is affected by the outcome of the dilemma and how
each person or group is affected.

4. Identify the alternatives available to the person who must resolve
the dilemma.

5. Identify the likely consequence of each alternative.

6. Decide the appropriate action.

4-3 There is a special need for ethical behavior by professionals to maintain
public confidence in the profession, and in the services provided by members of
that profession. The ethical requirements for CPAs are similar to the ethical
requirements of other professions. All professionals are expected to be competent,
perform services with due professional care, and recognize their responsibility to
clients. The major difference between other professional groups and CPAs is
independence. Because CPAs have a responsibility to financial statement users,
it is essential that auditors be independent in fact and appearance. Most other
professionals, such as attorneys, are expected to be an advocate for their clients.
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4-4
PART PURPOSE
1. Principles of 1. Provide ideal standards of ethical conduct
Professional Conduct and help practitioners understand the
ideal conduct of a CPA.

2. Rules of conduct 2. Provide minimum standards of ethical
conduct stated as specific rules.

3. Interpretation of the 3. Provide formal interpretations of the rules

rules of conduct of conduct to answer questions that
frequently arise about the rules of
conduct.

4. Ethical rulings 4. Provide more detailed guidance to
practitioners about interpretation of the
rules of conduct for less commonly
raised questions.

4-5 At the international level, the International Ethics Standards Board for
Accountants (IESBA) establishes ethical standards and guidance and fosters
international debate on ethical issues faced by accountants through its Code of
Ethics for Professional Accountants. This international ethics code contains five
fundamental principles related to integrity, objectivity, professional competence
and due care, confidentiality, and professional behavior.

4-6 Independence of mind exists when the auditor is actually able to maintain
an unbiased attitude throughout the audit, whereas independence in appearance
is dependent on others' interpretation of this independence and hence their faith
in the auditor.

Activities which may not affect independence of mind, but which are likely
to affect independence in appearance are: (Notice that the first two are violations
of the Code of Professional Conduct.)

1. Ownership of a financial interest in the audited client.

2. Directorship or officer of an audit client.

3 Performance of management advisory or bookkeeping or accounting
services and audits for the same company.

4. Dependence upon a client for a large percentage of audit fees.

5 Engagement of the CPA and payment of audit fees by management.

4-7 Independence in auditing means taking an unbiased viewpoint. Users of
financial statements would be unlikely to rely on the statements if they believed
auditors were biased in issuing audit opinions.
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4-8 Auditors of public companies are prohibited from performing the following
nonaudit services:

Bookkeeping and other accounting services

Financial information systems design and implementation

Appraisal or valuation services

Actuarial services

Internal audit outsourcing

Management or human resource functions

Broker or dealer or investment adviser, or investment banker services
Legal and expert services unrelated to the audit

Any other service that the PCAOB determines by regulation is
impermissible

©CEND>ORWN =

Nonaudit services that are not prohibited by the Sarbanes—Oxley Act and
the SEC rules must be pre-approved by the company’s audit committee. In
addition, an accountant is not independent of an audit client if an audit partner
received compensation based on selling engagements to that client for services
other than audit, review and attest services.

Companies are required to disclose in their proxy statement or annual
filings with the SEC the total amount of audit and nonaudit fees paid to the audit
firm for the two most recent years. Four categories of fees are to be reported: (1)
audit fees; (2) audit-related fees; (3) tax fees; and (4) all other fees. Companies
are also required to provide further breakdown of the “other fees” category, and
provide qualitative information on the nature of the services provided.

4-9 The rules concerning stock ownership by partners and professional staff:

A partner in the office of the partner responsible for an audit
engagement cannot own stock in that audit client. A partner can own stock in
an audit client, as long as (1) he or she cannot influence the audit engagement
and (2) he or she is not in the same office as the partner responsible for
the audit engagement.

A professional staff member cannot own stock in an audit client if
he or she is assigned to the engagement or if he or she becomes a
partner in the office of the partner responsible for the audit engagement. A
professional staff member can own stock in a firm’s audit client as long as
he or she does not participate in the audit engagement.

Partner violation: A partner in the San Francisco office owns one share of
stock of a client whose audit is conducted by a different partner in the San
Francisco office.

Professional staff violation: An audit manager owns stock in a client whose
audit is performed by the office where the audit manager works. The
manager is promoted to partner mid-year. As soon as the manager
becomes a partner, there is a violation of Rule 101.
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4-10 Ways to reduce the appearance of the lack of independence are: the use
of an audit committee to select auditors made up of directors who are not a part
of management; a requirement that all changes of auditors and reasons therefore
be reported to the SEC or other regulatory agency; and approval of the CPA firm
by stockholders at the annual meeting. The Sarbanes—Oxley act requires that the
audit committee of a public company consist only of independent members and
be responsible for the appointment, termination, and compensation of the audit firm.

4-11 A CPA firm has several options when it decides it is not competent to
perform an audit:

1. Withdraw from the engagement.

2. Obtain the expertise through continuing education and self-studies.
3. Hire someone who has the expertise.

4. Work on a consulting basis with another CPA firm.

4-12 A fee based upon the amount of time it takes to complete is not a violation
of Rule 302. Rule 302 on contingent fees states that professional services for
clients receiving assertion opinions shall not be offered or rendered under an
agreement whereby no fee will be charged unless a specific finding or result is
attained, or where the fee is otherwise contingent upon the findings or results of
such services. The purpose of the rule is to prevent sacrificing the quality of
audits because of the pressure felt by the auditor in producing the required audit
outcome. An example would be the fee being dependent upon the issuance of an
unqualified opinion or the obtaining of a loan by a client.

4-13 The following are exceptions to the confidentiality requirement for the CPA's
audit files:

1. The confidentiality requirement cannot interfere with the member's
obligation to follow auditing standards or generally accepted
accounting principles.

2. A member must comply with a validly issued subpoena or summons
enforceable by order of a court.

3. A review of a member's professional practice under AICPA or state
CPA society or state Board of Accountancy authorization is permitted.

4. A member must respond to any inquiry made by the ethics division

or trial board of the Institute or a duly constituted investigative or
disciplinary body of a state CPA society or Board of Accountancy.

4-14 Audits should be maintained at a high level of quality even if solicitation,
advertising, and competitive bidding are allowed for several reasons:

1. Professionals do high quality work because it is a characteristic of
being a professional.
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4-14 (continued)

2. A reputation of doing high quality work usually pays off in more clients
and a more profitable practice.

3. Potential legal liability is also a deterrent to substandard work.

4. The Code of Professional Conduct requires a high quality of
performance.

4-15 A member is permitted to advertise by Rule 502 except in a false, misleading,
or deceptive manner. Interpretation 502-2 clarifies the meaning of false, misleading
or deceptive acts, including activities that:

1. Create false or unjustified expectations of favorable results.

2. Imply the ability to influence any court, tribunal, regulatory agency
or similar body or official.

3. Contain a representation that specific professional services will be

performed for a stated fee, when it was likely at the time of the
representation that such fees would be substantially increased and
the prospective client was not informed of that likelihood.

4. Contain any other representations that would be likely to cause a
reasonable person to misunderstand or be deceived.

When engagements are obtained through the efforts of third parties,
Interpretation 502-5 indicates that the member has the responsibility to ascertain
that all promotional efforts are within the bounds of the Rules of Conduct.

4-16 Prohibiting paying commissions to obtain clients who receive attestation
services in Rule 503 is intended to discourage overly aggressive obtaining of
clients by giving "finders' fees" to banks and others in a position to give business
rather than on the basis of competitive and other qualifications. Prohibiting
receiving commissions for referrals to other CPAs or other providers of services
where attestation services are provided is intended to discourage referrals to
others on the basis of a "sales commission" rather than the competition of those
offering services. Commissions when attestation services are not provided are
permitted to encourage competition for these types of services.

4-17 A CPA may practice in one of the following forms:

A proprietorship

A general partnership

A general corporation (if permitted by state law)

A professional corporation

Limited liability company (if permitted by state law)
Limited liability partnership (if permitted by state law)

S

4-5


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

m Multiple Choice Questions From CPA Examinations

4-18 a.
4-19 a.

(1) b. (3) c. (1)
(1) b. 3) ¢ (3)

m Discussion Questions And Problems

4-20

Service Violation?

a. | Providing bookkeeping services to a public company.
The services were pre-approved by the audit Yes
committee of the company.

b. | Providing internal audit services to a public company No
that is not an audit client.

c. | Implementing a financial information system designed No
by management for a private company.

d. | Recommending a tax shelter to a client that is publicly No *
held. The services were pre-approved by the audit
committee.

e. | Providing internal audit services to a public company Yes
client with the pre-approval of the audit committee.

f. Providing bookkeeping services to an audit client that No
is a private company.

*

Recommending tax shelters is not prohibited as long as the service does not

meet the characteristics of an abusive tax avoidance strategy and does not have
the potential to impair independence.

4-21 a.

Rule 101 - Independence. No violation. If the services performed
conform to the requirements of Interpretation 101-3, independence
of Emrich would not be considered to be impaired. There would be
a violation of SEC rules if the client were publicly held.

Rule 101 - Independence. No violation. Franz Marteens is not a
partner nor is he assigned to the engagement team for the audit client.
Rule 201 - General Standards. Violation. Interpretation 201-1 states
that a member who accepts a professional engagement implies that
he or she has the necessary competence to complete the engagement
according to professional standards. Wilkenson has violated the rule
since he does not have the expertise to review the work of the
consultant hired by Wilkenson. Wilkenson should have suggested
that the company hire the consultant directly.

4-6
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4-21 (continued)

4-22

d.

Rule 102 - Integrity and Objectivity. Violation. This rule states that
in tax practice, a member may resolve doubt in favor of his or her
client as long as there is reasonable support for his or her position.
In the example case, the client has provided no support for the
unusual deductions. Sarah Milsaps has violated Rule 102 by not
requiring reasonable support for the deductions.

Rule 203 (Accounting Principles). Violation. This rule designates that
the International Accounting Standards Board (IASB) is the established
body for issuing international financial accounting standards.
Roberta Hernandez’s assertion that the financial statements are
based on international financial accounting standards would be in
violation of Rule 203 because she did not use standards issued by
the IASB.

Rules 101 (Independence) and 102 (Integrity and Obijectivity).
Violation. Appearance of independence has been impaired by
Steve Custer's agency’s financial dealing with his audit clients
and participation in a business, which impairs his objectivity. It is
also a conflict of duties to recommend his own firm to review the
adequacy of the existing insurance coverage of existing clients

Rule 301 - Confidential Client Information. Violation. The client
should have been notified that the review was to take place, and an
attempt should have been made to obtain the client's permission for
such review because the review was not a part of an AICPA, state
CPA society or Board of Accountancy review program. The firms
violated Rule 301 by not obtaining consent from the client for the
review.

Rule 501 - Acts Discreditable. No violation. The rule is vague and the
interpretation would be made by the state Board of Accountancy. In
most states this will be a civil action and would not likely be a violation.

Violation of Rule 101 — When audit firms create a network with
other firms to share certain characteristics, such as the sharing of
audit methodologies and audit manuals, interpretations of Rule 101
require each network firm to be independent of audit and review
clients of other network firms. The ownership by Miller and Yancy
who are partners in one of the network firms in the stock of a client
of another network firm would impair independence.

Violation of Rule 501 — An interpretation of Rule 501 prohibits the
inclusion of indemnification clauses and other limitations of liability
provisions in engagement letters for audit and other attest services.
No violation — While Jennifer’s audit client has a material investment
in Polex, her non-dependent parents’ investment in Polex represents
an indirect financial interest that is not material to her parents or
Jennifer.
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4-22 (continued)

4-23

d.

No violation — Because Joe has no responsibilities for financial
reporting in his new role and because the audit firm modified audit
procedures to reduce the risk that Joe has knowledge of the audit
plan, independence would not be impaired.

Violation of Rule 101 — Interpretations and rulings under Rule 101
note that independence is impaired if billed or unbilled fees remain
unpaid for professional services provided more than one year
before the date of the auditor’s report. Because the report date for
the 2011 financial statement audit would likely be in 2012, more
than one year would have transpired.

Violation of Rule 101 — Only pre-existing mortgages provided by a
new audit client that is a bank are permissible. No new mortgage
loans are permitted, however.

No violation — Because Jessica promptly notified her office’s
managing partner of the offer and because she was removed from
the audit engagement, no violation has occurred.

Violation of Rule 501 — Rule 501 prohibits the solicitation and
disclosure of the Uniform CPA examination questions and answers
without permission of the AICPA.

Violation of Rules 102 and 203 — Both Rules 102 and 203 would be
violated by Audrey’s actions whereby she knowingly included false
and misleading transactions in the financial statements that were
provided to the bank.

No violation — The prohibition of contingent fees does not extend to
consulting services engagements as long as the CPA does not
perform any other services for that client that might include audit,
review, compilation, examinations of prospective financial information
or certain tax return services.

An audit committee is a special committee formed by the board of
directors and made up of board members. The Sarbanes—Oxley Act
requires that all the members of the audit committee be independent
directors, and the committee should include at least one member
who is a financial expert. The audit committee serves as a liaison
between the independent auditor and the board of directors. The
audit committee assists and advises the full board of directors, and,
as such, aids the board in fulfilling its responsibility for public
financial reporting.

The functions of an audit committee may include the following:

1. Select the independent auditor; discuss audit fee with the
auditor; review auditor's engagement letter.

2. Review the independent auditor's overall audit plan (scope,
purpose, and general audit procedures).

3. Review the annual financial statements before submission to

the full board of directors for approval.
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4-23 (continued)

4. Review the results of the audit including experiences, restrictions,
cooperation received, findings, and recommendations. Consider
matters that the auditor believes should be brought to the
attention of the directors or shareholders.

5. Review the independent auditor's evaluation of the company's
internal controls.

6. Review the company's accounting, financial, and operating
controls.

7. Review the reports of internal audit staff.

8. Review interim financial reports to shareholders before they

are approved by the board of directors.

9. Review company policies concerning political contributions,
conflicts of interest, and compliance with federal, state, and
local laws and regulations, and investigate compliance with
those policies.

10.  Review financial statements that are part of prospectuses or
offering circulars; review reports before they are submitted to
regulatory agencies.

11.  Review independent auditor's observations of financial and
accounting personnel.

12.  Participate in the selection and establishment of accounting
policies; review the accounting for specific items or transactions
as well as alternative treatments and their effects.

13.  Review the impact of new or proposed pronouncements by
the accounting profession or regulatory bodies.

14. Review the company's insurance program.

15. Review and discuss the independent auditor's management
letter.

C. Management is frequently under considerable pressure from
stockholders and the board of directors to maintain high earnings
for the company. In some cases this may in turn motivate management
to put pressure on auditors to permit a violation of accounting
principles and therefore affect the reported earnings and disclosures
in the financial statements. The board of directors has a greater
responsibility to the stockholders for fairness in reported earnings.
Directors, especially those who are outside directors, have less
responsibility for high reported earnings.

Directors are therefore less likely to put pressure on auditors
to deviate from high professional standards, and the audit committee
can deal with the auditor in a less biased manner than can
management. In addition, the board of directors has a legal
responsibility to review the policies and actions of management.
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4-23 (continued)

4-24

Therefore, there is considerable incentive for them to work closely
with the auditor. A small committee of outside directors from the
audit committee is therefore equipped to help the auditor to maintain
a more independent relationship with the client. If management
exerts any pressure on the auditor, the auditor is likely to discuss
that with the audit committee and thereby resolve the problem.

For public companies, the PCAOB’s rules require a CPA firm,
before its selection as the company’s auditor, to describe in writing
and discuss with the audit committee all relationships between the
firm and the company, including executives in financial reporting
positions, to determine whether there is any impairment of the CPA
firm’s independence. If the CPA firm is selected, these communications
must occur annually.

The criticism of audit committees has been made by many smaller
CPA firms. There may be some validity to the comment. At the same
time, audit committees do have a responsibility to help a company
control costs. Therefore if the cost of a smaller audit firm is
significantly less than a large firm, assuming equal quality, the audit
committee would be obligated to use the less expensive firm.

Independence is essential for an auditor because users of financial
statements expect an unbiased viewpoint in the CPA's attestation
to the fairness of the financial statements. If users believe that auditors
are not independent, the value of the audit function is eliminated.
Most other professions (attorneys, doctors, dentists, etc.) represent
their clients and perform services intended primarily to assist their
clients. For this reason no assumption of independence is required.
The importance of independence for CPAs is similar to that for
judges. For both, a nonadvocacy position is essential.
Independence in appearance is how independent the auditor appears
to outsiders such as users of financial statements. Independence of
mind refers to whether the auditor has maintained an attitude of
independence throughout the engagement. For example, an auditor
could possibly maintain an attitude of independence of mind (also
described as independence in fact) even though he or she held
shares of stock in a company and performed the audit (the auditor
would have violated Rule 101). However, the auditor would not
likely be independent in appearance in such a situation. Both
independence in appearance and of mind are essential and the
Code of Professional Conduct concerns both.
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4-24 (continued)

He has violated the Code of Professional Conduct. Rule 101
prohibits any direct ownership by a partner or shareholder.
Such a small ownership is unlikely to have any impact on a
partner's objectivity in evaluating the financial statements. It
is unlikely to affect the partner's independence of mind.

Such ownership could affect the appearance of independence
and therefore impact the reputation and credibility of
auditors. Additionally these strict requirements eliminate any
controversy as to the line between a material and immaterial
ownership. It also shows outsiders the importance of
independence to auditors and therefore hopefully improves
the reputation of the profession.

d. 1.
2.
3.
e.

INDEPENDENCE OF MIND

INDEPENDENCE
IN APPEARANCE

SOCIAL CONSEQUENCES
OF PROHIBITING

1. May cause the auditor to
permit misstatements to
enhance personal
wealth.

Users may perceive
that auditors would
permit misstatements to
enhance personal
wealth.

Minor, if any.

2. Person doing this audit
may not do the audit
work carefully because
he or she did the
bookkeeping.

Users may perceive
that the auditor may not
independently audit his
or her own work.

Some clients find it less
expensive to have
bookkeeping services
performed by an outside
service. It is often less
expensive to have this done
by the auditor because the
auditor will already be
knowledgeable about the
business.

3. The audit team may
become complacent due
to familiarity and not
carefully evaluate
potential misstatements.

Users may perceive
the possibility of
complacency.

Knowledge gained by the
audit team about a client's
business is essential to
evaluate when mis-
statements in the financial
statements are likely and to
plan the audit. It is costly for
a new audit team to obtain
that knowledge.
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4-24 (continued)

INDEPENDENCE OF MIND

INDEPENDENCE
IN APPEARANCE

SOCIAL CONSEQUENCES
OF PROHIBITING

4. The CPA firm may
become complacent due
to familiarity and not
carefully evaluate
potential misstatements.

Users may perceive
the possibility of
complacency.

The same conclusions
reached in (3) about the audit
team are applicable to CPA
firms. The cost of a new
CPA firm of obtaining the
knowledge is even greater
because of confidentiality
requirements and
communication difficulties
between CPA firms.

5. The auditor may be
unwilling to disagree with
management for fear of
being terminated.

Users may perceive
that the auditor is
unwilling to disagree
with management.

Someone has to select the
auditor. Management is
usually in the best position to
evaluate the effectiveness
and cost of alternative
auditors, especially for
private companies.

6. There may be an
absence of a careful
independent check of
the entries or preparation
of the statements because
they were originally
prepared by the auditor.

Users may believe that
the auditor may not
independently audit his
or her own work or that
of a staff person from
his or her firm.

Many clients lack technical
expertise in accounting.
Having services performed
by the auditor is sometimes
the least costly alternative.

7. The auditor may be
reluctant to criticize or
not rely on an
accounting system that
was originally
recommended by the
CPA firm. Additionally, if
the CPA firm obtains
considerable revenue
from management
advisory services, the
CPA firm may fear the
loss of the client and
therefore be controlled
by management.

Users may perceive
either of the two
concerns discussed
under independence
of mind.

A CPA firm gains
considerable knowledge
about a client and its
business during the audit.
Due to this knowledge,
management services can
often be provided by the
same CPA firm at a lower
cost than alternative
sources such as other CPA
firms or management
consultants.
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4-24 (continued)

INDEPENDENCE OF MIND

INDEPENDENCE
IN APPEARANCE

SOCIAL CONSEQUENCES
OF PROHIBITING

7. The auditor may be
reluctant to criticize or
not rely on an
accounting system that
was originally
recommended by the
CPA firm. Additionally, if
the CPA firm obtains
considerable revenue
from management
advisory services, the
CPA firm may fear the
loss of the client and
therefore be controlled
by management.

Users may perceive
either of the two
concerns discussed
under independence
of mind.

A CPA firm gains
considerable knowledge
about a client and its
business during the audit.
Due to this knowledge,
management services can
often be provided by the
same CPA firm at a lower
cost than alternative
sources such as other CPA
firms or management
consultants.

f. The AICPA Code of Professional Conduct prohibits only e(1). The
SEC prohibits e(1) if the person owning the stock is a member of the
engagement team or is a partner in the office of the partner primarily
responsible for the audit engagement. The SEC also prohibits e(2),
and e(6) would also be considered a violation if the adjusting entries
were so extensive that they are, in essence, bookkeeping services.
The SEC also prohibits the management services in e(7) if they are
one of the nine nonaudit services prohibited by the SEC. Because
the Sarbanes—Oxley Act requires that the audit committee select
the auditor, e(5) is now also a violation of SEC rules.

4-25 The Code of Professional Conduct and interpretations are not clear as to
what constitutes a violation in these three situations. A central point is that Marie
Janes must maintain independence of mind and in appearance because she is
not an employee of the company and must not give the impression that she is

one.
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4-26 1. No violation. Because JKB management selected the IT hardware
and software and the external auditors merely installed it, the firm is
not acting as a member of management and has no independence
problem.

2. Violation. The Rules of Conduct state that a CPA cannot supervise
client employees. The external auditors supervised employees in
the daily operation of the IT system, which is a violation of Rule 101.

3. No violation. Because JKB management selected the specifications
and options of the payroll software application, the CPA firm did not
act as a member of management by customizing the package for
the client’s use.

4. No violation. The Rules of Conduct permit the external auditor to train
client employees on the use of a newly installed information system.

5. Violation. By determining which of JKB’s products would be offered
on the company’s Web site, the external auditors acted as part of
JKB’s management. Independence has presumably been impaired
in this case.

6. Violation. Again, the external auditors are acting as members of
management by operating the client’s local area network. If JKB is
an SEC client, this would also be a violation of SEC independence
rules.

m Cases

4-27 The answers to these questions are more judgmental than most others in
the chapter. They may, in some cases, be a violation of the spirit of the Code if
the CPA is acting in a certain manner, and they may not be a violation if the CPA
is acting in a different manner. For example, in 2, if Davis is sending business
executives in small companies to his small loan company, there's likely to be a
violation of the rule of conduct. On the other hand if he recommends the small
loan company along with several others, only for those clients who truly need the
services of a small loan company, he is not likely to be in violation. (Changing the
facts throughout the discussion may increase the value of the case.)

1. Rule 502 permits advertising as long as it is not false, misleading,
or deceptive. The advertising expressly states two facts: 14 of 36 of
the largest community banks are audited by their firm and second,
the average audit fee, as a percentage of total assets, is lower than
any of the other CPA firms in the city. Contel must be able to
support those factual statements. Assuming he can, there is no
violation. However, it may be difficult to support the comparison to
the fees of other firms.
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4-27 (continued)

2.

There is no violation because Rule 504--Incompatible Occupations
no longer exists. There may have been a violation under old Rule
504 if Davis or his employees consistently sent clients of Davis to
the small loan company and/or encouraged them to make loans
from such company.
There may be a material indirect interest in the audit client. Elbert
owns a material amount of stock and if the mutual fund in turn
invests a large portion of its money in an audit client of Elbert,
Elbert in essence has a material investment in an audit client.
Simply because the mutual fund's investment has increased
dramatically in the audit client does not mean there is a material
investment, however. For example, it may have increased from one
percent to three percent of the total holdings of the mutual
company. Nevertheless Elbert must evaluate whether the holding
could be a material indirect investment under Rule 101.
This would not be a violation of the rules of conduct or
interpretations. It is common and acceptable for a CPA firm to
inform a member of management of the availability of limited
partnerships. Similarly it is common for management to inform the
CPA firm of such investment opportunities. In many cases the
limited partners do not know of the other investors in the limited
partnership. If the CPA and owner of Marshall Marine Co. either
earn or lose significant sums in the investment, it should have no
effect on their relationship or on the audit of Marshall Marine Co.
Contingent fee arrangements between the CPA and the client are a
violation of the rules for clients receiving attestation services.
However, Rule 302 specifically states that fees are not regarded as
being contingent if fixed by courts or other public authorities or, in
tax matters, if determined based on the results of judicial
proceedings and the findings of government agencies. This
situation involves tax matters the results of which are determined
by judicial proceedings, therefore there is no violation.
It is essential that Finigan retain both an attitude of independence in
fact and in appearance. It is not possible to determine if Finigan is
maintaining an attitude of independence in fact, given her involvement
in the company, but it is certainly possible that she is. Finigan is not
necessarily violating the Code of Professional Conduct. She does
the audit, tax return, bookkeeping and management services work
for the client, but that is not a violation if Gilligan is a private company.
It is questionable whether Finigan is maintaining an attitude
of independence in appearance, especially given the comments by
Gilligan. It is essential that she maintain an attitude of independence
throughout all her work. So she must be careful that she is not on
the side of Gilligan without consideration of her professional
responsibilities in conducting the audits and in all other aspects of
her professional responsibilities.
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4-28 a. It's an ethical dilemma for Barbara because she has a decision to
make about what behavior is appropriate. If she throws the
schedules away, as suggested by her supervisor, she may not be
carrying out her professional responsibility to the public or the
client. If she does not throw the schedules away, she will likely
cause a confrontation between herself and her supervisor.

b. 1.

Relevant facts: A number of misstatements were discovered.
The aggregate amount of all discovered and undiscovered
misstatements may be material. The audit supervisor wants
Barbara to throw away some of her work.

Ethical issues: Is it ethical to throw away the schedules
containing some small misstatements when her supervisor
instructs her to do so?

Who is affected and how?

WHO IS AFFECTED? HOW?

Barbara

1. Being asked to ignore misstatements is a possible
violation of Rule 102.

Performance evaluation may be affected.
Future with firm may be affected.

Jack

Future with firm may be affected.
Performance evaluation may be affected.

Green, Thresher & Co.,

CPAs

A R

If audit is completed late, they may lose the

engagement.

2. May be sued if material misstatements are not
detected.

3. Client may be unhappy with auditor if misstatements

are subsequently discovered.

Delancey Fabrics

1. May not have opportunity to correct misstatements if
they are not brought to light.

2. May be required to adjust financial statements if
misstatements exist.

Alternatives

(@)  Throw away schedules.

(b) Inform Jack that she will not throw schedules away.

(c) Talk to manager or partner about Jack's request.

(d)  Refuse to work on the engagement.

(e)  Quit the firm.

Consequences

(@) The misstatements may be discovered subsequently
and the firm may lose the client, or be sued. Even if
the misstatements are not material, the client may be
justifiably upset because the problems giving rise to
the misstatements may have been solved sooner.
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4-28 (continued)

4-29

4-30

(b) Barbara informs Jack that she won't throw away
schedules. This may result in a confrontation. She
may get an unfavorable review.

(c) If she talks to the manager or partner, they may
admire Barbara's attempt to be ethical, or they may
think she is out of line for bypassing Jack's authority
without discussing the matter with him in detail.

(d)  If she refuses to continue on the engagement, it will
not look good on Barbara's record. She may be labeled
as "hard to get along with."

(e)  If she quits, she will likely miss out on some potentially
valuable experiences in public accounting.

6. Appropriate Action
Only Barbara can decide. One reasonable approach
is for Barbara to start by discussing the matter further with

Jack. She should listen carefully to his reasoning and express

her reservations about throwing the schedules away. She

should not subordinate her judgment to Jack, as this would
be a violation of Rule of Conduct 102. If Jack satisfies her
that it is acceptable to throw the schedules away (this seems
unlikely in the circumstances), then she may be justified in
doing so. However, if she still has reservations, she should
inform Jack that she intends to contact a manager or partner.

Practitioners voluntarily agree to abide by the Code as they enter
public practice. It is imperative that individuals at least comply with
the minimum standards specified by the Code of Professional
Conduct, despite pressures one may face. Concealing a known
material misstatement in a client's financial statements is clearly a
violation of a practitioner's responsibility to society.

Bob Smith in essence condoned Oake's behavior by doing nothing.
His inaction is worthy of sanction by his firm, the AICPA, and the
state Board of Accountancy.

At a minimum, practitioners must draw the line by complying with
the Rules of Conduct specified in the Code of Professional Conduct.
Violations of the Code are not acceptable. Hopefully, most
practitioners strive to uphold the ethical principles specified in the
Code of Professional Conduct.

Relevant Facts

a. Frank believes the revenue recognition method is inappropriate.
b. The partner believes the revenue recognition method is
appropriate.
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4-30 (continued)

2. Ethical issue: Is it ethical for Frank to conceal his disagreement with
the partner by not writing a statement which follows the requirements
of (AU 311)?

3. Who is affected and how?

WHO IS AFFECTED? HOW?

Frank

1. Promotion, future pay, and ability to meet personal
financial obligations may be affected.

2. His relationship with partners and clients may also

be affected.
Partner 1. Promotion, future pay, and ability to meet personal
financial obligations may be affected.
2. Her relationship with partners and clients may also
be affected.
The firm, Bright & Lorren 1. The firm faces potential liability if an improper

decision is made regarding revenue recognition.
2. May lose the audit client.

International

The client, Machine

Decision may affect the client's ability to obtain
financing.

2. Decision may affect stockholder perceptions of
management performance.

Users of Machine International's | 1. Decision may affect individual decisions related to
Financial Statements

investments in Machine International.

4. Alternatives

a.

Write a statement and inform other partners if engagement
partner refuses to include the statement in the audit files.

b. Agree with the partner.
5. Consequences

a. If Frank agrees with the partner, a potentially inappropriate
accounting method may lead to an unqualified opinion on
materially misstated financial statements.

b. Other partners may be upset with Frank for failing to disclose
his feelings on the matter.

C. The firm could be sued and suffer losses.

d. On the other hand, perhaps the partner is right and the revenue
recognition method is appropriate.

e. If Frank writes the statement and expresses his disagreement,

he may be labeled as "hard to get along with." However, most
firms which do high-quality audit work encourage practitioners
at all levels to express their views on matters which require
professional judgment such as the appropriateness of a given
accounting principle.
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4-30 (continued)

6.

Appropriate action:

Frank should express his opinion, leaving room for the possibility
that he may be wrong. He should be respectful of the position of all
other partners in the firm. Most, if not all, of the other partners in the
firm would probably appreciate Frank's willingness to express his
opinion regarding the inappropriateness of the revenue recognition
method used by the client.

m Internet Problem Solution: IESBA Code of Ethics

Internet Problem 4-1

a.
b.

Students should have located the respective codes of conduct.
Refer to page 85 in Chapter 4 to see the descriptions of the six
Principles in the AICPA Code. Below are the five principles of the
IESBA Code. The table that follows that provides a comparison of
the Princples in the two Codes:

Five Principles of the IESBA Code:

1. Integrity — to be straightforward and honest in all professional
and business relationships.

2. Objectivity — to not allow bias, conflict of interest or undue
influence of others to override professional or business
judgments.

3. Professional Competence and Due Care — to maintain

professional knowledge and skill at the level required to ensure
that a client or employer receives competent professional
services based on current developments in practice, legislation,
and techniques and act diligently and in accordance with
applicable technical and professional standards.

4, Confidentiality — to respect confidentiality of information
acquired as a result of professional and business relationships
and, therefore, not disclose any such information to third
parties without proper and specific authority, unless there is
a legal or professional right or duty to disclose nor use the
information for the personal advantage of the professional
accountant or third parties.

5. Professional Behavior — to comply with relevant laws and
regulations and avoid any action that discredits the profession.
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Internet Problem 4-1 (continued)

The following table compares the principles in each code of conduct

Principles in the
AICPA Code

Comparison and Contrast to the
five Principles in the IESBA Code

Responsibilities

Public interest

Professional Behavior — This Principle in the
IESBA Code encompasses some of the elements in
the Responsibilities and Public Interest Principles of
the AICPA Code. The IESBA Code emphasizes the
importance of complying with relevant laws and
regulations and avoiding actions that discredit the
profession. This is related to the AICPA’s Principle
that emphasizes serving the public interest and
honoring the public trust. It also relates to the
AICPA’s Principle on Responsibilities that
emphasizes carrying out professional
responsibilities by exercising moral judgments.

Integrity

Integrity — Like the AICPA Code, the IESBA Code
contains a stand alone principle on Integrity. The
AICPA Code emphasizes the end purpose of
integrity - to maintain and broaden public confidence
while the IESBA Code provides desired
characteristics of integrity — straightforwardness and
honesty.

Objectivity and
Independence

Objectivity — Like the AICPA Code, the IESBA
Code has a specific principle on Objectivity. Both
highlight the importance of removing conflicts of
interest. The AICPA Code additionally emphasizes
the importance of independence.

Due Care

Professional Competence and Due Care — Both
Codes emphasize the importance of observing
technical standards and maintaining awareness of
changes in the professional standards in order to
maintain competency in services delivered.

Scope and Nature of
Services

There is no companion Principle in the IESBA Code.

N/A

Confidentiality — The IESBA Code has a specific
Principle on respecting the confidentiality of
information while the AICPA Code does not.

C. The IESBA addresses “public interest” indirectly through the
Professional Behavior Principle that emphasizes the importance of
complying with relevant laws and regulations and avoiding actions
that discredit the profession. This is related to the AICPA’s Principle
that emphasizes honoring the public trust.
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Internet Problem 4-1 (continued)

d. The organizational structure of both Codes starts with the
overriding Principles. So, both are principles-based Codes. The
remainder of both Codes is designed to provide more specific
guidelines of how the Principles are to be applied. However, their
organizational structures are different in how they do that. In
addition to the Principles, the AICPA Code provides specific Rules
that must be followed by CPAs and then there Interpretations of the
Rules and Ethical Rulings that contain more specificity of
application. In contrast, the IESBA follows the Princples in Part A,
with more specific descriptions of how the framework applies in
Parts B and C. Part B provides guidance for accountants in public
practice while Part C provides guidance for accountants in business.

e. The IESBA Code addresses the importance of Independence in
Section 290, which is a subset of Part B — Professional Accountants
in Public Practice. It follows the discussion of Objectivity.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 5
Legal Liability

m Review Questions

5-1  Several factors that have affected the increased number of lawsuits against
CPAs are:

1. The growing awareness of the responsibilities of public accountants
on the part of users of financial statements.

2. An increased consciousness on the part of the SEC regarding its
responsibility for protecting investors' interests.

3. The greater complexities of auditing and accounting due to the

increasing size of businesses, the globalization of business, and
the intricacies of business operations.

4. Society's increasing acceptance of lawsuits.

5. Large civil court judgments against CPA firms, which have encouraged
attorneys to provide legal services on a contingent fee basis.

6. The willingness of many CPA firms to settle their legal problems out
of court.

7. The difficulty courts have in understanding and interpreting technical

accounting and auditing matters.

5-2 The most important positive effects are the increased quality control by
CPA firms that is likely to result from actual and potential lawsuits and the ability
of injured parties to receive remuneration for their damages. Negative effects are
the energy required to defend groundless cases and the harmful impact on the
public's image of the profession. Legal liability may also increase the cost of
audits to society, by causing CPA firms to increase the evidence accumulated.

5-3  Business failure is the risk that a business will fail financially and, as a result,
will be unable to pay its financial obligations. Audit risk is the risk that the auditor
will conclude that the financial statements are fairly stated and an unqualified
opinion can therefore be issued when, in fact, they are materially misstated.

When there has been a business failure, but not an audit failure, it is
common for statement users to claim there was an audit failure, even if the most
recently issued audited financial statements were fairly stated. Many auditors
evaluate the potential for business failure in an engagement in determining the
appropriate audit risk.

5-4 The prudent person concept states that a person is responsible for
conducting a job in good faith and with integrity, but is not infallible. Therefore,
the auditor is expected to conduct an audit using due care, but does not claim to
be a guarantor or insurer of financial statements.
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5-5 The difference between fraud and constructive fraud is that in fraud the
wrongdoer intends to deceive another party whereas in constructive fraud there
is a lack of intent to deceive or defraud. Constructive fraud is highly negligent
performance.

5-6 Many CPA firms willingly settle lawsuits out of court in an attempt to minimize
legal costs and avoid adverse publicity. This has a negative effect on the
profession when a CPA firm agrees to settlements even though it believes that
the firm is not liable to the plaintiffs. This encourages others to sue CPA firms
where they probably would not to such an extent if the firms had the reputation of
contesting the litigation. Therefore, out-of-court settlements encourage more
lawsuits and, in essence, increase the auditor's liability because many firms will
pay even though they do not believe they are liable.

5-7 An auditor's best defense for failure to detect a fraud is an audit properly
conducted in accordance with auditing standards. SAS 99 (AU 316) states that
the auditor should assess the risk of material misstatements of the financial
statements due to fraud. Based on this assessment, the auditor should design
the audit to provide reasonable assurance of detecting material misstatements
due to fraud. SAS 99 also states that because of the nature of fraud (including
defalcations), a properly designed and executed audit may not detect a material
misstatement due to fraud.

5-8 Contributory negligence used in legal liability of auditors is a defense used
by the auditor when he or she claims the client or user also had a responsibility in
the legal case. An example is the claim by the auditor that management knew of
the potential for fraud because of deficiencies in internal control, but refused to
correct them. The auditor thereby claims that the client contributed to the fraud
by not correcting material weaknesses in internal control.

5-9 An engagement letter from the auditor to the client specifies the
responsibilities of both parties and states such matters as fee arrangements and
deadlines for completion. The auditor may also use this as an opportunity to inform
the client that the responsibility for the prevention of fraud is that of the client. A well-
written engagement letter can be useful evidence in the case of a lawsuit, given
that the letter spells out the terms of the engagement agreed to by both parties.
Without an engagement letter, the terms of the engagement are easily disputed.

5-10 Liability to clients under common law has remained relatively unchanged
for many years. If a CPA firm breaches an implied or expressed contract with a
client, there is a legal responsibility to pay damages. Traditionally the distinction
between privity of contract with clients and lack of privity of contract with third
parties was essential in common law. The lack of privity of contract with third
parties meant that third parties would have no rights with respect to auditors
except in the case of gross negligence.

That precedent was established by the Ultramares case. In recent years
some courts have interpreted Ultramares more broadly to allow recovery by third
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5-10 (continued)

parties if those third parties were known and recognized to be relying upon the
work of the professional at the time the professional performed the services
(foreseen users). Still others have rejected the Ultramares doctrine entirely and
have held the CPA liable to anyone who relies on the CPA’s work, if that work is
performed negligently. The liability to third parties under common law continues
in a state of uncertainty. In some jurisdictions the precedence of Ultramares is
still recognized whereas in others there is no significant distinction between
liability to third parties and to clients for negligence.

5-11 In recent years the auditor's liability to a third party has become affected
by whether the party is known or unknown. Now a known third party, under
common law, usually has the same rights as the party that is privy to the
contract. An unknown third party usually has fewer rights. The approach followed
in most states is the Restatement of Torts approach to the foreseen users
concept. Under the Restatement of Torts approach, foreseen users must be
members of a reasonably limited and identifiable group of users that have relied
on the CPA’s work, even though those persons were not specifically known to
the CPA at the time the work was done.

5-12 The differences between the auditor's liability under the securities acts of
1933 and 1934 are because the 1933 act imposes a heavier burden on the
auditor. Third party rights as presented in the 1933 act are:

1. Any third party who purchases securities described in the registration
statement may sue the auditor.
2. Third party users do not have the burden of proof that they relied on

the financial statements or that the auditor was negligent or
fraudulent in doing the audit. They must only prove that the
financial statements were misleading or not fairly stated.

In conjunction with these third party rights, the auditor has a greater
burden in that he or she must demonstrate that:

1. The statements were not materially misstated.

2. An adequate audit was conducted.

3 The user did not incur the loss because of misleading financial
statements.

The liability of auditors under the 1934 act is not as harsh as under the 1933
act. In this instance, the burden of proof is on third parties to show that they relied on
the statements and that the misleading statements were the cause of the loss.

The principal focus of accountants’ liability under the 1934 act is on Rule
10b-5. Under Rule 10b-5, accountants generally can only be held liable if they
intentionally or recklessly misrepresent information intended for third-party use.
Many lawsuits involving accountants’ liability under Rule 10b-5 have resulted in
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5-12 (continued)

accountants being liable when they knew all of the relevant facts, but merely
made poor judgments. In recent years, however, courts have decided that poor
judgment doesn’t necessarily prove fraud on the part of the accountant.

5-13 The auditor's legal liability to the client can result from the auditor's failure
to properly fulfill his or her contract for services. The lawsuit can be for breach of
contract, which is a claim that the contract was not performed in the manner
agreed upon, or it can be a tort action for negligence. An example would be the
client's detection of a misstatement in the financial statements, which would have
been discovered if the auditor had performed all audit procedures required in the
circumstances (e.g., misstatement of inventory resulting from an inaccurate
physical inventory not properly observed by the auditor).

The auditor's liability to third parties under common law results from any
loss incurred by the claimant due to reliance upon misleading financial statements.
An example would be a bank that has loans outstanding to an audited company.
If the audit report did not disclose that the company had contingent liabilities that
subsequently became real liabilities and forced the company into bankruptcy, the
bank could proceed with legal action against the auditors for the material omission.

Civil liability under the Securities Act of 1933 provides the right of third
parties to sue the auditor for damages if a registration statement or a prospectus
contains an untrue statement of a material fact or omits to state a material fact
that results in misleading financial statements. The third party does not have to
prove reliance upon the statements or even show his or her loss resulted from
the misstatement. An example would be stock purchased by an investor in what
appears, based upon audited financial statements, to be a sound company. If the
financial statements are later found to be inaccurate or misleading, and the
investment loses value as a result of a situation existing but not disclosed at the
date of the financial statements, the investor could file legal proceedings against
the auditor for negligence.

Civil liability under the Securities Act of 1934 relates to audited financial
statements issued to the public in annual reports or 10-K reports. Rule 10b-5 of
the Act prohibits fraudulent activity by direct sellers of securities. Several federal
court decisions have extended the application of Rule 10b-5 to accountants,
underwriters and others. An example would be an auditor knowingly permitting
the issuance of fraudulent financial statements of a publicly held client.

Criminal liability of the auditor may result from federal or state laws if the
auditor defrauds another person through knowingly being involved with false
financial statements. An example of an act that could result in criminal liability
would be an auditor's certifying financial statements that he or she knows overstate
income for the year and the financial position of the company at the audit date.
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5-14 The SEC can impose the following sanctions against a CPA firm:

Suspend the right to conduct audits of SEC clients.

Prohibit a firm from accepting any new clients for a period.
Require a review of the firm's practice by another CPA firm.
Require the firm to participate in continuing education programs.

PoN=

5-15 Some of the ways in which the profession can positively respond and reduce
liability in auditing are:

1. Continued research in auditing.

2. Standards and rules must be revised to meet the changing needs
of auditing.

3. The AICPA can establish requirements that the better practitioners
always follow in an effort to increase the overall quality of auditing.

4. Establish new peer review requirements.

5. CPA firms should oppose all unfounded lawsuits rather than settling
out of court.

6. Users of financial statements need to be better educated regarding

the attest function.

Improper conduct and performance by members must be sanctioned.
Lobby for changes in state and federal laws concerning accountants’
liability.

© N

m Multiple Choice Questions From CPA Examinations
516 a. (2) b. (1) c. (2)

517 a. (3) b. (4) c. (1) d. ()

m Discussion Questions and Problems
518 1. d (ordinary negligence)

h (privity of contract)

a (due diligence)

e (separate and proportionate)
i (foreseen users)

g (intent to deceive)
b

k

f

c

[

ook wLN

(reliance on the financial statements)
(material error or omission)
(contributory negligence)

(fraud)

(gross negligence)
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5-19 a.

Yost and Co. should use the defenses of meeting auditing standards
and contributory negligence. The fraud perpetuated by Stuart Supply
Company was a reasonably complex one and difficult to uncover
except by the procedures suggested by Yost.

In most circumstances it would not be necessary to
physically count all inventory at different locations on the same day.
Furthermore the president of the company contributed to the failure
of finding the fraud by refusing to follow Yost's suggestion. There is
evidence of that through his signed statement.

There are two defenses Yost and Company should use in a suit by
First City National Bank. First there is a lack of privity of contract. Even
though the bank was a known third party, it does not necessarily
mean that there is any duty to that party in this situation. That
defense is unlikely to be successful in most jurisdictions today. The
second defense which Yost is more likely to be successful with is
that the firm followed auditing standards in the audit of inventory,
including the employment of due care. Ordinarily it is unreasonable
to expect a CPA firm to find such an unusual problem in the course
of an ordinary audit. Because the CPA firm did not uncover the
fraud does not mean it has responsibility for it.

She is likely to be successful in her defense against the client because
of the contributory negligence. The company has responsibility for
instituting adequate internal controls. The president's statement that
it was impractical to count all inventory on the same day because of
personnel shortages and customer preferences puts considerable
burden on the company for its own loss.

It is also unlikely that First City National Bank will be

successful in a suit. The court is likely to conclude that Yost followed
due care in the performance of her work. The fact that there was
not a count of all inventory on the same date is unlikely to be
sufficient for a successful suit. The success of Yost's defenses is
also heavily dependent upon the jurisdiction's attitude about privity
of contract. In this case there is unlikely to be a claim of extreme
negligence. Therefore it would be required for the court to both
ignore the privity of contract precedence and find Yost negligent for
the suit to be successful.
The issues and outcomes should be essentially the same under the
suit brought under the Securities Exchange Act of 1934. If the suit
were brought under Rule 10b-5, it is certainly unlikely that the
plaintiff would be successful, inasmuch as there was no intent to
deceive. The plaintiff would likely be unsuccessful in such a suit.

5-6


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

5-20 Yes. Normally a CPA firm will not be liable to third parties with whom it has
neither dealt nor for whose benefit its work was performed. One notable
exception to this rule is fraud. When the financial statements were fraudulently
prepared, liability runs to all third parties who relied upon the false information
contained in them. Fraud can be either actual or constructive. Here, there was no
actual fraud on the part of Small or the firm in that there was no deliberate
falsehood made with the requisite intent to deceive. However, it would appear
that constructive fraud might be present. Constructive fraud is found where the
auditor's performance is found to be grossly negligent. That is, the auditor really
had either no basis or so flimsy a basis for his or her opinion that he or she has
manifested a reckless disregard for the truth. Small's disregard for standard
auditing procedures would seem to indicate such gross negligence and,
therefore, the firm is liable to third parties who relied on the financial statements
and suffered a loss as a result.

5-21 The answers provided in this section are based on the assumption that the
traditional legal relationship exists between the CPA firm and the third party user.
That is, there is no privity of contract, the known versus unknown third party user
is not a significant issue, and high levels of negligence are required before there
is liability.

a. False. There was no privity of contract between Thompson and
Doyle and Jensen, therefore, ordinary negligence will usually not be
sufficient for a recovery.

b. True. If gross negligence is proven, the CPA firm can and probably
will be held liable for losses to third parties.

C. True. See a.

d. False. Gross negligence (constructive fraud) is treated as actual

fraud in determining who may recover from the CPA.
e. False. Thompson is an unknown third party and will probably be able
to recover damages only in the case of gross negligence or fraud.

Assuming a liberal interpretation of the legal relationship between auditors
and third parties, the answers to a. and e. would probably both be true. The other
answers would remain the same.

5-22 a. Hanover will likely not be found liable to the purchasers of the
common stock if the suit is brought under Rule 10b-5 of the
Securities Exchange Act of 1934 because there was no knowledge
or intent to deceive by the auditor. However, if the purchasers are
original purchasers and are able to bring suit under the Securities
Act of 1933, the plaintiffs will likely succeed because they must only
prove the existence of a material error or omission.

b. Hanover was aware that the financial statements were to be used
to obtain financing from First National Bank. Hanover is likely to be
held responsible for negligence to the bank as a known third party
that relied on the financial statements.
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5-23 a.

5-24 a.

The legal issues involved in this case revolve around the auditor's
compliance with auditing standards and contributory negligence.
Auditing standards require that accounts receivable be confirmed
by the auditor in most circumstances. This procedure was employed
in the case, and the legal issue is whether or not the auditor used
due care in following up on the confirmation replies received.

As a defense in the lawsuit, the auditor would claim to have

followed auditing standards by properly confirming accounts
receivable. In addition, the auditor may defend him or herself by
testifying that the company controller was responsible for investigating
the reason for the differences reported on the confirmation replies.
The auditor may state that he or she had a right to conclude that
the controller had reviewed the explanations provided by the
bookkeeper, and concluded they were correct. The auditor might
also use the defense that there was contributory negligence. The
controller should not have delegated the work to the bookkeeper
and should have recognized the potential for intentional wrongdoing
by the bookkeeper.
The CPA's deficiency in conducting the audit of accounts receivable
was his or her failure to investigate and obtain evidence to
substantiate the explanations provided by the bookkeeper. The
auditor should have investigated each of the timing differences,
through which he or she may have discovered that no sales
allowance had been granted to the customer, but in fact, the
customer had mailed payment for the merchandise which the
bookkeeper had stolen.

Yes. Chen was a party to the issuance of false financial statements.
The elements necessary to establish an action for common law
fraud are present. There was a material misstatement of fact,
knowledge of falsity (scienter), intent that the plaintiff bank rely on
the false statement, actual reliance, and damage to the bank as a
result thereof. If the action is based upon fraud there is no
requirement that the bank establish privity of contract with the CPA.
Moreover, if the action by the bank is based upon ordinary
negligence, which does not require a showing of scienter, the bank
may recover as a third-party beneficiary because it is a primary
beneficiary. Thus, the bank will be able to recover its loss from
Smith under either theory.

No. The lessor was a party to the secret agreement. As such, the
lessor cannot claim reliance on the financial statements and cannot
recover uncollected rents. Even if the lessor was damaged indirectly,
his or her own fraudulent actions led to the loss, and the equitable
principle of "unclean hands" precludes the lessor from obtaining relief.
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5-24 (continued)

5-25

5-26

C.

wn =

oo

Yes. Chen had knowledge that the financial statements did not
follow generally accepted accounting principles and willingly prepared
an unqualified opinion. That is a criminal act because there was an
intent to deceive.

c Both. Material misstatements must be shown under both acts.

c Both. Monetary loss must be demonstrated under both acts.

d Neither. Plaintiff does not have to prove lack of diligence under
the 1933 Act, but the accountant can use due diligence as a
defense. Scienter must be demonstrated under the 1934 Act.

d Neither. Privity applies to common law and not the 1933 and

1934 acts.
b 1934 Act only. Reliance is not required under the 1933 Act.
b Scienter is required under the 1934 Act, but not the 1933 Act.

The case should be dismissed. A suit under Section 10(b) and Rule
10b-5 of the Securities Exchange Act of 1934 must establish fraud.
Fraud is an intentional tort and as such requires more than a
showing of negligent manner; the CPAs neither participated in the
fraudulent scheme nor did they know of its existence. The element
of scienter or guilty knowledge must be present in order to state a
cause of action for fraud under Section 10(b) of the Securities
Exchange Act of 1934.

The plaintiffs might have stated a common law action for negligence.
However, they may not be able to prevail due to the privity
requirement. There was no contractual relationship between the
defrauded parties and the CPA firm. Although the exact status of the
privity rule is unclear, it is doubtful that the simple negligence in this
case would extend Gordon & Groton's liability to the customers who
transacted business with the brokerage firm. However, the facts of
the case as presented in court would determine this.

Another possible theory which has been attempted recently
in the courts is liability under Section 17 of the Securities Exchange
Act of 1934, which requires registered brokers to submit audited
financial statements to the SEC. In one such case, the plaintiff claimed
that the accountant failed to perform a proper audit and thereby
created liability to the customers of the brokerage firm who suffered
losses as a result of the financial collapse of the brokerage firm.
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5-27 The bank is likely to succeed. Robertson apparently knew that Majestic was
"technically bankrupt" at December 31, 2010. Reporting standards require the
auditor to add an explanatory paragraph to the audit report when there is substantial
doubt about an entity's ability to continue as a going concern. She did not include
such a paragraph. To make matters worse, it appears that Robertson was
convinced not to issue the report with the going concern paragraph because of the
negative impact on Majestic Co., not because of the solvency of the company. That
may be interpreted as a lack of independence by Robertson and may indicate a
fraudulent act, potentially a criminal charge that could result in a prison term.

Robertson's most likely defense is that after determining all of the facts, in
part through discussion with management, she concluded that the Majestic Co.
was not technically bankrupt and did not require an explanatory paragraph in the
audit report. She might also argue that even if such a report was appropriate, her
failure to do so was negligence or bad judgment, not with the intent to deceive
the bank. Such a defense does not seem to be strong given the statement about
her knowledge of Majestic's financial condition.

Robertson might also falsely testify that she did not believe that a going
concern problem existed. Such statements would be perjury and are unprofessional
and not worthy of a professional accountant. Perjury is also a criminal act and
could result in further actions by the courts.

m Case
5-28 PART 1

a. In order for Thaxton to hold Mitchell & Moss liable for his losses
under the Securities Exchange Act of 1934, he must rely upon the
antifraud provisions of Section 10(b) of the act. In order to prevail,
Thaxton must establish that:

1. There was an omission or misstatement of a material fact in
the financial statements used in connection with his purchase
of the Whitlow & Company shares of stock.

2. He sustained a loss as a result of his purchase of the shares
of stock.

3. His loss was caused by reliance on the misleading financial
statements.

4, Mitchell & Moss acted with scienter (knowledge of the

misstatement).

Based on the stated facts, Thaxton can probably prove the first
three requirements cited above. To prove the fourth requirement,
Thaxton must show that Mitchell & Moss had knowledge of the
fraud or recklessly disregarded the truth. The facts clearly indicate
that Mitchell & Moss did not have knowledge of the fraud and did
not recklessly disregard the truth.
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5-28 PART 1 (continued)

b.

The customers and shareholders of Whitlow & Company would
attempt to recover on a negligence theory based on Mitchell & Moss'
failure to comply with auditing standards. Even if Mitchell & Moss
were negligent, Whitlow & Company's customers and shareholders
must also establish either that:

1. They were third party beneficiaries of Mitchell & Moss' contract
to audit Whitlow & Company, or

2. Mitchell & Moss owed the customers and shareholders a legal
duty to act without negligence.

Although many cases have expanded a CPA's legal responsibilities
to a third party for negligence, the facts of this case may fall within
the traditional rationale limiting a CPA's liability for negligence; that
is, the unfairness of imputing an indeterminate amount of liability to
unknown or unforeseen parties as a result of mere negligence on
the auditor's part. Accordingly, Whitlow & Company's customers
and shareholders will prevail only if (1) the courts rule that they are
either third-party beneficiaries or are owed a legal duty and (2) they
establish that Mitchell & Moss was negligent in failing to comply
with auditing standards.

5-28 PART 2

a.

The basis of Jackson's claim will be that she sustained a loss
based upon misleading financial statements. Specifically, she will
rely upon section 11(a) of the Securities Act of 1933, which provides
the following:

In case any part of the registration statement, when such
part became effective, contained an untrue statement
of a material fact or omitted to state a material fact
requirement to be stated therein or necessary to make
the statements therein not misleading, any person
acquiring such security (unless it is proved that at the
time of such acquisition he knew of such untruth or
omission) may, either at law or in equity, in any court of
competent jurisdiction, sue every accountant who has
with his consent been named as having prepared or
certified any part of the registration statement.
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5-28 PART 2 (continued)

To the extent that the relatively minor misstatements resulted
in the certification of materially false or misleading financial statements,
there is potential liability. Jackson's case is based on the assertion
of such an untrue statement or omission coupled with an allegation
of damages. Jackson does not have to prove reliance on the
statements nor the company's or auditor's negligence in order to
recover the damages. The burden is placed on the defendant to
provide defenses that will enable it to avoid liability.

b. The first defense that could be asserted is that Jackson knew of the
untruth or omission in audited financial statements included in the
registration statement. The act provides that the plaintiff may not
recover if it can be proved that at the time of such acquisition she
knew of such "untruth or omission."

Since Jackson was a member of the private placement
group and presumably privy to the type of information that would be
contained in a registration statement, plus any other information
requested by the group, she may have had sufficient knowledge of
the facts claimed to be untrue or omitted. If this were the case, then
she would not be relying on the certified financial statements but
upon her own knowledge.

The next defense available would be that the untrue
statement or omission was not material. The SEC has defined the
term as meaning matters about which an average prudent investor
ought to be reasonably informed before purchasing the registered
security. For section 11 purposes, this has been construed as
meaning a fact that, had it been correctly stated or disclosed, would
have deterred or tended to deter the average prudent investor from
purchasing the security in question.

Allen, Dunn, and Rose would also assert that the loss in
question was not due to the false statement or omission; that is,
that the false statement was not the cause of the price drop. It
would appear that the general decline in the stock market would
account for at least a part of the loss. Additionally, if the decline in
earnings was not factually connected with the false statement or
omission, the defendants have another basis for refuting the causal
connection between their wrongdoing and the resultant drop in the
stock's price.

Finally, the accountants will claim that their departure from
auditing standards was too minor to be considered a violation of the
standard of due diligence required by the act.
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m Internet Problem Solution: SEC Enforcement

Internet Problem 5-1

a. The complaint alleges that between January 2006 and August
2007, Gagnon helped orchestrate a Ponzi scheme by Gregory
McKight and Lexis Holdings, which raised approximately $72.6
million from over 3,000 investors. Gagnon also fraudulently offered
and sold securities in a new company that purportedly developed
resort properties, as well as fraudulent offering interests in a
purported trading venture.

b. Gagnon was charged with violating of Sections 5(a), 5(c), 17(a) and
17(b) of the Securities Act of 1933, and Section 10(b) and 15(a)(1) of
the Securities Exchange Act of 1934 and Rule 10b-5.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 6

Audit Responsibilities and Objectives

m Review Questions

6-1 The objective of the audit of financial statements by the independent
auditor is the expression of an opinion on the fairness with which the financial
statements present financial position, results of operations, and cash flows in
conformity with applicable accounting standards.

The auditor meets that objective by accumulating sufficient appropriate
evidence to determine whether management’s assertions regarding the financial
statements are fairly stated.

6-2 It is management's responsibility to adopt sound accounting policies,
maintain adequate internal control and make fair representations in the financial
statements. The auditor's responsibility is to conduct an audit of the financial
statements in accordance with auditing standards and report the findings of the
audit in the auditor's report.

6-3  An error is an unintentional misstatement of the financial statements. Fraud
represents an intentional misstatement. The auditor is responsible for obtaining
reasonable assurance that material misstatements in the financial statements
are detected, whether those misstatements are due to errors or fraud.

An audit must be designed to provide reasonable assurance of detecting
material misstatements in the financial statements. Further, the audit must be
planned and performed with an attitude of professional skepticism in all aspects
of the engagement. Because there is an attempt at concealment of fraud, material
misstatements due to fraud are usually more difficult to uncover than errors. The
auditor’s best defense when material misstatements (either errors or fraud) are
not uncovered in the audit is that the audit was conducted in accordance with
auditing standards.

6-4 Misappropriation of assets represents the theft of assets by employees.
Fraudulent financial reporting is the intentional misstatement of financial information
by management or a theft of assets by management, which is covered up by
misstating financial statements.

Misappropriation of assets ordinarily occurs either because of inadequate
internal controls or a violation of existing controls. The best way to prevent theft
of assets is through adequate internal controls that function effectively. Many
times theft of assets is relatively small in dollar amounts and will have no effect
on the fair presentation of financial statements, although there are some cases of
material theft of assets. Fraudulent financial reporting is inherently difficult to
uncover because it is possible for one or more members of management to
override internal controls. In many cases the amounts are extremely large and
may affect the fair presentation of financial statements.
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6-5 True, the auditor must rely on management for certain information in the
conduct of the audit. However, the auditor must not accept management's
representations blindly. The auditor must, whenever possible, obtain appropriate
evidence to support the representations of management. As an example, if
management represents that certain inventory is not obsolete, the auditor should
be able to examine purchase orders from customers that prove part of the
inventory is being sold at a price that is higher than the company's cost plus
selling expenses. If management represents an account receivable as being fully
collectible, the auditor should be able to examine subsequent payments by the
customer or correspondence from the customer that indicates a willingness and
ability to pay.

6-6

CHARACTERISTIC AUDIT STEPS

1. Management’s characteristics and Investigate the past history of the
influence over the control environment. firm and its management.

m Discuss the possibility of fraudulent
financial reporting with previous
auditor and company legal counsel
after obtaining permission to do so
from management.

2. Industry conditions. m Research current status of industry
and compare industry financial
ratios to the company’s ratios.
Investigate any unusual
differences.

m Read AICPA’s Industry Audit Risk
Alert for the company’s industry, if
available. Consider the impact of
specific risks that are identified on
the conduct of the audit.

3. Operating characteristics and financial m Perform analytical procedures to
stability. evaluate the possibility of business
failure.

m Investigate whether material
transactions occur close to year-
end.

6-7 The cycle approach is a method of dividing the audit such that closely
related types of transactions and account balances are included in the same
cycle. For example, sales, sales returns, and cash receipts transactions and the
accounts receivable balance are all a part of the sales and collection cycle. The
advantages of dividing the audit into different cycles are to divide the audit into
more manageable parts, to assign tasks to different members of the audit team,
and to keep closely related parts of the audit together.
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6-8
GENERAL LEDGER ACCOUNT CYCLE
Sales Sales & Collection
Accounts Payable Acquisition & Payment
Retained Earnings Capital Acquisition & Repayment
Accounts Receivable Sales & Collection
Inventory Inventory & Warehousing
Repairs & Maintenance Acquisition & Payment

6-9 There is a close relationship between each of these accounts. Sales,
sales returns and allowances, and cash discounts all affect accounts receivable.
Allowance for uncollectible accounts is closely tied to accounts receivable and
should not be separated. Bad debt expense is closely related to the allowance for
uncollectible accounts. To separate these accounts from each other implies that
they are not closely related. Including them in the same cycle helps the auditor
keep their relationships in mind.

6-10 Management assertions are implied or expressed representations by
management about classes of transactions and the related accounts and
disclosures in the financial statements. These assertions are part of the criteria
management uses to record and disclose accounting information in financial
statements. AU 326 classifies assertions into three categories:

1. Assertions about classes of transactions and events for the period
under audit

2. Assertions about account balances at period end

3. Assertions about presentation and disclosure

6-11 General audit objectives follow from and are closely related to management
assertions. General audit objectives, however, are intended to provide a framework
to help the auditor accumulate sufficient appropriate evidence required by the
third standard of field work. Audit objectives are more useful to auditors than
assertions because they are more detailed and more closely related to helping
the auditor accumulate sufficient appropriate evidence.

6-12
TRANSACTION-RELATED AUDIT
RECORDING MISSTATEMENT OBJECTIVE VIOLATED
Fixed asset repair is recorded on the wrong | Timing
date.
Repair is capitalized as a fixed asset Classification

instead of an expense.
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6-13 The existence objective deals with whether amounts included in the
financial statements should actually be included. Completeness is the opposite of
existence. The completeness objective deals with whether all amounts that should
be included have actually been included.

In the audit of accounts receivable, a nonexistent account receivable will
lead to overstatement of the accounts receivable balance. Failure to include a
customer's account receivable balance, which is a violation of completeness, will
lead to understatement of the accounts receivable balance.

6-14 Specific audit objectives are the application of the general audit objectives
to a given class of transactions, account balance, or presentation and disclosure.
There must be at least one specific audit objective for each general audit
objective and in many cases there should be more. Specific audit objectives for a
class of transactions, account balance, or presentation and disclosure should be
designed such that, once they have been satisfied, the related general audit
objective should also have been satisfied for that class of transactions, account,
or presentation and disclosure.

6-15 For the specific balance-related audit objective, all recorded fixed assets
exist at the balance sheet date, the management assertion and the general
balance-related audit objective are both "existence."

6-16 Management assertions and general balance-related audit objectives are
consistent for all asset accounts for every audit. They were developed by the
Auditing Standards Board, practitioners, and academics over a period of time.
One or more specific balance-related audit objectives are developed for each
general balance-related audit objective in an audit area such as accounts
receivable. For any given account, a CPA firm may decide on a consistent set of
specific balance-related audit objectives for accounts receivable, or it may decide
to use different objectives for different audits.

6-17 For the specific presentation and disclosure-related audit objective, read
the fixed asset footnote disclosure to determine that the types of fixed assets,
depreciation methods and useful lives are clearly disclosed, the management
assertion and the general presentation and disclosure-related audit objective are
both "classification and understandability."

6-18 The four phases of the audit are:

1. Plan and design an audit approach.

2. Perform tests of controls and substantive tests of transactions.
3. Perform analytical procedures and tests of details of balances.
4. Complete the audit and issue an audit report.

The auditor uses these four phases to meet the overall objective of the audit,
which is to express an opinion on the fairness with which the financial statements
present fairly, in all material respects, the financial position, results of operations and
cash flows in conformity with applicable accounting standards. By accumulating
sufficient appropriate evidence for each audit objective throughout the four
phases of the audit, the overall objective is met.
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m Multiple Choice Questions From CPA Examinations

6-19 a.
6-20 a.
6-21 a.

2) b. (3) c. (1)
(1) b. (2) c. (1)
(3) b. (2) c. ()

m Discussion Questions And Problems

6-22 a.

6-23 a.

The purpose of the first part of the report of management is for
management to state its responsibilities for internal control over
financial reporting. The second part of the report states management’s
responsibility for the fair presentation of the financial statements.
The auditor’s responsibility is to express an opinion on the fairness
of the presentation of the financial statements and an opinion on
the effectiveness of internal control over financial reporting.

Auditing standards indicate that reasonable assurance is a high
level of assurance. Accordingly, financial statement users should
have a high degree of confidence in the financial statements.
However, reasonable assurance is not an absolute level of assurance,
and there is at least some risk that the audited financial statements
may include material misstatements.

The responsibility of the independent auditor is to express an opinion
on the financial statements he or she has audited. Inasmuch as
the financial statements are the representation of management,
responsibility rests with management for the proper recording of
transactions in books of account, for the safeguarding of assets, and
for the substantial accuracy and adequacy of the financial statements.

In developing the basis for his or her opinion, the auditor is
responsible for conducting an audit that conforms to auditing
standards. These standards constitute the measure of the adequacy
of the audit. Those standards require the auditor to obtain sufficient
appropriate evidence about material management assertions in
the financial statements.

The informed judgment of a qualified professional accountant
is required of an independent auditor. The auditor must exercise this
judgment in selecting the procedures he or she uses in the audit and
in arriving at an opinion.

In presenting himself or herself to the public as an independent
auditor, the auditor is responsible for having the abilities expected
of a qualified person in that profession. Such qualifications do not
include those of an appraiser, valuer, expert in materials, expert in
styles, insurer, or lawyer. The auditor is entitled to rely upon the
judgment of experts in these other areas of knowledge and skill.
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6-23 (continued)

C.

Auditors are responsible for obtaining reasonable assurance that
material misstatements included in the financial statements are
detected, whether those misstatements are due to error or fraud.
Professional standards acknowledge that it is often more difficult to
detect fraud than errors because management or employees
perpetrating the fraud attempt to conceal the fraud. That difficulty,
however, does not change the auditor’s responsibility to properly
plan and perform the audit. Auditors are required to specifically
assess the risk of material misstatement due to fraud and should
consider that assessment in designing the audit procedures to be
performed.

There has been increased emphasis on auditors’ responsibility
to evaluate factors that may indicate an increased likelihood that
fraud may be occurring. For example, assume that management is
dominated by a president who makes most of the major operating
and business decisions himself. He has a reputation in the
business community for making optimistic projections about future
earnings and then putting considerable pressure on operating and
accounting staff to make sure those projections are met. He has
also been associated with other companies in the past that have
gone bankrupt. These factors, considered together, may cause the
auditor to conclude that the likelihood of fraud is fairly high. In such
a circumstance, the auditor should put increased emphasis on
searching for material misstatements due to fraud.

The auditor may also uncover circumstances during the
audit that may cause suspicions of fraudulent financial reporting.
For example, the auditor may find that management has lied about
the age of certain inventory items. When such circumstances are
uncovered, the auditor must evaluate their implications and consider
the need to modify audit evidence.

Adequate internal control should be the principal means of
thwarting and detecting misappropriation of assets. To rely entirely
on an independent audit for the detection of misappropriation of
assets would require expanding the auditor's work to the extent that
the cost might be prohibitive.

The auditor normally assesses the likelihood of material
misappropriation of assets as a part of understanding the entity’s
internal control and assessing control risk. Audit evidence should
be expanded when the auditor finds an absence of adequate
controls or failure to follow prescribed procedures, if he or she
believes a material fraud could result.
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6-23 (continued)

Because the auditor’s responsibility is limited to material
misstatements, we believe that the auditor’s responsibility is
appropriate. However, some students may take the position that the
auditor’s responsibility to detect fraud is too great because of the
potential for collusion and deception by management.

The independent auditor is not an insurer or guarantor. The
auditor’s implicit obligation is that the audit be performed with due
professional skill and care in accordance with auditing standards. A
subsequent discovery of fraud, existent during the period covered
by the independent audit, does not of itself indicate negligence on
the auditor’s part.

6-24 a.
INCOME STATEMENT
CYCLE BALANCE SHEET ACCOUNTS ACCOUNTS

SALES AND Accounts receivable Bad debt expense
COLLECTION Allowance for doubtful accounts Sales

Cash

Notes receivable—trade
ACQUISITION Accounts payable Advertising expense

AND PAYMENT

Accumulated depreciation —
furniture and equipment

Cash

Furniture and equipment

Income tax payable

Inventory

Prepaid insurance

Property tax payable

Depreciation expense—
furniture and equipment
Income tax expense
Insurance expense
Purchases
Property tax expense
Rent expense
Telecommunications
expense

PAYROLL AND Cash Sales salaries expense

PERSONNEL Accrued sales salaries Salaries, office and
general

INVENTORY AND | Inventory Purchases

WAREHOUSING

CAPITAL Accrued interest expense Interest expense
ACQUISITION Common stock

AND Cash

REPAYMENT Loans payable

Notes payable
Retained earnings
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6-24 (continued)

6-25

b.

The general ledger accounts are not likely to differ much between a
retail and a wholesale company unless there are departments for
which there are various categories. There would be large differences
for a hospital or governmental unit. A governmental unit would use
the fund accounting system and would have entirely different
titles. Hospitals are likely to have several different kinds of revenue
accounts, rather than sales. They are also likely to have such things
as drug expense, laboratory supplies, etc. At the same time, even
a governmental unit or a hospital will have certain accounts such
as cash, insurance expense, interest income, rent expense, and
so forth.

Management assertions about transactions relate to transactions
and other events that are reflected in the accounting records. In
contrast, assertions about account balances relate to the ending
account balances that are included in the financial statements, and
assertions about presentation and disclosure relate to how those
balances are reflected and disclosed in the financial statements.

b., c. (See following page)
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b. c.
CATEGORY OF
MANAGEMENT NAME OF
MANAGEMENT ASSERTION ASSERTION ASSERTION
. All sales transactions have been | Classes of Completeness

recorded.

transactions

. Receivables are appropriately
classified as to trade and other
receivables in the financial
statements and are clearly
described.

Presentation and
disclosure

Classification and
understandability

. Accounts receivable are recorded

at the correct amounts.

Account balances

Valuation and
allocation

. Sales transactions have been

recorded in the proper period.

Classes of
transactions

Cutoff

. Sales transactions have been

recorded in the appropriate
accounts.

Classes of
transactions

Classification

All required disclosures about
sales and receivables have been
made.

Presentation and
disclosure

Completeness

. All accounts receivable have

been recorded.

Account balances

Completeness

. There are no liens or other

restrictions on accounts
receivable.

Account balances

Rights and
obligations

Disclosures related to accounts

Presentation and

Accuracy and

receivable are at the correct disclosure valuation
amounts.

Recorded sales transactions Classes of Occurrence
have occurred. transactions

Recorded accounts receivable Account balances Existence
exist.

Sales transactions have been Classes of Accuracy

recorded at the correct amounts.

transactions

. Disclosures related to sales and
receivables relate to the entity.

Presentation and
disclosure

Occurrence and rights
and obligations
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6-26

SPECIFIC BALANCE-

RELATED AUDIT MANAGEMENT
OBJECTIVE ASSERTION COMMENTS

a. There are no 2. Completeness Unrecorded transactions or
unrecorded amounts deal with the
receivables. completeness objective.

b. Receivables have 4. Rights and Receivables not being sold or
not been sold or obligations discounted concerns the rights
discounted. and obligations objective and

assertion.

c. Uncollectible 3. Valuation or Providing for uncollectible
accounts have been allocation accounts concerns whether the
provided for. allowance for uncollectible

accounts is adequate. It is part of
the realizable value objective and
the valuation or allocation
assertion.

d. Receivables that 3. Valuation or This is part of the realizable value
have become allocation objective and the valuation or
uncollectible have allocation assertion. There may
been written off. also be some argument that this

is part of the existence objective
and assertion. Accounts that are
uncollectible are no longer valid

assets.

e. All accounts on the 3. Valuation or Accounts that are not expected to
list are expected to allocation be collected within a year should
be collected within be classified as long-term
one year. receivables. It is therefore

included as part of the
classification objective and
consequently under the valuation
or allocation assertion.

f.  The total of the 3. Valuation or This is part of the detail tie-in
amounts on the allocation objective and is part of the

accounts receivable
listing agrees with
the general ledger
balance for accounts
receivable.

valuation or allocation assertion.
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6-26 (continued)

SPECIFIC BALANCE-
RELATED AUDIT MANAGEMENT
OBJECTIVE ASSERTION COMMENTS

g. Allaccounts on the 3. Valuation or Concerns the classification of
list arose from the allocation accounts receivable and is
normal course of therefore a part of the
business and are not classification objective and the
due from related valuation or allocation assertion.
parties.

h. Sales cutoff at year- | 3. Valuation or Cutoff is a part of the cutoff
end is proper. allocation objective and therefore part of the

valuation or allocation assertion.
6-27 a. Management assertions are implied or expressed representations by

and

management about the classes of transactions and related accounts
in the financial statements. AU 326 identifies five assertions about
classes of transactions which are stated in the problem. These
assertions are the same for every transaction cycle and account.
General transaction-related audit objectives are essentially the same
as management assertions, but they are expanded somewhat to
help the auditor decide which audit evidence is necessary to satisfy the
management assertions. Accuracy and posting and summarization
are a subset of the accuracy assertion. Specific transaction-related
audit objectives are determined by the auditor for each general
transaction-related audit objective. These are done for each
transaction cycle to help the auditor determine the specific amount of
evidence needed for that cycle to satisfy the general transaction-
related audit objectives.

The easiest way to do this problem is to first identify the general
transaction-related audit objectives for each specific transaction-
related audit objective. It is then easy to determine the management
assertion using Table 6-3 (p. 158 in text) as a guide.
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6-27 (continued)

b. C.
GENERAL
TRANSACTION-
SPECIFIC TRANSACTION- MANAGEMENT RELATED AUDIT
RELATED AUDIT OBJECTIVE ASSERTION OBJECTIVE

a. Recorded cash disbursement 3. Accuracy 8. Accuracy
transactions are for the amount of
goods or services received and
are correctly recorded.

b. Cash disbursement transactions 3. Accuracy 9. Posting and
are properly included in the summarization
accounts payable master file and
are correctly summarized.

c. Recorded cash disbursements 1. Occurrence 6. Occurrence
are for goods and services
actually received.

d. Cash disbursement transactions 4. Classification 10. Classification
are properly classified.

e. Existing cash disbursement 2. Completeness 7. Completeness
transactions are recorded.

f. Cash disbursement transactions 5. Cutoff 11.Timing
are recorded on the correct dates.

6-28
SPECIFIC PRESENTATION AND MANAGEMENT
DISCLOSURE-RELATED AUDIT OBJECTIVE ASSERTION

a. All required disclosures about fixed assets have 2. Completeness
been made.

b. Footnote disclosures related to fixed assets are 4. Classification and
clear and understandable. understandability

c. Methods and useful lives disclosed for each 3. Accuracy and valuation
category of fixed assets are accurate.

d. Disclosed fixed asset dispositions have occurred. | 4. Occurrence and rights and
obligations
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6-29 a.

The first objective concerns amounts that should not be included on
the list of accounts payable because there are no amounts due to
such vendors. This objective concerns only the overstatement of
accounts payable. The second objective concerns the possibility of
accounts payable that should be included but that have not been
included. This objective concerns only the possibility of understated
accounts payable.

The first objective deals with existence and the second deals with
completeness.

For accounts payable, the auditor is usually most concerned about
understatements. An understatement of accounts payable is usually
considered more important than overstatements because of potential
legal liability. The completeness objective is therefore normally more
important in the audit of accounts payable. The auditor is also
concerned about overstatements of accounts payable. The existence
objective is also therefore important in accounts payable, but
usually less so than the completeness objective.
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6-31
AUDIT ACTIVITIES AUDIT PHASE
a. Examine invoices supporting fixed asset 3. Perform analytical
additions. procedures and tests of

details of balances (Phase
1)

b. Review industry databases to assess the risk of 1. Plan and design an audit

material misstatements in the financial approach (Phase I)
statements.

c. Summarize misstatements identified during 4. Complete the audit and
testing to assess whether the overall financial issue an audit report
statements are fairly stated. (Phase V)

d. Test computerized controls over credit approval 2. Perform tests of controls
for sales transactions. and substantive tests of

transactions (Phase 1)

e. Send letters to customers confirming outstanding | 3. Perform analytical
accounts receivable balances. procedures and tests of

details of balances (Phase
1)

f. Perform analytical procedures comparing the 1. Plan and design an audit
client with similar companies in the industry to approach (Phase I)
gain an understanding of the client’s business
and strategies.

g. Compare information on purchase invoices 2. Perform tests of controls
recorded in the acquisitions journal with and substantive tests of
information on receiving reports. transactions (Phase 1)

m Case
6-32 a. A review provides limited assurance about the fair presentation of

financial statements in accordance with accounting standards but
far less assurance than an audit. Presumably, the bank decided
that the assurances provided by a review were needed before a
loan could be approved, but an audit was not necessary. A review
includes a CPA firm performing analytical procedures, making inquiries
about the fair presentation of the statements, and examining the
information for reasonableness. Because of a CPA firm’s expertise in
accounting, the accountant from the CPA firm can often identify
incorrect presentations in the financial statements that have been
overlooked by the accountant for the company. Reviews are
common for smaller privately-held companies with relatively small
amounts of debt.
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6-32 (continued)

The bank probably did not require an audit because the
additional cost of an audit was greater than the benefit the bank
perceived. In many cases, the decision as to whether to have a
review or an audit is negotiated between the company seeking a
loan and the bank loan officer. Both the company and the bank
have options in negotiating such things as the amount of the loan,
the rate of interest, and whether to require an audit or a review. The
bank can reject the loan request and the company can go to other
banks that want to make loans.

Frequently, banks have a list of CPA firms in which they have
considerable confidence due to their reputation in the community or
past work they have done for other bank customers.

b. Because the amount of the loans from the bank to Ritter increased,
the bank probably wanted additional assurance about the reliability
of the financial statements. It is also likely that Rene Ritter negotiated
the one percent reduction of the interest rate by offering to have an
audit instead of a review. A one percent reduction in the interest
rate saves Ritter $40,000 annually compared to the $15,000
additional fee for an audit.

C. Rene referred to the CPA firm as partners in a professional sense,
not a business sense. The CPA firm had provided many consulting
and tax services, as well as providing review and audit services over
the entire business life of the company. Rene recognized that these
professional services had contributed to the success of the business
and she chose to acknowledge those contributions during her
retirement comment. Assuming that the CPA firm retained an attitude
of independence throughout all audits and reviews, no violation of
professional independence standards occurred. Most well run CPA
firms provide selected consulting, tax, and assurance service for their
privately held clients without violating independence requirements.

d. As the external auditor, the firm of Gonzalez & Fineberg provides
the stockholders, creditors, and management an independent opinion
as to the fair presentation of the financial statements. Given the
potential biases present when management prepares the financial
statements, the stockholders and creditors must consider the
potential for information risk that might be present. The independent
audit conducted by Gonzalez & Fineberg helps stockholders and
creditors reduce their information risk. Management also benefits by
having the external auditors independently assess the financial
statements even though those statements are prepared by
management. Due to the complexities involved in preparing financial
statements, the potential for misstatement on the part of management
increases the need for an objective examination of those financial
statements by a qualified independent party.
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6-32 (continued)

e.

The auditor is responsible for obtaining reasonable assurance that
material misstatements are detected, whether those misstatements
are due to errors or fraud. To obtain reasonable assurance, the
auditor is required to gather sufficient, appropriate evidence. Auditors’
chief responsibility to stockholders, creditors, and management is
to conduct the audit in accordance with auditing standards in order
to fulfill their responsibilities of the engagement.

m Internet Problem Solution: International and PCAOB Audit Objectives

Internet Problem 6-1

a.

Paragraph .01 of AU 110 states that “[T]he objective of the ordinary
audit of financial statements by the independent auditor is the
expression of an opinion on the fairness with which they present, in
all material respects, financial position, results of operations, and its
cash flows in conformity with generally accepted accounting
principles.” U.S. GAAS require the auditor to express an opinion on
whether the financial statements are presented in conformity with
generally accepted accounting principles and to identify those
circumstances in which such principles have not been consistently
observed in the preparation of financial statements.

Paragraph .11 of ISA 200 states that “In conducting an audit
of financial statements, the overall objectives of the auditor are (a) to
obtain reasonable assurance about whether the financial statements
as a whole are free from material misstatement, whether due to fraud
or error, thereby enabling the auditor to express an opinion on
whether the financial statements are prepared, in all material respects,
in accordance with an applicable financial reporting framework and
(b) to report on the financial statements, and communicate as
required by the ISAs, in accordance with the auditor’s findings.

While there are differences in the wording about the objective
of an audit of financial statements, the overall objectives stated in
U.S. GAAS and the ISAs are the same. Both U.S. GAAS and the
ISAs note that the objective of the audit of financial statements is the
expression of an opinion of whether the financial statements comply,
in all material respects, with accounting standards.

Paragraph .03 of PCAOB Auditing Standard 5 states that “The auditor’s
objective in an audit of internal control over financial reporting is to
express an opinion on the effectiveness of the company’s internal
control over financial reporting.” That standard notes that to form a
basis for an opinion, the auditor must plan and perform the audit to

6-18


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

Internet Problem 6-1 (continued)

obtain competent evidence that is sufficient to obtain reasonable
assurance about whether material weaknesses exist as of the date
specified in management’s assessment.

C. Both U.S. GAAS and international auditing standards define financial
statements as being fairly stated when they are free of material
misstatements. PCAOB Auditing Standard 5 defines internal control
as effective when no material weaknesses exist. These definitions are
related. The presence of a material misstatement generally suggests
the presence of a material weakness, since management’s internal
controls over financial reporting failed to detect the material
misstatement. While the presence of a material weakness in internal
control does not automatically mean the financial statements contain
a material misstatement, there is a high likelihood that a material
misstatement could occur.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 7
Audit Evidence

m Review Questions

7-1 In both a legal case and in an audit of financial statements, evidence is
used by an unbiased person to draw conclusions. In addition, the consequences of
an incorrect decision in both situations can be equally undesirable. For example, if
a guilty person is set free, society may be in danger if the person repeats his or her
illegal act. Similarly, if investors rely on materially misstated financial statements,
they could lose significant amounts of money. Finally, the guilt of a defendant in a
legal case must be proven beyond a reasonable doubt. This is similar to the
concept of sufficient appropriate evidence in an audit situation. As with a judge or
jury, an auditor cannot be completely convinced that his or her opinion is correct,
but rather must obtain a high level of assurance.

The nature of evidence in a legal case and in an audit of financial
statements differs because a legal case relies heavily on testimony by witnesses
and other parties involved. While inquiry is a form of evidence used by auditors,
other more reliable types of evidence such as confirmation with third parties,
physical examination, and documentation are also used extensively. A legal case
also differs from an audit because of the nature of the conclusions made. In a
legal case, a judge or jury decides the guilt or innocence of the defendant. In an
audit, the auditor issues one of several audit opinions after evaluating the evidence.

7-2  The four major audit evidence decisions that must be made on every audit
are:

Which audit procedures to use.

What sample size to select for a given procedure.
Which items to select from the population.

When to perform the procedure.

PobN=

7-3  An audit procedure is the detailed instruction for the collection of a type of
audit evidence that is to be obtained. Because audit procedures are the instructions
to be followed in accumulating evidence, they must be worded carefully to make
sure the instructions are clear.

7-4  An audit program for accounts receivable is a list of audit procedures that

will be used to audit accounts receivable for a given client. The audit procedures,
sample size, items to select, and timing should be included in the audit program.

7-1


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

7-5 There are two primary reasons why the auditor can only be persuaded
with a reasonable level of assurance, rather than be convinced that the financial
statements are correct:

1. The cost of accumulating evidence. It would be extremely costly for
the auditor to gather enough evidence to be completely convinced.
2. Evidence is normally not sufficiently reliable to enable the auditor to

be completely convinced. For example, confirmations from customers
may come back with erroneous information, which is the fault of the
customer rather than the client.

7-6  The two determinants of the persuasiveness of evidence are appropriateness
and sufficiency. Appropriateness refers to the relevance and reliability of
evidence, or the degree to which evidence can be considered believable or worthy
of trust. Appropriateness relates to the audit procedures selected, including the
timing of when those procedures are performed. Sufficiency refers to the quantity
of evidence and it is related to sample size and items to select.

7-7  Following are six characteristics that determine reliability and an example
of each.

FACTOR EXAMPLE OF
DETERMINING RELIABILITY RELIABLE EVIDENCE
Independence of provider Confirmation of a bank balance

Effectiveness of client's internal controls | Use of duplicate sales invoices for a large
well-run company

Auditor's direct knowledge Physical examination of inventory by the
auditor

Qualifications of provider Letter from an attorney dealing with the
client's affairs

Degree of objectivity Count of cash on hand by auditor

Timeliness Observe inventory on the last day of the
fiscal year
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7-8

TYPES OF AUDIT EVIDENCE EXAMPLES

1. Physical examination m Count petty cash on hand
m Examine fixed asset additions

2. Confirmation m Confirm accounts receivable balances of a
sample of client customers
m Confirm client’'s cash balance with bank

3. Documentation m Examine copies of monthly bank statements

m Examine vendors’ invoices supporting a
sample of cash disbursement transactions
throughout the year

4. Analytical procedures m Evaluate reasonableness of receivables by
calculating and comparing ratios

m Compare expenses as a percentage of net
sales with prior year’s percentages

5. Inquiries of the client m Inquire of management whether there is
obsolete inventory

m Inquire of management regarding the
collectibility of large accounts receivable
balances

6. Recalculation m Recompute invoice total by multiplying item
price times quantity sold

m Foot the sales journal for a one-month period
and compare all totals to the general ledger

7. Reperformance m Agree sales invoice price to approved price list
m  Match quantity on purchase invoice to
receiving report

8. Observation m Observe client employees in the process of
counting inventory

m Observe whether employees are restricted
from access to the check signing machine

7-9 The characteristics of a confirmation are:

Receipt

Written or electronic response
From independent third party
Requested by the auditor

PoN=

A confirmation is prepared specifically for the auditor and comes from an
external source. External documentation is in the hands of the client at the time
of the audit and was prepared for the client's use in the day-to-day operation of
the business.
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7-10 Internal documentation is prepared and used within the client's organization
without ever going to an outside party, such as a customer or vendor.

Examples:

[ ] check request form

[ receiving report

] payroll time card

[ adjusting journal entry

External documentation either originated with an outside party or was an
internal document that went to an outside party and is now either in the hands of
the client or is readily accessible.

Examples:

[ | vendor's invoice

[ ] cancelled check

[ | cancelled note

[ validated deposit slip

7-11  Analytical procedures are useful for indicating account balances that may
be distorted by unusual or significant transactions and that should be intensively
investigated. They are also useful in reviewing accounts or transactions for
reasonableness to corroborate tentative conclusions reached on the basis of
other evidence.

7-12 The most important reasons for performing analytical procedures are the
following:

1. Understanding the client's business and industry

2. Assessment of the entity's ability to continue as a going concern

3 Indication of the presence of possible misstatements in the financial
statements

4. Reduction of detailed audit tests

7-13 The decrease of the current ratio indicates a liquidity problem for Harper
Company since the ratio has dropped to a level close to the requirements of the
bond indenture. Special care should be exercised by the auditor to determine
that the 2.05 ratio is proper since management would be motivated to hide any
lower ratio. The auditor should expand procedures to test all current assets for
proper cutoff and possible overstatement and to test all current liabilities for
proper cutoff and possible understatement.

7-14 Attention directing analytical procedures occur when significant, unexpected
differences are found between current year's unaudited financial data and other
data used in comparisons. If an unusual difference is large, the auditor must
determine the reason for it, and satisfy himself or herself that the cause is a valid
economic event and not an error or misstatement due to fraud.

7-4
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7-14 (continued)

When an analytical procedure reveals no unusual fluctuations, the implication
is minimized. In that case, the analytical procedure constitutes substantive evidence
in support of the fair statement of the related account balances, and it is possible
to perform fewer detailed substantive tests in connection with those accounts.

Frequently, the same analytical procedures can be used for attention
directing and for reducing substantive tests, depending on the outcome of the
tests. Simple procedures such as comparing the current year account balance to
the prior year account balance is more attention directing (and provides less
assurance) than more complex analytical procedures; i.e., those which rely on
regression analysis or comparison to nonfinancial data. More sophisticated
analytical procedures help the auditor examine relationships between several
information variables simultaneously. The nature of these tests may provide
greater assurance than simple procedures.

7-15 The purposes of audit documentation are as follows:

1. To provide a basis for planning the audit. The auditor may use
reference information from the previous year in order to plan this
year's audit, such as the evaluation of internal control, the time
budget, etc.

2. To provide a record of the evidence accumulated and the results of
the tests. This is the primary means of documenting that an adequate
audit was performed.

3. To provide data for deciding the proper type of audit report. Data
are used in determining the scope of the audit and the fairness with
which the financial statements are stated.

4. To provide a basis for review by supervisors and partners. These
individuals use the audit documentation to evaluate whether sufficient
appropriate evidence was accumulated to justify the audit report.

Audit documentation is for several purposes, both during the audit and
after the audit is completed. One of the uses is the review by more experienced
personnel. A second is for planning the subsequent year audit. A third is to
demonstrate that the auditor has accumulated sufficient appropriate evidence if
there is a need to defend the audit at a later date. For these uses, it is important
that the audit documentation provide sufficient information so that the person
reviewing an audit schedule knows the name of the client, contents of the audit
schedule, period covered, who prepared the audit schedule, when it was
prepared, and how it ties into the rest of the audit files with an index code.

7-16 The Sarbanes-Oxley Act of 2002 requires auditors of public companies to
prepare and maintain audit schedules and other information related to any audit
report in sufficient detail to support the auditor’'s conclusions, for a period of not
less than 7 years.

7-5
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7-17 Audit schedules should include the following:

Name of the client Enables the auditor to identify the appropriate file to
include the audit schedule in if it is removed from the files.

Period covered Enables the auditor to identify the appropriate year to which
an audit schedule for a client belongs if it is removed from the files.

Description of the contents A list of the contents enables the reviewer to
determine whether all important parts of the audit schedule have been
included. The contents description is also used as a means of identifying
audit files in the same manner that a table of contents is used.

Initials of the preparer Indicates who prepared the audit schedule in case
there are questions by the reviewer or someone who wants information
from the files at a later date. It also clearly identifies who is responsible for
preparing the audit documentation if the audit must be defended.

Date of preparation Helps the reviewer to determine the sequence of the
preparation of the audit schedules. It is also useful for the subsequent year
in planning the sequence of preparing audit schedules.

Indexing Helps in organizing and filing audit schedules. Indexing also
facilitates in searching between related portions of the audit documentation.

7-18 The permanent file contains data of an historical and continuing nature
pertinent to the current audit. Examples of items included in the file are:

Articles of incorporation

Bylaws, bond indentures, and contracts

Analysis of accounts that have continuing importance to the auditor
Information related to the understanding of internal control:

a. flowcharts

b. internal control questionnaires

5. Results of previous years' analytical procedures, such as various
ratios and percentages compiled by the auditors

PoON=

By separating this information from the current year's audit files, it becomes
easily accessible for the following year's auditors to obtain permanent file data.

7-19 The purpose of an analysis is to show the activity in a general ledger account
during the entire period under audit, tying together the beginning and ending
balances. The trial balance includes the detailed make-up of an ending balance.
It differs from an analysis in that it includes only those items comprising the end
of the period balance. A test of reasonableness schedule contains information
that enables the auditor to evaluate whether a certain account balance appears
to be misstated. One example of a test of reasonableness schedule is a schedule
that compares current year expenses to prior years' amounts. This type of schedule
is intended to show which accounts need investigation due to significant variances.

7-6
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7-20 Unanswered questions and exceptions may indicate the potential for
significant errors or fraud in the financial statements. These should be investigated
and resolved to make sure that financial statements are fairly presented.

The audit files can also be subpoenaed by courts as legal evidence.
Unanswered questions and exceptions may indicate lack of due care by the auditor.

7-21 Tick marks are symbols adjacent to information in audit schedules for the
purpose of indicating the work performed by the auditor. An explanation of the
tick mark must be included at the bottom of the audit schedule to indicate what
was done and who did it.

7-22 Audit files are owned by the auditor. They can be used by the client if the
auditor wants to release them after a careful consideration of whether there might
be confidential information in them. The audit files can be subpoenaed by a court
and thereby become the property of the court. They can be released to another
CPA firm without the client's permission if they are being reviewed as a part of a
voluntary peer review program under AICPA, state CPA society, or state Board
of Accountancy authorization. The audit files can be sold or released to other
users if the auditor obtains permission from the client.

7-23 When evidence can be examined only in machine-readable form, auditors
use computers to read and examine evidence. There are commercial audit
software programs designed specifically for use by auditors, such as ACL
Software and Interactive Data Extraction and Analysis (IDEA). Spreadsheet
software packages can also be used by auditors to perform audit tests on data
that is available only in machine-readable form.

7-24 The purposes of audit documentation software are to convert traditional
paper-based documentation into electronic files and to organize the audit
documentation. The benefits of audit documentation software are as follows:

| The auditor can more efficiently prepare a trial balance, lead
schedules, supporting audit documentation, financial statements,
and ratio analysis using the computer rather than by hand.

[ | The effects of adjusting journal entries are automatically carried
through to the trial balance and financial statements, making last-
minute adjustments easier to make.

| Tick marks and review notes can be entered directly into computerized
files.
| Data can be imported and exported to other applications. For

example, a client’s general ledger can be downloaded and tax
information can be downloaded into a commercial tax preparation
package after the audit is completed.

m Multiple Choice Questions From CPA Examinations

7-25 a. (2) b. (2) c. (4) d. (4)

7-26 a. (3) b. (3) c. (4) d. (4)

7-7
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m Discussion Questions And Problems

7-27

7-28

a.

©ooN>OrWN=

ONnhAhON~

**

External 7. Internal 13. Internal
Internal 8. Internal 14. External
External 9. External 15. Internal
External 10. Internal® 16. External
Internal* 11. External 17. External
Internal 12. External** 18. External

Even though these may be signed or initialed by employees,
they are still internal documents.

Bills of lading are ordinarily signed by the freight company.
That signature will be included on the top of the bill of lading,
therefore, it is an external document.

External evidence is considered more reliable than internal evidence
because external evidence has been in the hands of both the client
and another party, implying agreement about the information and
the conditions stated on the document.

inquiry of client
documentation
recalculation

physical examination
confirmation
recalculation
confirmation
documentation
analytical procedures
inquiry of client
reperformance
observation

physical examination
analytical procedures
documentation
inquiry of client
analytical procedures
confirmation
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7-29 Examples of audit evidence the auditor can use to support each of the

functions are:

7-30

a.

b.

Examine invoice from vendor

Direct confirmation with vendor

Physical examination

Direct confirmation with custodian

Direct confirmation with customer

Examine cash receipts journal and bank deposits for subsequent
cash receipts

Examine title for ownership of asset

Examine invoice from vendor

Direct confirmation with vendor

Examine client's copy of vendor's statement

Physical examination

Examine sales invoice of subsequent sale of goods showing
marked down sale price

Count petty cash

Direct confirmation with custodian

Confirmations are normally more reliable evidence than inquiries of
the client because of the independence of the outside party
confirming the information.

Confirmation of bank balances is considered highly reliable whereas
confirmation of a department store charge account is often not
considered reliable. Banks are accustomed to confirmations from
auditors and normally maintain excellent accounting records, whereas
most customers of department stores have neither characteristic.

If an auditor is not qualified to distinguish between valuable
inventory (e.g., diamonds) and worthless inventory (e.g., glass), the
physical examination of inventory would not be considered to be
reliable evidence.

Recalculation tests are highly reliable because the auditor is able to
gain 100% assurance of the accuracy, but the tests only verify
whether the recorded amounts are accurately totaled. These tests
do not uncover omissions or fictitious amounts.

Relatively reliable documentation examples include: vendor statements,
bank statements, and signed lease agreements. Relatively unreliable
documentation examples may be: copies of customer invoices, internal
memoranda and other communications, and a listing of fixed asset
additions.

The difference between reliable and unreliable documentation
examples above is whether they originate from outside or inside the
client's organization. External information is considered more reliable
than internal documentation.

7-9
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7-30 (continued)

f. 1. Confirmation of accounts receivable - Corporation accustomed
to confirmations compared to a member of the general public.
2. Examination of the corporate minutes - Experienced partner
compared to a new assistant.
3. Physical observation of inventory - Auditor knowledgeable in
the client's inventory compared to one who is not.
4, Attorney's letter - General counsel compared to an attorney
involved only with patents.
g. Analytical procedures are evidence of the likelihood of misstatements

in the financial statements, but they are rarely sufficient by
themselves to conclude that the statements are misstated. Other
supportive evidence is needed to determine whether apparent
misstatements are actually material.

7-31
ACCOUNT FROM WHOM INFORMATION
NAME CONFIRMED TO BE CONFIRMED
CASH IN BANK All banks in which Star m  Name and address of the bank.
had deposits during the m  The amount on deposit for each
year including those account as of the balance sheet date plus

which may have had an the name of each account, the account
account that was closed number, whether or not the account is
out during the year. subject to withdrawal by check, and the
interest rate if the account is interest
bearing.

m  The amount for which Star was
directly liable to the bank for loans as of
the balance sheet date plus the date of
the loan, the due date, the interest rate,
the date to which interest is paid, and
description of the liability and collateral.
m If internal controls over cash are
weak, the auditor may wish to request
that the bank include a list of authorized
signatures with the confirmation.
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7-31 (continued)

ACCOUNT FROM WHOM INFORMATION
NAME CONFIRMED TO BE CONFIRMED
TRADE A representative sample The confirmation can be either a positive
ACCOUNTS of debtors at a selected or negative form of request. The positive
RECEIVABLE confirmation date which form requests the debtor to directly notify
may be either at the the auditor whether the information is
balance sheet or an correct and if not correct, which items are
interim date. Confirmations | considered incorrect. The negative form
should also be requested | requests a reply only if the information is
for the following types of | incorrect. In both cases the information
accounts: should include:
m  Accounts with large m Name and address of the debtor
balances; m  Account number (if applicable)
m Past-due accounts; m The confirmation "as of" date
m  Accounts with zero or | m The aged account balance or
credit balances; individual invoices included in such
m Accounts written off balance (with invoice date).
during the current
period;
m  Accounts whose
collection is considered
questionable;
m Other accounts of an
unusual nature.
NOTES A selected sample of m Name and address of the debtor.
RECEIVABLE notes receivable m Date of the note.
outstanding at the balance | m Due date.
sheet date. If a note m  Unpaid balance at balance sheet
receivable was written off date.
during the year, the m Payment arrangements.
balance written off should m Interest rate.
be confirmed. m Date of last interest payment.
m Collateral, if any, to secure the note.
INVENTORIES Public warehouses or m Name and address of public

other outside custodians
(if any).

warehouse or other outside
custodian.

m  The inventory date.

m Detailed lists of inventory stored.

Under auditing standards, direct
confirmation is acceptable provided
supplemental inquiries are made that the
inventory is the property of the company,
unless the amount is a significant percent
of current or total assets.
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7-31 (continued)

ACCOUNT FROM WHOM INFORMATION
NAME CONFIRMED TO BE CONFIRMED
TRADE Suppliers from whom m Name and address of the supplier.
ACCOUNTS substantial purchases m  The amount due and the amount of
PAYABLE have been made during any purchase commitments as of the

the year, regardless of
the balances of their
accounts at the balance
sheet date.

balance sheet date. When internal
controls are considered effective, the
confirmation can be at an interim
date; however, a thorough review
must then be made of changes in the
major accounts during the intervening
period between the confirmation date
and year-end. It should also be noted
that with interim confirmation, the
auditor loses a desirable audit
procedure for disclosing unrecorded
and contingent liabilities at the
balance sheet date.

As an alternative to confirmation letters, it
is a common practice to ask the vendor to
send, directly to the independent auditor,
a statement of the vendor’s account with
the client as of the balance sheet date
rather than send an accounts payable
confirmation.

MORTGAGES Mortgagee for each
PAYABLE mortgage that has a
balance at the balance
sheet date.

Name and address of mortgagee.
Original amount.

Date of note.

Maturity date.

Balance due at balance sheet date.
Payment arrangements.

Interest rate.

Interest payment dates.

Date of last interest payment.
Nature of defaults and if any events of
default are known to mortgagee.
Location of mortgaged property.

CAPITAL If Star uses an outside
STOCK transfer agent and

registrar, confirmations
should be sent to both.

m Name and address of transfer agent
and registrar.

m  Number of shares of common stock
authorized, issued, outstanding, and
held as treasury shares for the
company as of the balance sheet
date.
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7-31 (continued)

ACCOUNT FROM WHOM INFORMATION
NAME CONFIRMED TO BE CONFIRMED
LEGAL FEES All of Star's major The auditor should request a letter
attorneys. Letters should | from each attorney as to litigation
also be sent to attorneys being handled as of and subsequent to
that the independent the balance sheet date. For each case,
auditor knows the client the attorney should give a description,
has used extensively in report on its status as of the balance
prior years. sheet date and as of the date of the
letter, and give his or her opinion as to
the ultimate liability. The attorney
should also state Star's indebtedness
to him or her as of the balance sheet
date.
SALES AND Occasionally, m Name and address of outside
EXPENSE confirmation may be party.
ACCOUNTS requested from an m Other specific information would

outside party for
individual transactions
contributing to total
expenses or sales. This
may be true where a
major item is based on a
formal contract and the
auditor wants
independent confirmation
of agreement on the
significant term of the
contract and that these
terms have been
satisfactorily completed.

depend on the nature of the item
and the reason the auditor believes
it is necessary to confirm the item.
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AUDIT PROCEDURE

a.

TYPE OF
AUDIT EVIDENCE

b.
TRANSACTION-
RELATED
AUDIT OBJECTIVE

Trace from receiving reports to
vendors’ invoices and entry in
the acquisitions journal.

Documentation

Completeness

Add the sales journal for the
month of July and trace
amounts to the general ledger.

Recalculation

Posting and
summarization

Examine expense voucher
packages and related vendors’
invoices for approval of expense
account classification.

Documentation

Classification

Observe opening of cash
receipts to determine that cash
receipts are promptly deposited
and recorded.

Observation

Timing

Ask the accounts payable clerk
about procedures for verifying
prices, quantities and
extensions on vendors’
invoices.

Inquiries of client

Accuracy

Vouch entries in sales journal
to sales invoices and related
shipping documents.

Documentation

Occurrence
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a. b.
BALANCE-
TYPE OF RELATED
AUDIT PROCEDURE AUDIT EVIDENCE AUDIT OBJECTIVE
Test extend unit prices times Recalculation Detail tie-in

quantity on the inventory list,
test foot the list and compare
the total to the general ledger.

Trace selected quantities from
the inventory list to the physical
inventory to make sure that it
exists and the quantities are the
same.

Physical examination

Existence and
Accuracy

Question operating personnel
about the possibility of obsolete
or slow-moving inventory.

Inquiry of the client

Realizable value

Select a sample of quantities of
inventory in the factory
warehouse and trace each item
to the inventory count sheets to
determine if it has been included
and if the quantity and
description are correct.

Physical examination

Completeness and
Accuracy

Compare the quantities on hand
and unit prices on this year's
inventory count sheets with
those in the preceding year as a
test for large differences.

Analytical procedures

Accuracy

Examine sales invoices and
contracts with customers to
determine whether any goods
are out on consignment with
customers. Examine vendors'
invoices and contracts with
vendors to determine if any
goods on the inventory listing
are owned by vendors.

Documentation

Rights

Send letters directly to third
parties who hold the client's
inventory and request they
respond directly to the auditor.

Confirmation

Existence,
Completeness,
and Accuracy
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7-34 a. The six factors determining the reliability of evidence are:
1. Independence of provider
2. Effectiveness of client's internal controls
3. Auditor's direct knowledge
4. Qualifications of individuals providing the information
5. Degree of objectivity
6. Timeliness
b. and c.
TYPE OF EVIDENCE FACTOR
SITUATION THAT IS MORE RELIABLE AFFECTING RELIABILITY
1 Confirmation with business Qualifications of provider
organizations
2 Physically examine three-inch Qualifications of provider (in
steel plates this case the auditor)
3 Examine documents when Effectiveness of internal
several competent people are controls
checking each other's work
4 Examine inventory of parts for Degree of objectivity
the number of units on hand
5 Discuss potential lawsuits with Independence of provider
CPA firm's legal counsel
6 Confirm a bank balance Degree of objectivity
7 Confirm a bank balance Independence of provider
8 Physically count the client's Auditor's direct knowledge
inventory
9 Physically count the inventory Independence of provider and
auditor's direct knowledge
7-35
a. b.
PROCEDURE APPROPRIATE TERM TYPE OF EVIDENCE
1 Recompute (e) Recalculation
2 Observe (j) Observation
3 Compute (d) Analytical procedure
4 Foot (f), Trace (9) Recalculation and reperformance
5 Scan (b) Analytical procedure
6 Inquire (k) Inquiry of client
7 Count (i) Physical examination
8 Confirm (1) Confirmation
9 Examine (a), Compare (h) Documentation
10 Read (c) Documentation
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7-36 a.

7-37

The purposes of analytical procedures are:

1 Understanding the client's business and industry.

2. Assessment of the entity’s ability to continue as a going concern.

3 Indication of the presence of possible misstatements in the
financial statements.

4. Reduction of detailed audit tests.

Analytical procedures are required in the planning and completion
phases of the audit because of their importance in planning the
audit, and as a final review for potential misstatements. Auditors
use analytical procedures extensively because of their relatively low
cost and effectiveness in identifying potential misstatements.

The extent to which the auditor will use the results of analytical
procedures to reduce detailed tests depends on the effectiveness
of the analytical procedure and whether it supports the correctness
of the recorded account balance. The effectiveness of the analytical
procedure is a function of the precision of the expectation developed
by the auditor and whether it is based on objective data.

In general, the audit schedule is not set up in a logical manner to show

what the auditor wants to accomplish. The primary objective of the audit schedule
is to verify the ending balance in notes receivable and interest receivable. A
secondary objective is to account for all interest income, cash received and cash
disbursed for new notes, collateral as security, and other information about the
notes for disclosure purposes.

Specific deficiencies of the audit schedule presented in the question are
included below.

a. and b.
a. b.
DEFICIENCY IMPROVEMENT
1. Tick mark explanation "tested" does Should have separate tick marks
not indicate specifically what was done. meaning:
Agreed to confirmation
Footed
Traced to cash receipts journal
Recomputed, etc.
2. Explanation of some tick marks is not Explain all tick marks on the same
given. page of the audit schedule.
3. Classification of long-term portion Recompute portions of notes that
indicates no verification. are long-term.
4. Paid-to-date row is confusing. Column should say "date paid to"
and this should be confirmed.
5. Due dates are missing for J.J. Co., Include due dates on the audit
P. Smith, and Tent Co. schedule for these notes.
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7-37 (continued)

C.

Spreadsheet Solution

The purpose of using an Excel spreadsheet in this problem is to
give the student some experience in preparing a simple audit
schedule using an Excel spreadsheet. It should be explained to
students that this type of audit schedule may or may not be
prepared in actual practice, and that often templates are used to
prepare more time-consuming audit schedules. Also, whether or
not tick marks are computerized is a matter to be decided. The
advantage is that the completed audit work can then be stored and
reviewed electronically. On the other hand, it may be more efficient
to indicate audit work manually as it is performed, and a contrast in
the color of the tick marks through use of a colored pencil may be
desirable.

The following solution was prepared with Excel (Filename
P737 .xls). The formulas used are self-evident, so no listing is provided,
although it is available on the Companion Website. Two items
deserve comment:

An advantage of using a spreadsheet program for these
types of analyses is that footing and crossfooting are done
automatically.

2. When auditor tick marks are done by computer, a problem

arises as to how to place them on the worksheet. One could
use narrow columns inserted between the scheduled client
data, or, as done here, the tick marks are placed in blank rows
beneath the related data.
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m Cases

7-38 The following are deficiencies in the sufficiency and appropriateness of the
evidence in the audit of accounts payable for Grande Stores:

McClure Advertising Credits — An insufficient number of confirmations
(four) were sent. The use of alternative procedures is probably acceptable.
However, one credit was confirmed by telephone, rather than by written
confirmation. Although the differences found were immaterial, the auditors
should have determined the reason for the differences, and any errors
should have been projected to the population.

Twenty additional credits were selected for testing. Whether this is
a sufficient number is a matter of judgment, and depends on several
factors. With a fairly small sample, it is critical that the items selected for
testing adequately represent the population. The testing relied on internal
documentation, which is insufficient to support the credits. The placing of
the ad is insufficient evidence without supporting evidence from the vendor
supporting the reduction in accounts payable.

Springbrook Credits — These credits were confirmed by telephone, and
were not supported by a written confirmation. The staff auditor was
suspicious of the client’s unwillingness to allow written confirmation of the
amounts, as well as the client’'s changing explanation of the nature of the
credits, but did not perform additional testing to resolve any doubts about
the validity of the credits.

Ridolfi Credits — The auditor obtained an oral confirmation that these
credits were not valid. The client indicated that the auditor's information was
incorrect, but would not allow the auditor to obtain written confirmation
for these credits. In addition, the credit memos had been altered, which
should have further indicated to the auditor that the credits were not valid.

Accounts Payable Accrual — The auditors sent 50 accounts payable
confirmations. Whether this is a sufficient number of confirmations is a matter
of auditor judgment. However, the adequacy of the confirmations as
evidence is significantly undermined by the knowledge that the client told
suppliers how to respond. As a result, the auditor should have verified the
confirmed balances using alternative procedures. There is no discussion of
the performance of alternative procedures for nonresponses, or the
resolution of the six responses that were not reconciled to Grande’s records.

The auditors agreed to an adjustment of $260,000 when their cutoff
tests indicated a potential liability of $500,000. It would be appropriate for
the auditors to agree to a lower amount only if additional testing supported
a lower accrued liability.

7-20


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

7-39 The audit schedule contains the following deficiencies:

1.

2.

10.

11.
12.

There is no indication of follow-up on the identified error in the accrued
interest payable computation.

There is no indication whether the confirmation exception was
resolved.

The loan with an unwaived violation of a provision of the debt
agreement is misclassified as long-term.

The liability activities of Lender's Capital Corp. and the audit schedule
totals do not crossfoot.

There is no indication of cross-referencing of the stockholder loan
to the related party transactions audit schedule.

There is no investigation of the payment on the stockholder loan
that was reborrowed soon after year-end.

There is no consideration of the need to impute interest on the 0%
stockholder loan.

There is no indication that the dates under "interest paid to" were
audited.

There is no indication that the unusually high average interest rate
($281,333/$1,406,667 = 20%) was noted and investigated.

The audit schedule does not support the overall conclusions
expressed.

The tick mark "R" is used but not explained in the tick mark legend.
There is no indication that the audit schedule was prepared by client
personnel.

m 7-40 — ACL Problem Solution

There are 44 payroll transactions in the Payroll file. (This is determined
by reading the number at the bottom of the screen.)

The largest and smallest gross pay amounts for September are
$4,395.83 and $1,278.33, respectively. (Use Quick Sort.)

Total gross pay for September was $99,585.46. (Use the Total
command.)

The report on the following page shows gross pay by department.
(Use the Summarize command on the Gross Pay column, save to a
file, and print.) Note that this screenshot was produced using the
“Screen” option in the Output tab of the Summarize window.
Students’ hardcopy printouts will appear slightly different, but will
contain the same departmental totals.
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7-40 — ACL Problem (continued)

Report for requirement d:

[ welcome #|[T]] Payrall [7) Summarize ﬁl

As of: 0272002011 13:48:07

Command: SUMMARIZE OM WorkDept SUBTOTAL Gross_Pay TO SCREEM PRESORT
Table: Payrall

9

|Work Dept. ‘Gross Pay ‘Cnurlt

| 170083 5
| 3a43rs0|
9g074s | 4

2305169 | 1

1497334 | 7
334792

g
1640169 | 8
166250 | 1

Totals

|
|
|
|
| a78250 |
|
|
|

9958546 | 44

9 records produced

There are no exceptions in the calculation of net pay for September.
(Use the following Filter: Gross Pay — Taxes < > Net Pay.)

There are no duplicate check numbers. (Use the Duplicates command
on the check [cheque] number column). There are four missing
checks (#12389 - #12392). The audit concern is that there may be
unrecorded payroll transactions. (Use the Gaps command on the
check [cheque] number column.)

m Internet Problem Solution: Use of Audit Software for Fraud Detection and
Data Quality Assurance

Internet Problem 7-1

a.

ACL can be used to detect indicators of fraud for limitless volumes
of transactions from many different types of data sources. Because
companies generate very large amounts of data and use different
information systems to generate that data, auditors must be able to
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Internet Problem 7-1 (continued)

overcome these potential constraints. ACL has the ability to handle
huge volumes of data that are generated by various operating
systems, database structures, and enterprise applications (e.g. ERP,
CRM, SCM, and BI systems).

After data are captured, ACL can be used to independently
test, reconcile, and validate transactional data. If performed manually,
these types of procedures can take extraordinary amounts of time.
ACL can identify trends, generate exception reports, and highlight
potential areas of concern. Auditors can then use the information
from the various analyses and conduct further audit procedures to
determine whether a fraud has occurred.

b. ACL’s continuous monitoring software provides an independent
mechanism to automatically monitor internal controls effectiveness
within key business processes. Continuous monitoring allows
companies to quickly identify issues and exceptions that might
indicate control exposures. This will help companies identify risks
and comply with testing requirements for management’s report
on the effectiveness of internal control.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens.)
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Chapter 8

Audit Planning and Analytical Procedures

m Review Questions

8-1  There are three primary benefits from planning audits: it helps the auditor
obtain sufficient appropriate evidence for the circumstances, helps keep audit
costs reasonable, and helps avoid misunderstandings with the client.

8-2  Eight major steps in planning audits are:

Accept client and perform initial planning

Understand the client’s business and industry

Assess client business risk

Perform preliminary analytical procedures

Set materiality, and assess acceptable audit risk and inherent risk
Understand internal control and assess control risk

Gather information to assess fraud risks

Develop overall audit plan and audit program

NGOk~ WN =

8-3  The new auditor (successor) is required by auditing standards to communicate
with the predecessor auditor. This enables the successor to obtain information about
the client so that he or she may evaluate whether to accept the engagement.
Permission must be obtained from the client before communication can be made
because of the confidentiality requirement in the Code of Professional Conduct. The
predecessor is required to respond to the successor’s request for information;
however, the response may be limited to stating that no information will be given.
The successor auditor should be wary if the predecessor is reluctant to provide
information about the client.

8-4  Prior to accepting a client, the auditor should investigate the client. The
auditor should evaluate the client’s standing in the business community, financial
stability, and relations with its previous CPA firm. The primary purpose of new
client investigation is to ascertain the integrity of the client and the possibility of
fraud. The auditor should be especially concerned with the possibility of fraudulent
financial reporting since it is difficult to uncover. The auditor does not want to
needlessly expose himself or herself to the possibility of a lawsuit for failure to
detect such fraud.

8-5 Auditing standards require auditors to document their understanding of the
terms of the engagement with the client in an engagement letter. The engagement
letter should include the engagement’s objectives, the responsibilities of the auditor
and management, and the engagement’s limitations. An engagement letter is an
agreement between the CPA firm and the client concerning the conduct of the
audit and related services. It should state what services will be provided, whether
any restrictions will be imposed on the auditor's work, deadlines for completing
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8-5 (continued)

the audit, and assistance to be provided by client personnel. The engagement
letter may also include the auditor’s fees. In addition, the engagement letter
informs the client that the auditor cannot guarantee that all acts of fraud will be
discovered.

8-6 Because the Sarbanes-Oxley Act of 2002 explicitly shifts responsibility for
hiring and firing of the auditor from management to the audit committee for public
companies, the audit committee is viewed as “the client” in those engagements.

8-7 All audit and non-audit services must be preapproved in advance by the
audit committee for public companies.

8-8 The second standard of fieldwork requires the auditor to obtain an
understanding of the entity and its environment. Auditors need an understanding
of the client’s business and industry because the nature of the business and
industry affect business risk and the risk of material misstatements in the
financial statements. Auditors use the knowledge of these risks to assess the risk
of material misstatement and to determine the appropriate extent of further audit
procedures.

The five major aspects of understanding the client’s business and industry,
along with potential sources of information that auditors commonly use for each
of the five areas are as follows:

1. Industry and External Environment — Read industry trade publications,
AICPA Industry Audit Guides, and regulatory requirements.

2. Business Operations and Processes — Tour the plant and offices,
identify related parties, and inquire of management.

3. Management and Governance — Read the corporate charter and

bylaws, read minutes of board of directors and stockholders, and
inquire of management.

4. Client Objectives and Strategies — Inquire of management regarding
their objectives for the reliability of financial reporting, effectiveness
and efficiency of operations, and compliance with laws and
regulations; read contracts and other legal documents, such as those
for notes and bonds payable, stock options, and pension plans.

5. Measurement and Performance — Read financial statements, perform
ratio analysis, and inquire of management about key performance
indicators that management uses to measure progress toward its
objectives.

8-9  During the course of the plant tour the CPA will obtain a perspective of the

client’s business, which will contribute to the auditor’s understanding of the entity
and its environment. Remember that an important aspect of the audit will be an
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8-9 (continued)

effective analysis of the inventory cost system. Therefore, the auditor will observe
the nature of the company’s products, the manufacturing facilities and processes,
and the flow of materials so that the information obtained can later be related to
the functions of the cost system.

The nature of the company’s products and the manufacturing facilities and
processes will reveal the features of the cost system that will require close audit
attention. For example, the audit of a company engaged in the custom-manufacture
of costly products such as yachts would require attention to the correct charging
of material and labor to specific jobs, whereas the allocation of material and labor
charges in the audit of a beverage-bottling plant would not be verified on the
same basis. The CPA will note the stages at which finished products emerge and
where additional materials must be added. He or she will also be alert for points
at which scrap is generated or spoilage occurs. The auditor may find it advisable,
after viewing the operations, to refer to auditing literature for problems encountered
and solved by other CPAs in similar audits.

The auditor’s observation of the manufacturing processes will reveal
whether there is idle plant or machinery that may require disclosure in the
financial statements. Should the machinery appear to be old or poorly maintained,
the CPA might expect to find heavy expenditures in the accounts for repairs and
maintenance. On the other hand, if the auditor determines that the company has
recently installed new equipment or constructed a new building, he or she will expect
to find these new assets on the books.

In studying the flow of materials, the auditor will be alert for possible
problems that may arise in connection with the observation of the physical
inventory, and he or she may make preliminary estimates of audit staff
requirements. In this regard, the auditor will notice the various storage areas and
how the materials are stored. The auditor may also keep in mind for further
investigation any apparently obsolete inventory.

The auditor’s study of the flow of materials will disclose the points at which
various documents such as material requisitions arise. He or she will also meet
some of the key manufacturing personnel who may give the auditor an insight into
production problems and other matters such as excess or obsolete materials, and
scrap and spoilage. The auditor will be alert for the attitude of the manufacturing
personnel toward internal controls. The CPA may make some inquiries about the
methods of production scheduling, timekeeping procedures and whether work
standards are employed. As a result of these observations, the internal documents
that relate to the flow of materials will be more meaningful as accounting evidence.

The CPA’s tour of the plant will give him or her an understanding of the
plant terminology that will enable the CPA to communicate fluently with the
client’s personnel. The measures taken by the client to safeguard assets, such
as protection of inventory from fire or theft, will be an indication of the client’s
attention to internal control measures. The location of the receiving and shipping
departments and the procedures in effect will bear upon the CPA’s evaluation of
internal control. The auditor’s overall impression of the client’s plant will suggest
the accuracy and adequacy of the accounting records that will be audited.
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8-10 One type of information the auditor obtains in gaining knowledge about the
clients’ industry is the nature of the client’s products, including the likelihood of
their technological obsolescence and future salability. This information is essential
in helping the auditor evaluate whether the client’s inventory may be obsolete or
have a market value lower than cost.

8-11 A related party is defined by auditing standards as an affiliated company,
principal owner of the client company, or any other party with which the client
deals where one of the parties can influence the management or operating policies
of the other.

Material related party transactions must be disclosed in the financial
statements by management. Therefore, the auditor must identify related parties
and make a reasonable effort to determine that all material related party
transactions have been properly disclosed in the financial statements. Because
instances of fraudulent financial reporting often involve transactions with related
parties, auditors should be alert for the presence of fraud risk.

8-12 Because of the lack of independence between the parties involved,
the Sarbanes-Oxley Act prohibits related party transactions that involve personal
loans to executives. It is now unlawful for any public company to provide
personal credit or loans to any director or executive officer of the company.
Banks or other financial institutions are permitted to make normal loans to
their directors and officers using market rates, such as residential mortgages.

8-13 The recent economic events have led to the collapse of several large
financial services entities that has triggered a broader economic decline
affecting all industries. The unstable economy has resulted in a significant
slowdown in most businesses. These declines are likely to have a significant
impact on financial reporting. First, severe market declines may impact the
accounting for many types of investments and other assets that now may be
impaired or may have experienced significant declines in their fair values. The
determination of those accounts is largely dependent on numerous management
judgments and estimates. Auditors should apply appropriate professional
skepticism as they evaluate management’s judgments and estimates. Second,
the significant lack of sales and other revenues may be placing undue pressure
on management to meet revenue targets, including the need for entity survival.
Thus, there may be a greater presence of fraud risk due to these significant
pressures. Third, auditors should closely evaluate the entity’s ability to continue
as a going concern. There may be several instances where the auditor’s report
should be modified to include an explanatory paragraph describing the auditor’s
substantial doubt about the entity’s ability to continue as a going concern.
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8-14 The information in a mortgage that is likely to be relevant to the auditor
includes the following:

The parties to the agreement

The effective date of the agreement

The amounts included in the agreement

The repayment schedule required by the agreement

The definition and terms of default

Prepayment options and penalties specified in the agreement
Assets pledged or encumbered by the agreement

Liquidity restrictions imposed by the agreement

Purchase restrictions imposed by the agreement

Operating restrictions imposed by the agreement

Requirements for audit reports or other types of reports on compliance
with the agreement

The interest rate specified in the agreement

Any other requirements, limitations, or agreements specified in the
document

—
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8-15 Information in the client’s minutes that is likely to be relevant to the auditor
includes the following:

Declaration of dividends

Authorized compensation of officers

Acceptance of contracts and agreements

Authorization for the acquisition of property

Approval of mergers

Authorization of long-term loans

Approval to pledge securities

Authorization of individuals to sign checks

Reports on the progress of operations

Discussion about outstanding litigation and other contingencies

CONIhLON =~

—

It is important to read the minutes early in the engagement to identify items
that need to be followed up on as a part of conducting the audit. For instance, if a
long-term loan is authorized in the minutes, the auditor will want to make certain
that the loan is recorded as part of long-term liabilities.

8-16 The three categories of client objectives are (1) reliability of financial
reporting, (2) effectiveness and efficiency of operations, and (3) compliance with
laws and regulations. Each of these objectives affects the auditor's assessment
of inherent risk and evidence accumulation as follows:

1. Reliability of financial reporting — If management sees the reliability

of financial reporting as an important objective, and if the auditor
can determine that the financial reporting system is accurate and
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8-16 (continued)

reliable, then the auditor can often reduce his or her assessment of
inherent risk and planned evidence accumulation for material
accounts. In contrast, if management has little regard for the reliability
of management’s financial reporting, the auditor must increase
inherent risk assessments and gather more appropriate evidence
during the audit.

2. Effectiveness and efficiency of operations — This area is of primary
concern to most clients. Auditors need knowledge about the
effectiveness and efficiency of a client’s operations in order to assess
client business risk and inherent risk in the financial statements. For
example, if a client is experiencing inventory management problems,
this would most likely increase the auditor's assessment of inherent
risk for the planned evidence accumulation for inventory.

3. Compliance with laws and regulations — It is important for the
auditor to understand the laws and regulations that affect an audit
client, including significant contracts signed by the client. For example,
the provisions in a pension plan document would significantly affect
the auditor’'s assessment of inherent risk and evidence accumulation
in the audit of unfunded liability for pensions. If the client were in
violation of the provisions of the pension plan document, inherent risk
and planned evidence for pension-related accounts would increase.

8-17 The purpose of a client’s performance measurement system is to measure
the client’s progress toward specific objectives. Performance measurement includes
ratio analysis and benchmarking against key competitors.

Performance measurements for a chain of retail clothing stores could
include gross profit by product line, sales returns as a percentage of clothing
sales, and inventory turnover by product line. An Internet portal’s performance
measurements might include number of Web site hits or search engine speed. A
hotel chain’s performance measures include vacancy percentages and supply
cost per rented room.

8-18 Client business risk is the risk that the client will fail to achieve its objectives.
Sources of client business risk include any of the factors affecting the client and
its environment, including competitor performance, new technology, industry
conditions, and the regulatory environment. The auditor’s primary concern
when evaluating client business risk is the risk of material misstatements in
the financial statements due to client business risk. For example, if the client’s
industry is experiencing a significant and unexpected downturn, client business
risk increases. This increase would most likely increase the risk of material
misstatements in the financial statements. The auditor's assessment of the risk of
material misstatements is then used to classify risks using the audit risk model to
determine the appropriate extent of audit evidence.
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8-19 Management establishes the strategies and business processes followed
by a client’s business. One top management control is management’s philosophy
and operating style, including management’s attitude toward the importance
of internal control. Other top management controls include a well-defined
organizational structure, an effective board of directors, and an involved and
effective audit committee. If the board of directors is effective, this increases
management’s ability to appropriately respond to risks. An effective audit committee
can help management reduce the likelihood of overly aggressive accounting.

8-20 Analytical procedures are performed during the planning phase of an
engagement to assist the auditor in determining the nature, extent, and timing of
work to be performed. Preliminary analytical procedures also help the auditor
identify accounts and classes of transactions where misstatements are likely.
Comparisons that are useful when performing preliminary analytical procedures
include:

Compare client and industry data

Compare client data with similar prior period data

Compare client data with client-determined expected results
Compare client data with auditor-determined expected results
Compare client data with expected results, using nonfinancial data

8-21 Analytical procedures are required during two phases of the audit: (1) during
the planning phase to assist the auditor in determining the nature, extent, and
timing of work to be performed and (2) during the completion phase, as a final
review for material misstatements or financial problems. Analytical procedures are
also often done during the testing phase of the audit as part of the auditor’s further
audit procedures, but they are not required in this phase.

8-22 Gordon could improve the quality of his analytical tests by:

1. Making internal comparisons to ratios of previous years or to budget
forecasts.
2. In cases where the client has more than one branch in different

industries, computing the ratios for each branch and comparing
these to the industry ratios.

8-23 Roger Morris performs ratio and trend analysis at the end of every audit.
By that time, the audit procedures are completed. If the analysis was done at an
interim date, the scope of the audit could be adjusted to compensate for the
findings, especially when the results suggest a greater likelihood of material
misstatements. Analytical procedures must be performed in the planning phase
of the audit and near the completion of the audit.

The use of ratio and trend analysis appears to give Roger Morris an insight
into his client's business and affords him an opportunity to provide excellent
business advice to his client. It also helps provide a richer context for Roger to
really understand his client’s business, which should help Roger in assessing the
risk of material misstatements.
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8-24 The four categories of financial ratios and examples of ratios in each
category are as follows:

1. Short-term debt-paying ability — Cash ratio, quick ratio, and current
ratio.

2. Liquidity activity — Accounts receivable turnover, days to collect
receivables, inventory turnover, and days to sell inventory.

3. Ability to meet long-term debt obligations — Debt to equity and times
interest earned.

4, Profitability — Earnings per share, gross profit percent, profit margin,
return on assets, and return on common equity

m Multiple Choice Questions From CPA Examinations

8-25 a. (3) b. (3) c. (4) d. (1)
8-26 a. (1) b. (4) c. (4)
8-27 a. (4) b. (1) c. (2) d. (4)

m Discussion Questions And Problems

8-28
Audit Activities Related Planning Procedure
1. Send an engagement letter to the (1) Accept client and perform initial
client. audit planning
2. Tour the client’s plant and offices. (2) Understand the client’s business
and industry
3. Compare key ratios for the (4) Perform preliminary analytical
company to industry competitors. procedures
4. Review management’s controls (3) Assess client’s business risk
and procedures.
5. Review the accounting principles (2) Understand the client’s business
unique to the client’s industry. and industry.
6. Determine the likely users of the (1) Accept client and perform initial
financial statements. audit planning.
7. ldentify potential related parties (2) Understand the client’s business
that may require disclosure. and industry
8. ldentify whether any specialists (1) Accept client and perform initial
are required for the engagement. audit planning
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8-29 a.

A related party transaction occurs when one party to a transaction
has the ability to impose contract terms that would not have occurred
if the parties had been unrelated. Accounting standards conclude
that related parties consist of all affiliates of an enterprise, including
(1) its management and their immediate families, (2) its principal
owners and their immediate families, (3) investments accounted for
by the equity method, (4) beneficial employee trusts that are
managed by the management of the enterprise, and (5) any party
that may, or does, deal with the enterprise and has ownership,
control, or significant influence over the management or operating
policies of another party to the extent that an arm’s-length transaction
may not be achieved.

(1)  Related party transaction. Canyon Outdoor has entered into
an operating lease with a company owned by one of the
directors on Canyon’s board. Because the board has control
and significant influence over management of Canyon, the
lease transaction may not be at arm’s length.

(2) Not a related party transaction. The fact that Canyon Outdoor
has purchased inventory items for many years from Hessel
Boating Company is a normal business transaction between
two independent parties. Neither party has an ownership interest
in the other party, and neither has an ability to exercise control
or significance influence over the other.

(3) Related party transaction. The financing provided by Cameron
Bank and Trust through the assistance of Suzanne may not
be at arm’s length given Suzanne’s husband has control and
significant influence over Canyon Outdoors and may have be
able to influence the transaction through his wife’s employment
at the bank or through his influence over Canyon’s management.

(4)  Not a related party transaction. Just because the two owners
are neighbors does not mean that either has significant
influence or control over the other. Mere acquaintance does
not suggest the transactions would not be at arm’s length.

(5)  Not a related party transaction. The declaration and approval of
dividends payable to shareholders is a nhormal board function.

When related party transactions or balances are material, the following
disclosures are required:

1. The nature of the relationship or relationships.

2. A description of the transaction for the period reported on,
including amounts if any, and such other information deemed
necessary to obtain an understanding of the effect on the
financial statements.
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8-29 (continued)

3. The dollar volume of transactions and the effects of any
change in the method of establishing terms from those used
in the preceding period.

4. Amounts due from or to related parties, and if not otherwise
apparent, the terms and manner of settlement.

d. Auditors can determine the existence of material transactions with

related parties by performing the following procedures:

1.

Obtain background information about the client in the manner
discussed in this chapter to enhance understanding of the
client’s industry and business; i.e., examine corporate charter
bylaws, minutes of board meetings, material contracts, etc.
Perform analytical procedures of the nature discussed in
Chapters 7 and 8 to evaluate the possibility of business failure
and assess areas where fraudulent financial reporting is likely.
Review and understand the client’s legal obligations in the
manner discussed in this chapter to become familiar with the
legal environment in which the client operates.

Review the information available in the audit files, such as
permanent files, audit programs, and the preceding year’s
audit documentation for the existence of material non-arm’s-
length transactions. Also discuss with tax and management
personnel assigned to the client their knowledge of management
involvement in material transactions.

Discuss the possibility of fraudulent financial reporting with
company counsel after obtaining permission to do so from
management.

When more than one CPA firm is involved in the audit, exchange
information with them about the nature of material transactions
and the possibility of fraudulent financial reporting.

Investigate whether material transactions occur close to year-
end.

In all material transactions, evaluate whether the parties are
economically independent and have negotiated the transaction
on an arm’s-length basis, and whether each transaction was
transacted for a valid business purpose.

Whenever there are material non-arm’s-length transactions,
each one should be evaluated to determine its nature and
the possibility of its being recorded at the improper amount.
The evaluation should consider whether the transaction was
transacted for a valid business purpose, was not unduly
complex, and was presented in conformity with its substance.
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8-29 (continued)

10.

11.

12.

13.

14.

When management is indebted to the company in a material
amount, evaluate whether management has the financial
ability to settle the obligation. If collateral for the obligation
exists, evaluate its acceptability and value.

Inspect entries in public records concerning the proper recording
of real property transactions and personal property liens.
Make inquiries with related parties to determine the possibility
of inconsistencies between the client’s and related parties’
understanding and recording of transactions that took place
between them.

Inspect the records of the related party to a material transaction
that is recorded by the client in a questionable manner.

When an independent party, such as an attorney or bank, is
significantly involved in a material transaction, ascertain from
them their understanding of the nature and purpose of the
transaction.

8-30 a. First, the minutes of each meeting refer to the minutes of a previous
meeting. The auditor should ensure that they have been provided
access to all noted minutes, including the next year’s minutes,
probably for March 2012, to make sure the previous minutes referred
to were those from October 21, 2011.

Additionally, the auditor will request the client to include a

statement in the client representation letter stating that all minutes
were provided to the auditor.

b.
INFORMATION RELEVANT
TO 2011 AUDIT AUDIT ACTION REQUIRED
March 5: Calculate the total dividends and determine that
1. Increase in annual dividends paid to shareholders are properly reflected in
dividend payment. the financial statements.
2. Approval of additional During analytical procedures, an increase in administrative

administration expenses | expenses should be included in the auditor's expectation

to open offices in

of the expense balance. The auditor should be alert for

Portland. other potential commitments that may have been made to
open offices in the Northwest region.
3. Approval to engage in Determine the status of any potential acquisition or

negotiations for a

merger negotiations. Be alert for any commitments that

potential acquisition. may have been made as part of the negotiations

process that may warrant financial statement disclosure.
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8-30 (continued)

INFORMATION RELEVANT

TO 2011 AUDIT

AUDIT ACTION REQUIRED

4. Potential negative

findings from EPA
investigation.

Evaluate the status of any resolution of negotiations with
the EPA regarding findings in their report. Determine if
any final determinations have been made about
potential fines. Evaluate the need for recording any
provisions for a loss contingency or disclosure of the
status of the negotiations.

1.

Reduction in sales and
the related cutback in
labor and shipping costs.

5. Officers’ bonuses. Determine whether bonuses were accrued at 12-31-10
and were paid in 2011. Consider the tax implications of
unpaid bonuses to officers.
6. Discussion at the Determine what, if any, decisions made at either
Audit Committee meeting have any impact on the audit of the financial
and Compensation statements.
Committee.

October 21:

During analytical procedures, both the decrease in
revenues and the decreases in labor and shipping costs
should be included in the auditor's expectation of the
related account balances. The auditor should be alert to
the fact that the drop in operating performance might
create undue incentives and pressures that could highlight
the risk of fraud.

2. Approval of the

acquisition and related
financing.

Examine acquisition documentation and financing
documentation to understand the impact to the financial
statements for recording the acquisition and the debt
transaction. Consider what commitments and
contingencies exist and evaluate the appropriateness of
the recording of the acquisition transaction and related
disclosures.

deficiencies in internal
control.

3. Consideration of a new Determine if the new incentive stock option plan has
incentive stock option been approved. If so, consider any accounting
plan. treatments required to reflect any commitments on the
part of the company and evaluate the tax implication of
the plan and need for related disclosure.
4. Identification of Discuss with management the nature of the deficiencies

in internal control and evaluate the impact of any
remediation activities to address the deficiencies.
Evaluate the impact of remediation on the auditor’s tests
of controls and need for substantive procedures.
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8-30 (continued)

INFORMATION RELEVANT

TO 2011 AUDIT AUDIT ACTION REQUIRED

5. Resolution of the EPA Examine the EPA resolution agreement and determine if
report findings. the provision has been recorded for the expected costs

to modify the air handling equipment . Consider the
need for any additional disclosures of this resolution.

6. Discussion at the Audit Determine what, if any, decisions made at either
Committee and meeting have any impact on the audit of the financial
Compensation statements.

Committee.

C. The auditor should have obtained and read the March minutes,
before completing the 12-31-10 audit. Two items were especially
relevant and require follow-up for the 12-31-10 audit: the investigation
by the EPA and approval for the 12-31-10 bonuses.

8-31
Statement Related Stage of Audit
1. Not required during this stage. 2. Substantive testing
2. Should focus on enhancing the 1. Planning the audit
auditor’s understanding of the
client’s business and the
transactions and events that have
occurred since the last audit date.
3. Should focus on identifying areas 1. Planning the audit
that may represent specific risks
relevant to the audit.
4. Require documentation in the 2. Substantive testing
working papers of the auditor’s
expectation of the ratio or account
balance.
5. Do not result in detection of 4. Statement is not correct concerning
misstatements. analytical procedures
6. Designed to obtain evidential 2. Substantive testing
matter about particular assertions
related to account balances or
classes of transactions.
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8-31 (continued)

Statement Related Stage of Audit

7. Generally use data aggregated at 2. Substantive testing
a lower level than the other stages.

8. Should include reading the 3. Overall review
financial statements and notes to
consider the adequacy of evidence
gathered.

9. Involve reconciliation of 4. Statement is not correct concerning
confirmation replies with recorded analytical procedures
book amounts.

10. Use of preliminary or unadjusted 1. Planning the audit
working trial balance as a source
of data.

11. Expected to result in reduced level | 2. Substantive testing

of detection risk.
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8-33 a.

8-34 a.

Gross margin percentage for drug and nondrug sales is as follows:

DRUGS NONDRUGS
2011 40.6% 32.0%
2010 42.2% 32.0%
2009 42.1% 31.9%
2008 42.3% 31.8%

The explanation given by Adams is correct in part, but appears to be
overstated. The gross margin percentage for nondrugs is approximately
consistent. For drugs, the percent dropped significantly in the current
year, far more than industry declines. The percent had been extremely
stable before 2011. In dollars, the difference is approximately
$82,000 (42.2% - 40.6% x $5,126,000) which appears to be
significant. Of course, the decline in Jones' prices may be greater
than the industry due to exceptional competition.

As the auditor, you cannot accept Adams' explanation if $82,000 is
material. The decline in gross margin could be due to an understatement
of drug inventory, a theft of drug inventory, or understated sales.
Further investigation is required to determine if the decline is due
to competitive factors or to a misstatement of income.

1. Commission expense could be overstated during the current
year or could have been understated during each of the past
several years. Or, sales may have been understated during
the current year or could have been overstated in each of the
past several years.

2. Obsolete or unsalable inventory may be present and may
require markdown to the lower of cost or market.
3. Especially when combined with 2 above, there is a high likelihood

that obsolete or unsalable inventory may be present. Inventory
appears to be maintained at a higher level than is necessary
for the company.

4, Collection of accounts receivable appears to be a problem.
Additional provision for uncollectible accounts may be necessary.

5. Especially when combined with 4 above, the allowance for
uncollectible accounts may be understated.

6. Depreciation expenses may be understated for the year.
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8-34 (continued)

b.

8-35

ITEM 1 - Make an estimated calculation of total commission expense
by multiplying the standard commission rate times commission
sales for each of the last two years. Compare the resulting amount
to the commission expense for that year. For whichever year
appears to be out of line, select a sample of individual sales and
recompute the commission, comparing it to the commission recorded.

ITEMS 2 AND 3 - Select a sample of the larger inventory items (by
dollar value) and have the client schedule subsequent transactions
affecting these items. Note the ability of the company to sell the
items and the selling prices obtained by the client. For any items
that the client is selling below cost plus a reasonable markup to
cover selling expenses, or for items that the client has been unable to
sell, propose that the client mark down the inventory to market value.

ITEMS 4 AND 5 - Select a sample of the larger and older accounts
receivable and have the client schedule subsequent payments and
credits for each of these accounts. For the larger accounts that
show no substantial payments, examine credit reports and recent
financial statements to determine the customers' ability to pay.
Discuss each account for which substantial payment has not been
received with the credit manager and determine the need for
additional allowance for uncollectible accounts.

ITEM 6 - Discuss the reason for the reduced depreciation expense
with the client personnel responsible for the fixed assets accounts.
If they indicate that the change resulted from a preponderance of
fully depreciated assets, test the detail records to determine that the
explanation is reasonable. If no satisfactory explanation is given,
expand the tests of depreciation until satisfied that the provision is
reasonable for the year.

RATIO
NUMBER

NEED FOR REASON FOR NATURE OF
INVESTIGATION INVESTIGATION INVESTIGATION

1.

Yes Current ratio has Obtain explanation for the
decreased from previous decrease in current ratio
year and is significantly and investigate the effect
lower than the industry on the company's ability
averages. This could to operate, obtain needed
indicate a shortage of financing, and meet the
working capital required requirements of its debt
for competition in this agreements.

industry.

8-17


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

8-35 (continued)

RATIO NEED FOR REASON FOR NATURE OF
NUMBER | INVESTIGATION INVESTIGATION INVESTIGATION
2. Yes An 11-2/3% increase in Determine the cause of
the amount of time the change in the time to
required to collect collect and evaluate the
receivables provides less long-term effect on the
cash with which to pay company's ability to
bills. This change could collect receivables and
represent a change in the pay its bills. The
collection policy, which difference between the
could have a significant company's and the
effect on the company in industry's days to collect
the future. It may also could indicate a more
indicate that a larger strict credit policy for the
allowance for uncollectible | company. The investigation
accounts may be needed if | of this possibility could
accounts receivable are indicate that the company
less collectible than in is forfeiting a large number
2010. of sales and lead to a
recommendation for a
more lenient credit policy.
3. Yes The difference in the Investigate the reasons
company's days to sell and | for the difference in the
the industry is significant. days to sell between the
This could indicate that the | company and the
company is operating with | industry. Determine the
too low an inventory level effect on the company in
causing stock-outs and terms of customer
customer dissatisfaction. dissatisfaction and lost
In the long term, this could | customers due to stock-
have a significant adverse | outs or long waits for
effect on the company. delivery.
4. No N/A N/A
5. Yes The industry average Investigate the market

increased almost 10%
indicating that the industry
is building inventories
either intentionally to fill an
increased demand or
unintentionally due to
decreased demand and
inability to dispose of
inventory (as indicated
further by significant
decrease in the industry
gross profit percent - see 8
below).

demand for the
company's product to
determine if a significant
disposal problem may
exist. There may be a net
realizable value problem
due to these conditions.
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8-35 (continued)

RATIO NEED FOR REASON FOR NATURE OF
NUMBER | INVESTIGATION INVESTIGATION INVESTIGATION
6. No N/A N/A
7. No N/A N/A
8. Yes The company appears to Determine the reason for
have raised prices during the change in the
the past year to achieve industry's gross profit
the gross profit % of the percent and the effect this
industry. However, it might have on the
appears that the industry's | company.
gross profit % has been
reduced from either
increased cost of goods
which could not be passed
on to customers in price
increases or reduction in
selling prices from
competition, decreased
demand for product, or
overproduction. The result
of these changes could be
significant to the
company's ability to
produce a profit on its
operations.
9. No N/A N/A
b. Mahogany Products operations differ significantly from the industry.
Mahogany has operated in the past with higher turnover of
inventory and receivables by selling at a lower gross margin and
lower operating earnings. However, the company has changed
significantly during the past year. The days to convert inventory to
cash have increased 7% (11 days), while the current ratio has
decreased by 15%. The company was able to increase its gross
margin percent during the year when the industry was experiencing
a significant decline in gross margin.
8-36 a. The company's financial position is deteriorating significantly. The

company's ability to pay its bills is marginal (quick ratio = 0.97) and
its ability to generate cash is weak (days to convert inventory to
cash = 266.7 in 2011 versus 173.8 in 2007). The earnings per
share figure is misleading because it appears stable while the ratio
of net income to common equity has been halved in two years. The
accounts receivable may contain a significant amount of uncollectible
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accounts (accounts receivable turnover reduced 25% in four years),
and the inventory may have a significant amount of unsalable
goods included therein (inventory turnover reduced 40% in four
years). The company's burden for increased inventory and accounts
receivable levels has required additional borrowings. The company
may experience problems in paying its operating liabilities and
required debt repayments in the near future.

ADDITIONAL
INFORMATION

REASON FOR ADDITIONAL INFORMATION

. Debt repayment
requirements, lease
payment requirements,
and preferred dividend
requirements

To project the cash requirements for the next several years
in order to estimate the company's ability to meet its
obligations.

. Debt to equity ratio

To see the company's capital investment and ability of the
company to exist on its present investment.

. Industry average ratios

To compare the company's ratios to those of the average
company in its industry to identify possible problem areas
in the company.

. Aging of accounts
receivable, bad debt
history, and analysis of
allowance for
uncollectible accounts

To see the collection potential and experience in accounts
receivable. To compare the allowance for uncollectible
accounts to the collection experience and determine the
reasonableness of the allowance.

. Aging of inventory and

history of markdown
taken

To compare the age of the inventory to the markdown
experience since the turnover has decreased significantly.
To evaluate the net realizable value of the inventory.

Short- and long-term
liquidity trend ratios

To indicate whether the company may have liquidity
problems within the next five years.

C. Based on the ratios shown, the following aspects of the company
should receive special emphasis in the audit:

1. Ability of the company to continue to acquire inventory,
replace obsolete or worn-out fixed assets, and meet its debt
obligations based on its current cash position.

2. Reasonableness of the allowance for uncollectible accounts
based on the reduction in accounts receivable turnover and
increase in days to collect receivables.
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8-36 (continued)

8-37 a.

3.

Reasonableness of the inventory valuation based on the
decreased inventory turnover and increased days to sell
inventory.

Computation of the earnings per share figure. It appears
inconsistent that earnings per share could remain relatively
stable when net earnings divided by common equity has
decreased by 50%. This could be due to additional stock
offerings during the period, or a stock split.

eBay’s decision to offer goods for sale at fixed prices in addition to
goods offered through its Internet auctions may be related to any of
these possible business strategies:

Match Competition. Because other retailers offer products at
fixed prices through the Internet, eBay’s ability to offer products
at fixed prices allows eBay to attract customers interested in
purchasing goods offered by other retailers. Customers less
interested in participating in online auctions may come to
eBay to purchase items at fixed prices instead of visiting
other retailer's Web sites. Thus, eBay may have decided that
it needed to also offer products at fixed prices to match their
competition and meet consumer expectations in the marketplace.
Target New Markets. Many consumers may not be willing to
participate in online auctions due to the inconvenience of
refreshing their online bids during the auction period. By offering
products at fixed prices to consumers through its Web site,
eBay may be able to expand its market to consumers who
do not choose to participate in the online auction.

Examples of business risks associated with the eBay’s operations
may include the following:

Insufficient Capacity to Handle Demand. If demand for products
through the eBay Web site exceeds expectations, internal
systems may not be able to handle the volume of auctions and
the processing of completed transactions in a timely fashion.
Customer Satisfaction with Product. Because eBay products
are offered by independent third parties, eBay faces risks
related to product quality. If products acquired through eBay
fail to meet consumer expectation for quality, customer use
of eBay auctions may deteriorate over time.
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8-37 (continued)

] Consumer Privacy. Given that online consumers will be
providing confidential personal information, including credit card
data, eBay’s system must be designed to protect consumer
privacy during transmission and processing of orders.
Breaches in consumer privacy may affect future demand for
online sales and may increase legal exposure to the company.

[ Internet Availability. eBay’s business model is dependent
solely on access to auctions through the Internet. During
periods when the Internet is not available, eBay is unable to
conduct business. If Internet outages are lengthy or frequent,
consumers may be less interested in shopping on eBay.

C. The decision by eBay to acquire the online payment service, PayPal,
streamlines the payment process between buyers and sellers on the
eBay auctions. eBay’s business risk may be affected if the payment
process fails to work properly. PayPal enables customers, whether
an individual or business, with an email address to securely, easily
and quickly send and receive payments online. PayPal's service
builds on the existing financial infrastructure of bank accounts and
has tens of millions of registered accounts. Acquiring PayPal allows
eBay to reduce business risk by ensuring they control this important
aspect of the payment process in online commerce.

eBay’s business model is totally dependent on buyer and seller
easy access to the Internet. The decision to acquire the Internet
communications company, Skype, may have been based on the view
that the acquisition would strengthen eBay’s access to the fastest
growing Internet communications company. That helps ensure the
company controls this important aspect of its business model.

d. The decision to sell most of its interest in Skype may been based on the
company’s desire to focus its strategy on facilitating online auctions.
Skype’s primary business model is to provide communications via
the Internet. However, at this point in the online auction services
market that type of communication is not critical to the service
provided by eBay. Thus, the decision to streamline eBay’s strategic
focus may have actually reduced some aspects of business risk by
allowing eBay management to be more focused on aspects related
to online auctions rather than understanding the market for Internet
based communications. However, eBay is assuming some business
risk in the event Internet based communications in the future become
critical to the online sales of products and services. Then, eBay’s
decision to exit the communications company may ultimately put
them behind competitors who more successfully integrate online
communications to the online sales and auction services.
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8-37 (continued)

e.

m Cases

Each of the business risks identified in “b” may lead to an increased
risk of material misstatements in the financial statements, if not
effectively managed.

Insufficient Capacity to Handle Demand. If demand for
products through the eBay Web site exceeds the company’s
ability to process orders in a timely fashion, consumers may
cancel earlier recorded orders or request returns when delivery
occurs well beyond the expected delivery date. The accounting
systems must be designed to accurately reflect cancellations
and returns in a timely fashion consistent with GAAP.
Additionally, if the processing of orders is significantly delayed,
the accounting systems must be adequately designed to
ensure sales are not recorded prematurely (e.g., not until
delivery).

Customer Satisfaction with Product. While the independent
sellers who offer products on eBay auctions bear primary
responsibility for product quality, some customers may seek
financial reimbursement from eBay when products are not
delivered or are in poor quality. Thus, eBay’s financial
statements may need to include reserves for product returns.
Consumer Privacy. If consumer privacy is breached, existing
sales may be cancelled or returns beyond the normal period
may be requested. Such activity would need to be properly
reflected in the financial statements. Additionally, legal
exposures may increase, which may require additional
financial statement disclosures.

Internet Availability. The lack of Internet availability will may
lead to penalties or fee payments to online sellers who use
eBay to auction goods and to online advertising wanting to
place advertisements on the eBay site. When the Internet is
down, there may be fees owed to sellers and advertisers.

8-38 This case illustrates the common problem of an audit partner having to
allocate his scarcest resource—his time. In this case, Winston Black neglects a
new client for an existing one and causes himself several serious problems.

a.

Auditing standards incorporate the AICPA’s statement of quality
control standards governing an audit practice. One of the quality
control standards requires that firms maintain client acceptance
procedures. Henson, Davis has such a policy; however, whatever
enforcement mechanism for compliance with it must not be
sufficient, as McMullan Resources was accepted without the
procedures being completed. More to the point, auditing standards
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8-38 (continued)

make the importance of adequate communication by a successor
auditor with the predecessor auditor abundantly clear. In this case,
Sarah Beale initiated a communication, but then left it incomplete
when the predecessor auditor did not return her call. She rationalized
this away by accepting representations from the new client. Of
course, the predecessor auditor may be able to offer information
that conflicts with the new client’s best interest. It is not appropriate
or in accordance with auditing standards to consider management’s
representations in lieu of a direct communication with the predecessor
auditor. The client should not have been accepted until a sufficient
communication occurred.

Can this be remedied? Yes and no. While AU auditing
standards require communication with the predecessor auditor before
accepting the engagement, a communication with the predecessor
auditor should be conducted now, presumably by Black. However,
if alarming information were obtained, Henson, Davis would find
itself in the awkward position of having accepted a client it might not
want. In that case, if it decides to withdraw from the engagement, it
may be breaching a contractual obligation. If it continues, it may be
taking an unwanted level of business and/or audit risk.

A related implication is the wisdom of Black’s assumption
about Beale’s competence and how that affects her performance
on the engagement. Black relied on Beale extensively, yet Beale’s
performance on the new client acceptance was deficient. Does this
mean that Beale’s performance in other areas was deficient as well?
Certainly, Black can do a thorough review of Beale’s work, but review
may or may not reveal all engagement deficiencies.

Black’s handling of this engagement also implies something
about his attitude and objectivity. This was an initial engagement, yet
he delegated almost all responsibility up to final review to Beale. He
got credit for bringing in the new client, which directly benefited him
in terms of his compensation. It would be against his best interest to
not accept (withdraw from) this client. If he is unwilling to “do the right
thing” here, how will he handle other difficult audit problems?

b. In the audit of long-term contracts, it is essential to obtain assurance
that the contract is enforceable so that income can be recognized
on the percentage-of-completion basis. It is also important to consider
other aspects of the contract that relate to various accounting aspects,
such as price and other terms, cancellation privileges, penalties, and
contingencies. In this case, Beale has concluded that the signed
contract, written in French, is McMullan’s “standard” contract, based
on client representation. Of course, auditing standards require that
management’s representations, a weak form of evidence, be
corroborated with other evidence where possible. Beale might argue
that the confirmation obtained constitutes such evidence.
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8-38 (continued)

Beale’s argument may seem logical with regard to
enforcement, however, the confirmation form refers to existing
disputes. It says nothing about contractual clauses that may
foreshadow enforceability. For that reason the audit program requires
the contract to be read. How would an auditor know whether the
contract form was that of a standard contract without reading it?
Furthermore, it may be unrealistic to assume there is such a thing
as a “standard” contract in the first place. Long-term and short-term
contracts are the result of negotiation and often contain special
clauses and changed language.

In this case, not reading the contract was an insufficiency
and the French-language copy should be translated by an
independent translator and read by the auditors.

C. Compliance with GAAS is a matter that is always subject to
professional judgment. One professional auditor may conclude he
or she has complied with GAAS, and another would conclude that
GAAS has been violated, so these matters are very seldom clear
cut. However, in this case, it appears that Black and Beale may
have violated GAAS in the following ways:

Standard of Field Work No. 1 - The auditor must adequately plan
the work and must supervise any assistants. The requirements of
predecessor and successor auditor communications discussed above
relate to this standard. More generally, the audit partner should
participate in planning, at least with a timely review. This would be
more important than otherwise in the situation of a first-time
engagement, as we have here. Similarly, some level of on-going
partner supervision would seem prudent and logical. Black,
apparently, did not really participate at all until final review.

Standard of Field Work No. 3 — The auditor must obtain sufficient
appropriate audit evidence by performing audit procedures to afford
a reasonable basis for an opinion regarding the financial statements
under audit. As discussed above, the work on the Montreal contract
was deficient and further evidence is required.

In addition, whenever the field work standards are violated
there are implied violations of other standards. It might be argued
that Beale was not proficient as an auditor because of her failures
with the new client acceptance procedures and the Montreal
contract. Similarly, it might be argued that due professional care
was not taken both by Beale and by Black for delegating so much
to Beale.
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8-39 a.

When the computer option is assigned, an Excel spreadsheet
(Filename P839.xls) is used to compute a set of ratios as would be
done manually (as shown below.) Five specific aspects of using the
computer in doing this are discussed below. The first applies to both
the manual and the computer approach.

1.

Computation of ratios. The selection of ratios is arbitrary and
should include a set that gives a good overview of all aspects
of the company's financial statements that the user is
interested in. And, in computing specific ratios, certain decisions
must be made, such as whether to use net sales or gross
sales. The formulas for the ratios selected for this solution
are shown below. Note: where possible, the solution uses
average balances (inventory and accounts receivable, for
example) when required by the ratio formulas. Because
2007 balances are not available for computing 2008 average
inventory and receivables, the solution does not calculate
average inventory and calculate average inventory and
accounts receivable turnover ratios for 2008.

Quick ratio = (cash + accounts receivable - allowance for
doubtful accounts) / current liabilities

Gross margin/sales = gross margin / gross sales

Average inventory turnover = (cost of goods sold) / average
inventory

Current ratio = Current assets / current liabilities

Average days to collect receivables = (average accounts
receivable x 360) / (net sales)

Net income/total assets = (self-explanatory)
Net income/sales = net income / gross sales
Sales/equity = Gross sales / equity
Debt/equity = (total liabilities) / total equity
Net income/equity = (self-explanatory)

Allowance for doubtful accounts / accounts receivable = (self
explanatory)

Bad debts/sales = bad debts / gross sales

Sales returns and allowances/sales = sales returns and
allowances/gross sales
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8-39 (continued)

A1

A5

A47

2.

Set-up. Excel spreadsheets must be planned in advance.
This can be referred to as "set-up." A useful technique is to
use a block diagram to plan the set-up. This helps see the
overall shape and content of the spreadsheet and is helpful
for guiding its detailed preparation and how outputs will be
controlled and formatted. A block diagram for this spreadsheet
follows. It shows the spreadsheet divided into three sections:
the heading, the input section, where data will be entered,
and the results section where the ratios will be calculated. A
vertical structure is used to facilitate printouts that will fit in
an 8-1/2 x 14 inch format. The structure could just as easily
be side-by-side.

G2

G43

Rows
for
various
ratios

Columns for years 11-08

Formulas for
ratios

G71
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8-39 (continued)

3.

Check on accuracy of inputs. A major concern is knowing that
input data has been entered accurately. This can usually be
achieved by two alternative procedures. The first is computing
totals and comparing them to check figures. For example,
the details of assets can be computed and added to 100.
The second procedure is verification of details on a figure-
by-figure basis back to the source.
Treatment of negative values. Negative values can be entered
as negative inputs or positive inputs. It is important to respond
properly to the treatment used when the values are included
in computations.
Check on accuracy of formulas. One of the biggest problems
with using spreadsheets is errors in the development of formulas.
One use of each formula should be done manually to check its
correctness and the formulas should receive a careful second
party review. If this second step is impractical, a second party
should at least review the results for reasonableness.
Templates for the computer solutions prepared using
Excel are included on the Companion Website.

Solomon Bros. Manufacturing Co.
Analytical Procedures

Calculated from
adjusted year-end balances

KEY RATIOS 2011 2010 2009 2008

Quick .96 .83 .81 .74
Gross margin/sales 21.0% 22.1% 23.2% 25.0%
Average inventory turnover 1.79 1.82 1.93 NA
Current 2.19 1.96 1.91 1.75
Average days to collect receivables 131.10 123.94 116.06 NA
Net income/total assets 3.9% 3.9% 3.9% 4.3%
Net income/sales 5.0% 5.2% 5.3% 6.1%
Sales/equity 3.89:1 4.37:1 4.88:1 5.27:1
Debt/equity 4.02:1 4.82:1 5.64:1 6.42:1
Net income/equity .19:1 .23:1 .26:1 .32:1
f\ellc?e\/;/\?an;: for doubtful accounts/ accounts 10.6% 11.5% 12.5% 14.8%
Bad debts/sales 3.7% 4.0% 4.1% 4.6%
Sales returns and allowances/ gross sales 3.1% 3.0% 3.0% 2.9%
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8-39 (continued)

The Solomon brothers are considering going public to expand
the business at a time that land and building costs in Boston are at
extremely inflated values. Presently gross profit margins are 21% of
sales and net income is 5% of sales. Both ratios decreased during
the past year. To finance expansion, additional debt is out of the
question because long-term debt is presently extremely high (debt
to equity ratio is 4.02). Depreciation on new plant and equipment at
the inflated prices will cause high depreciation charges, which may
significantly reduce the profit margins.

b. The account that is of the greatest concern is allowance for uncollectible
accounts. The following are three key analytical procedures indicating
a possible misstatement of allowance for uncollectible accounts:

1. Breakdown of the
aging in percent 2011 2010 2009 2008
0 - 30 days 39.8% 42 1% 46.0% 49.9%
31 - 60 days 33.5% 33.3% 32.0% 30.1%
61 - 120 days 19.1% 17.6% 16.0% 15.0%
over 120 days 7.6% 7.0% 6.0% 5.0%
100.0% 100.0% 100.0% 100.0%
2. Allowance/accounts
receivable 10.6% 11.5% 12.5% 14.8%
3. Bad debts/sales 3.7% 4.0% 4.1% 4.6%

It appears that the allowance is understated:

1. If accounts were as collectible as before, allowance/accounts
receivable should be about constant.

2. If accounts become less collectible, allowance/accounts
receivable should increase.

3. Number 2 seems to be the case.

The aging of accounts receivable shows a deterioration in the
overall aging (0-30 decreased significantly in the past several years,
while those in all other categories increased), while the allowance
for uncollectible accounts as a percentage of accounts receivable
has decreased from 14.8% to 10.6%. This indicates that the allowance
for uncollectible accounts may be understated, especially considering
the trend between 2008 and 2010.

Accounts Receivable.

The average days to collect receivables has increased steadily over
the four-year period, which indicates that some accounts may not
be collectible. This idea is supported by the deterioration in overall
aging noted above.
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8-39 (continued)

m Integrated Case Application

8-40

Sales.

Finally, gross margin as a percentage of sales has declined steadily
over the four-year period from 25% to 21%. Net Income/Sales has
also declined. The auditor should seek an explanation from the
client for these trends.

PINNACLE MANUFACTURING—PART |

% Change % Change
Account Balance 2010-2011 2009-2010
Net sales 1.45% 2.70%
Cost of goods sold 2.85% 4.18%
Operating expenses -2.51% 2.40%
Income from operations 1.87% -23.10%
Net receivables 51.30% 8.61%
Inventory 26.23% 1.05%
Accounts payable 37.09% 24.71%
Long-term debt 9.30% -0.17%
Amounts (in thousands)

Ratios 2011 2010 2009

Current assets 53,172 41,625 41,406

Current ratio: Current liab. 30,413 21,527 18,942

1.75 1.93 2.19

Debt to equity Debt 54,833 43,868 41,322

Equity 60,602 59,392 58,353

90.5% 73.9% 70.8%

Net income b/t 2,093 1,897 3,059

Net income bt/sales  Sales 150,738 148,586 144,686

1.4% 1.3% 2.1%

Gross margin % Gross profit 41,453 42,331 42,698

Sales 150,738 148,586 144,686

27.5% 28.5% 29.5%

Inventory turnover COGS 109,285 106,255 101,988

Ave. inventory 28,887 25,404 25,272

3.8 4.2 4.0

While Pinnacle continues to experience some growth in net sales in
2011 over 2010, that growth is less than the growth in 2010 over 2009.
Unfortunately, cost of goods sold continues to increase at higher rates
than increases in sales resulting in lower gross margin percentages in
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8-40 (continued)

2011, although the increase in cost of goods sold in 2011 over 2010
was not as significant as the increase in 2010 over 2009.

Apparently Pinnacle management made changes that have
reduced overall operating expenses given the 2.51% decline in operating
expenses in 2011 over 2010. Those changes resulted in an increase in
income from operations in 2011 relative to the decrease experienced in
2010 and a slight increase in net income before taxes in 2011 over 2010.

While profitable, the review of changes in balance sheet
accounts indicates that receivables are increasing at significant rates
(51.30% in 2011) relative to increases in sales of only 1.45%. This
buildup in receivables may lead to significant collection challenges in
2011 and beyond. Similarly, buildup of inventory may lead to excess
amounts of inventory, especially if sales do not continue to increase
beyond 2011. Concerns about inventory obsolescence are likely to be
increasing given the slower inventory turnover in 2011.

The reduction in the current ratio suggests that liquidity is
decreasing in 2011 relative to prior years. The increase in accounts
payable to finance the inventory buildup in addition to increases in
long-term debt suggests that management is increasing its borrowings
to provide cash flow during a time where cash collections from
receivables appear to be slowing as receivables continue to build.
Increased borrowings (both short-term and long-term) will place greater
needs on managing cash flow and liquidity in 2011 and beyond.

d. See page 8-33 for Pinnacle’s common-size income statement. For
the overall financial statements, the focus is on all accounts except
direct expenses. For the direct expenses, it is better to use the
disaggregated information. The suggested solution was prepared
using Excel (Filename P840.xIs).

Estimate of $ Amount
Account Balance of Potential Misstatement

Salaries & Wages Salary and wages expenses are lower
this year relative to prior years. Need to
determine if salaried workers were laid off
or terminated and extent that number of
hourly workers or overtime was reduced

in 2011.

Property taxes Decrease of $155,000 when property
increased

Bad debts See requirement g for an analysis
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8-40 (continued)

Depreciation expense

Federal Income Taxes

Interest expense

Increase of almost $700,000, perhaps
partly due to new building and equipment
purchases

FIT as a % of NIBT was 45% in 2010.
45% of 2011 NIBT is $941.9 million.
Actual FIT for 2011 was $883.4 million.
Difference of $585,000.

Short-term plus long-term interest bearing
debt increased by 22%, from $32.6 million
in 2010 to $39.8 million in 2011, but
interest expense decreased. If interest
rates have not changed, interest expense
would be expected to increase by a
similar amount to $2,804,800 ($2,299,000
x 1.22). Potential misstatement of
$622,900 ($2,804,800 - $2,181,900).

e. See pages 8-34 to 8-36 for common-size income statement for
each of Pinnacle’s three divisions. The suggested solution was
prepared using Excel (Filename P840.xls). For disaggregated
information it is best to ignore the allocated expenses.

Account Balance

Welburn:
Security

Solar Electro:
Payroll benefits

Legal Service

Miscellaneous

Estimate of $ Amount
of Potential Misstatement

Decrease of $70,000 or 36% of sales
relative to 43% in 2010 and 2009.

Increased almost $50,000 while salaries and
wages decreased. Potential misallocation
between divisions.

Large increase may be indicative of other
issues affecting disclosures and asset or
liability valuation.

$200,000 increase needs investigation.
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8-40 (continued)

(part of requirement d)

Pinnacle Manufacturing Company
Income Statement - All Divisions
For the Year Ended December 31

2011 2011 2010 2010 2009 2009

Dollar % of Dollar % of Dollar % of

Value Sales Value Sales Value Sales
Sales 150,918,731 100.00% 148,764,555 100.00% 144,860,245 100.00%
Sales Returns and Allowances 181,103 0.12% 178,518 0.12% 173,832 0.12%
Cost of Sales* 109,284,780 72.41% 106,255,499 71.43% 101,988,165 70.40%
Gross Profit 41,452,848 27.47% 42,330,538 28.45% 42,698,248 29.48%
OPERATING EXPENSES-Allocated
Salaries-Management 2,281,266 1.51% 2,387,993 1.61% 2,295,081 1.58%
Salaries-Office 315,169 0.21% 296,681 0.20% 306,856 0.21%
Licensing and certification fees 190,650 0.13% 172,883 0.12% 162,279 0.11%
Security 550,603 0.36% 637,580 0.43% 630,353 0.44%
Insurance 93,197 0.06% 103,842 0.07% 108,491 0.07%
Medical benefits 23,721 0.02% 29,453 0.02% 28,810 0.02%
Advertising 162,512 0.11% 178,009 0.12% 165,678 0.11%
Business publications 6,989 0.00% 5,555 0.00% 774 0.00%
Property taxes 22,585 0.01% 178,009 0.12% 175,692 0.12%
Bad debts 841,699 0.56% 1,034,060 0.70% 992,094 0.68%
Depreciation expense 5,336,783 3.54% 4,641,982 3.12% 4,367,565 3.02%
Accounting fees 273,956 0.18% 297,777 0.20% 299,789 0.21%
Total operating expenses-Allocated 10,099,130 6.69% 9,963,824 6.70% 9,533,462 6.58%
OPERATING EXPENSES-Direct
Salaries-Sales 14,970,669 9.92% 15,327,777 10.30% 14,904,392 10.29%
Wages Rental 491,794 0.33% 595,389 0.40% 575,725 0.40%
Wages-Mechanics 1,113,539 0.74% 1,339,626 0.90% 1,333,411 0.92%
Wages-Warehouse 4,891,065 3.24% 5,340,271 3.59% 5,473,249 3.78%
Garbage collection 27,649 0.02% 29,771 0.02% 37,969 0.03%
Payroll benefits 2,657,889 1.76% 2,937,730 1.97% 2,894,300 2.00%
Rent- Warehouse 802,855 0.53% 764,346 0.51% 758,345 0.52%
Telephone 32,402 0.02% 45,173 0.03% 57,867 0.04%
Utilities 262,393 0.17% 267,005 0.18% 274,365 0.19%
Postage 89,763 0.06% 133,518 0.09% 151,278 0.10%
Linen service 17,282 0.01% 12,350 0.01% 16,083 0.01%
Repairs and maintenance 166,985 0.11% 168,405 0.11% 178,213 0.12%
Cleaning service 89,800 0.06% 81,589 0.05% 78,088 0.05%
Legal service 396,016 0.26% 190,540 0.13% 152,238 0.11%
Fuel 286,547 0.19% 341,192 0.23% 279,512 0.19%
Travel and entertainment 103,389 0.07% 103,842 0.07% 100,479 0.07%
Pension expense 228,555 0.15% 237,350 0.16% 127,011 0.09%
Office supplies 149,828 0.10% 148,340 0.10% 171,109 0.12%
Miscellaneous 300,188 0.20% 105,931 0.07% 144,012 0.10%
Total operating expenses-Direct 27,078,608 17.94% 28,170,145 18.94% 27,707,646 19.13%
Total Operating Expenses 37,177,738 24.63% 38,133,969 25.63% 37,241,108 25.71%
Operating Income 4,275,110 2.83% 4,196,569 2.82% 5,457,140 3.77%
Other Expense-Interest 2,181,948 1.45% 2.299.217 1.55% 2.397.953 1.66%
Income Before Taxes 2,093,162 1.39% 1,897,352 1.28% 3,059,187 2.11%
Federal Income Taxes 883,437 0.59% 858,941 0.58% 1,341,536 0.93%
Net Income 1,209,725 0.80% 1,038,411 0.70% 1,717,651 1.19%

*  Details of manufacturing expenses are not
included in this schedule.
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8-40 (continued)

(part of requirement e)

Pinncacle Manufacturing Company
Income Statement - Welburn Division
For the Year Ended December 31

2011 2011 2010 2010 2009 2009
% of Div. % of Div. % of Div.
$ Value Sales $ Value Sales $ Value Sales

Sales 122,585,513 100.00% 120,830,903 100.00% 117,639,471 100.00%
Sales Returns and Allowances 127,673 0.10% 124,975 0.10% 121,694 0.10%
Cost of Sales* 90,373,709 73.72% 87,905,900 72.75% 84,375,503 71.72%
Gross Profit 32,084,131 26.17% 32,800,028 27.15% 33,142,274 28.17%
OPERATING EXPENSES-Allocated
Salaries-Management 1,851,775 1.51% 1,934,168 1.60% 1,858,914 1.58%
Salaries-Office 255,833 0.21% 240,298 0.20% 248,539 0.21%
Licensing and certification fees 139,951 0.11% 127,659 0.11% 119,829 0.10%
Security 446,938 0.36% 516,406 0.43% 510,552 0.43%
Insurance 75,647 0.06% 84,103 0.07% 87,868 0.07%
Medical benefits 19,389 0.02% 24,032 0.02% 23,507 0.02%
Advertising 131,917 0.11% 144,181 0.12% 134,193 0.11%
Business publications 4,213 0.00% 2,981 0.00% 415 0.00%
Property taxes 17,873 0.01% 144,181 0.12% 142,304 0.12%
Bad debts 687,885 0.56% 831,572 0.69% 797,823 0.68%
Depreciation expense 4,206,533 3.43% 3,759,789 3.11% 3,537,525 3.01%
Accounting fees 223,534 0.18% 240,196 0.20% 241,817 0.21%
Total operating expenses-Allocated 8,061,488 6.58% 8,049,566 6.66% 7,703,286 6.55%
OPERATING EXPENSES-Direct
Salaries-Sales 12,579,213 10.26% 12,694,443 10.51% 12,343,793 10.49%
Wages Rental - - -
Wages-Mechanics - - -
Wages-Warehouse 4,006,809 3.27% 4,325,377 3.58% 4,433,082 3.77%
Garbage collection - - -
Payroll benefits 2,039,389 1.66% 2,379,426 1.97% 2,344,248 1.99%
Rent- Warehouse 670,746 0.55% 623,389 0.52% 618,494 0.53%
Telephone 25,901 0.02% 36,045 0.03% 46,175 0.04%
Utilities 194,700 0.16% 216,266 0.18% 222,226 0.19%
Postage 77,924 0.06% 108,136 0.09% 122,519 0.10%
Linen service 14,126 0.01% 10,510 0.01% 13,685 0.01%
Repairs and maintenance 123,450 0.10% 117,538 0.10% 124,383 0.11%
Cleaning service 65,853 0.05% 66,085 0.05% 63,250 0.05%
Legal service 115,735 0.09% 131,334 0.11% 104,934 0.09%
Fuel 217,964 0.18% 276,343 0.23% 226,387 0.19%
Travel and entertainment 80,265 0.07% 84,103 0.07% 81,380 0.07%
Pension expense 187,891 0.15% 192,240 0.16% 102,872 0.09%
Office supplies 121,617 0.10% 120,149 0.10% 138,590 0.12%
Miscellaneous 57,147 0.05% 57.910 0.05% 78.729 0.07%
Total operating expenses-Direct 20,578,730 16.79% 21,439,294 17.74% 21,064,747 17.91%
Total operating expenses 28,640,218 23.36% 29,488,860 24.41% 28,768,033 24.45%
OPERATING INCOME 3,443,913 2.81% 3,311,168 2.74% 4,374,241 3.72%

* Details of manufacturing expenses are not
included in this schedule.

8-34


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

8-40 (continued)

(part of requirement e)

Pinnacle Manufacturing Company
Income Statement - Solar-Electro Division
For the Year Ended December 31

2011 2011 2010 2010 2009 2009
% of Div. % of Div. % of Div.
$ Value Sales $ Value Sales $ Value Sales

Sales 22,605,731 100.00% 21,680,289 100.00% 21,126,896 100.00%
Sales Returns and Allowances 43,825 0.19% 38,773 0.18% 37,756 0.18%
Cost of Sales* 17,008,377 75.24% 16,156,496 74.52% 15,507,635 73.40%
Gross Profit 5,553,529 24.57% 5,485,020 25.30% 5,581,505 26.42%
OPERATING EXPENSES-Allocated
Salaries-Management 338,015 1.50% 352,230 1.62% 338,525 1.60%
Salaries-Office 46,697 0.21% 43,759 0.20% 45,259 0.21%
Licensing and certification fees 19,303 0.09% 15,287 0.07% 14,350 0.07%
Security 81,580 0.36% 94,046 0.43% 92,980 0.44%
Insurance 13,808 0.06% 15,319 0.07% 16,005 0.08%
Medical benefits 3,537 0.02% 4,376 0.02% 4,280 0.02%
Advertising 24,078 0.11% 26,255 0.12% 24,436 0.12%
Business publications 874 0.00% 542 0.00% 76 0.00%
Property taxes 3,264 0.01% 26,255 0.12% 25,913 0.12%
Bad debts 120,493 0.53% 157,730 0.73% 151,328 0.72%
Depreciation expense 889,483 3.93% 684,667 3.16% 644,192 3.05%
Accounting fees 39,666 0.18% 44,689 0.21% 44,992 0.21%
Total operating expenses-Allocated 1,580,798 6.99% 1,465,155 6.76% 1,402,336 6.64%
OPERATING EXPENSES-Direct
Salaries-Sales 2,192,482 9.70% 2,402,414 11.08% 2,336,053 11.06%
Wages Rental - - -
Wages-Mechanics - - -
Wages-Warehouse 695,918 3.08% 787,698 3.63% 807,312 3.82%
Garbage collection - - -
Payroll benefits 478,669 2.12% 433,321 2.00% 426,916 2.02%
Rent- Warehouse 103,983 0.46% 109,403 0.50% 108,544 0.51%
Telephone 4,730 0.02% 6,567 0.03% 8,412 0.04%
Utilities 53,278 0.24% 39,383 0.18% 40,468 0.19%
Postage 7,131 0.03% 19,695 0.09% 22,315 0.11%
Linen service 2,578 0.01% 1,490 0.01% 1,941 0.01%
Repairs and maintenance 34,121 0.15% 39,383 0.18% 41,677 0.20%
Cleaning service 20,694 0.09% 12,033 0.06% 11,516 0.05%
Legal service 268,954 1.19% 45,950 0.21% 36,714 0.17%
Fuel 53,975 0.24% 50,326 0.23% 41,229 0.20%
Travel and entertainment 18,196 0.08% 15,319 0.07% 14,822 0.07%
Pension expense 34,297 0.15% 33,988 0.16% 18,187 0.09%
Office supplies 22,199 0.10% 21,880 0.10% 25,238 0.12%
Miscellaneous 234,892 1.04% 42,982 0.20% 58,433 0.28%
Total operating expenses-Direct 4,226,097 18.69% 4,061,832 18.74% 3,999,777 18.93%
Total operating expenses 5,806,895 25.69% 5,526,987 25.49% 5,402,113 25.57%
OPERATING INCOME -253,366 -1.12% -41,967 -0.19% 179,392 0.85%

*  Details of manufacturing expenses are not
included in this schedule.
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8-40 (continued)

(part of requirement e)

Pinnacle Manufacturing Company
Income Statement - Machine-Tech Division
For the Year Ended December 31

2011
$ Value

Sales 5,727,487
Sales Returns and Allowances 9,605
Cost of Sales* 1,902,694
Gross Profit 3,815,188
OPERATING EXPENSES-Allocated

Salaries-Management 91,476
Salaries-Office 12,638
Licensing and certification fees 31,396
Security 22,086
Insurance 3,742
Medical benefits 795
Advertising 6,517
Business publications 1,902
Property taxes 1,448
Bad debts 33,321
Depreciation expense 240,767
Accounting fees 10,756
Total operating expenses-Allocated 456,844
OPERATING EXPENSES-Direct 198978
Salaries-Sales 198,978
Wages Rental 491,794
Wages-Mechanics 1,113,539
Wages-Warehouse 188,339
Garbage collection 27,649
Payroll benefits 139,832
Rent- Warehouse 28,126
Telephone 1,771
Utilities 14,415
Postage 4,708
Linen service 579
Repairs and maintenance 9,414
Cleaning service 3,253
Legal service 11,327
Fuel 14,608
Travel and entertainment 4,928
Pension expense 6,368
Office supplies 6,012
Miscellaneous 8,141
Total operating expenses-Direct 2,273,781
Total operating expenses 2,730,625
OPERATING INCOME 1,084,563

*  Details of manufacturing expenses are not
included in this schedule.

2011
% of Div.
Sales

100.00%
0.17%
33.22%
66.61%

1.60%
0.22%
0.55%
0.39%
0.07%
0.01%
0.11%
0.03%
0.03%
0.58%
4.20%
0.19%
7.98%

3.47%
8.59%
19.44%
3.29%
0.48%
2.44%
0.49%
0.03%
0.25%
0.08%
0.01%
0.16%
0.06%
0.20%
0.26%
0.09%
0.11%
0.10%
0.14%
39.70%
47.68%
18.94%
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2010

$ Value
6,253,363
14,770
2,193,103
4,045,490

101,595
12,624
29,937
27,128

4,420
1044
7,573
2,032
7,573
44,759

197,527
12,891

449,103

230,922
595,389
1,339,627
227,196
29,771
124,984
31,554
2,560
11,357
5,688
350
11,484
3,472
13,255
14,522
4,420
11,121
6,312
5,035
2,669,019
3,118,122
927.368

2010
% of Div.
Sales

100.00%
0.24%
35.07%
64.69%

1.62%
0.20%
0.48%
0.43%
0.07%
0.02%
0.12%
0.03%
0.12%
0.72%
3.16%
0.21%
7.18%

3.69%
9.52%
21.42%
3.63%
0.48%
2.00%
0.50%
0.04%
0.18%
0.09%
0.01%
0.18%
0.06%
0.21%
0.23%
0.07%
0.18%
0.10%
0.08%
42.68%
49.86%
14.83%

2009

$ Value
6,093,878
14,382
2,105,027
3,974,469

97,642
13,057
28,100
26,820
4,618
1022
7,048
283
7,475
42,942
185,850
12,983
427,840

224,543
575,724
1,333,411
232,853
37,970
123,136
31,306
3,280
11,670
6,445
457
12,153
3,322
10,590
11,897
4277
5,951
7,281
6,856
2,643,122
3,070,962
903,507

2009
% of Div.
Sales

100.00%
0.24%
34.54%
65.22%

1.60%
0.21%
0.46%
0.44%
0.08%
0.02%
0.12%
0.00%
0.12%
0.70%
3.05%
0.21%
7.02%

3.68%
9.45%
21.88%
3.82%
0.62%
2.02%
0.51%
0.05%
0.19%
0.11%
0.01%
0.20%
0.05%
0.17%
0.20%
0.07%
0.10%
0.12%
0.11%
43.37%
50.39%
14.83%


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

8-40 (continued)

f. Both the companywide and the divisional income statements are
useful, but for different purposes. The companywide information is
useful for identifying material fluctuations in the financial statements.
However, the disaggregated information is more helpful in identifying
the source of the fluctuations.

g. Estimate of Potential
Understatement in Allowance
2011 2010 2009
A/R Turnover
Sales 150,738 148,586 144,686
Average accounts receivable 10,831 8,278 7,936
Turnover 13.9 17.9 18.2
Days Sales Outstanding
365 365 365 365
Turnover 13.9 17.9 18.2
Days 26.3 20.4 201
2011 2010 2009
Bad Debt Expense as
percentage of gross sales: .56% .70% .68%

In the prior two years, bad debt expense as a percentage of gross sales has
approximated .7%. In 2011, the days sales outstanding increased 28.92% from
20.4 days to 26.3 days. If you increase the .7% by 28.92%, bad debts as a
percentage of sales would increase from .7% to .9%, which would suggest an
estimated bad debt expense of $1,358,269.

The difference between recorded bad debt expense of $841,699 and the
expected bad debt expense of $1,358,269 would require an increase of $516,570
to bad debt expense and the allowance for doubtful accounts.

Analysis of Inventory Balance

% Change % Change
Account Balance 2010-2011 2009-2010
Net sales 1.45% 2.70%
Cost of goods sold 2.85% 4.18%
Inventory 26.23% 1.05%
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8-40 (continued)

Ratios 2011 2010 2009
Gross margin % Gross profit 41,453 42,331 42,698
Sales 150,738 148,586 144,686
27.5% 28.5% 29.5%
Inventory turnover COGS 109,285 106,255 101,988
Ave. inventory 28,887 25,404 25,272
3.8 4.2 4.0

Days Inventory Outstanding
365 365 365
Inventory Turnover 3.8 4.2 4.0
96.1 86.9 91.3

The significant buildup of inventories in 2011, despites slower growth
in sales creates significant concerns about the potential for inventory
obsolescence. Inventory is sitting in the warehouse longer in 2011 (by
almost 10 days) relative to 2010. More extensive analysis regarding
inventory obsolescence will be needed.

Analysis of Short-Term and Long-Term Debt

% Change % Change
Account Balance 2010-2011 2009-2010
Accounts payable 37.09% 24.71%
Short-term/Current LTD 49.3% 6.47%
Long-term Debt 9.3% -0.17%
Interest Expense -5.1% -4.1%

Accounts payable and short-term/current borrowings are up
significantly. The increase of 37.09% in accounts payable is much
greater than the increase in the ending inventory balance. And,
short-term/Current LTD is up almost 50%, with long-term debt up
about 9.3%. Despite increases in short-term and long-term debt,
interest expense declined almost 5% in 2011. Additional work will
be done to address the potential for material misstatements in
these accounts.

h. There is a low risk that Pinnacle will fail financially in the next twelve
months. The company has been profitable the past three years, is
generating cash flows and most of the ratios indicate no severe
financial difficulties. Several ratios, such as the current ratio and
debt to equity have deteriorated somewhat, but not enough to cause
significant concerns.
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8-41 — ACL Problem Solution

a.

The following is a printout of the Statistics command for Inventory
Value at Cost:

Field : Value

Number Total Average
Positive : 145 694,361.94 4,788.70
Zeros : 2
Negative : 5 -13,882.00 2,776.40
Totals : 152 ©680,479.94 4,476.84
Abs Value : 708,243.94
Range : 110,967.60
Highest : 100,800.00 37,100.00 25,548.60 24,738.00
23,136.00
Lowest : -10,167.60 -2,774.40 -595.20 -190.72 -154.08

There are 145 positive amounts, 2 zero amounts, and 5 negative
amounts.

The following is a printout of the Statistics command for Market Value:

Field : MktVal

Number Total Average
Positive : 148 1,030,325.21 6,961.66
Zeros : 2
Negative : 2 -1,263.60 -631.80
Totals : 152 1,029,061.61 6,770.14
Abs Value : 1,031,588.81
Range : 144,719.76
Highest : 143,880.00 47,647.00 44,098.53 42,163.20
32,970.00
Lowest ¢ —-839.76 -423.84 0.00 0.00 90.00

There are 148 positive amounts, 2 zero amounts, and 2 negative
amounts.

There are several negative values in inventory, which is not possible.
There is also one especially large item that should be verified.

There are alternative Expressions that can be used. One is
Value/MktVal. Three items have market value less than cost.
Several have a small difference between market value and cost
that may night represent normal markups.

m Internet Problem Solution: Obtain Client Background Information

Internet Problem 8-1

a.

Students should have located the most recent Form 10-K filing for
The Coca-Cola Company (search for “Coca Cola Co”).
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Internet Problem 8-1 (continued)

b.

(Note:

Item 1 of the Coca Cola Form 10-K provides an overview the
company’s business. In this section, management has included a
general description of the Coca Cola Company, a list of its global
operating units, descriptions of the products it manufactures and
sales and its distribution processes, including seasonality issues and
competition. Item 1 also includes discussion about raw materials,
patents, copyrights, trade secrets, trademarks, government regulation,
employee information, and information about its website and availability
of SEC filings.

Item 1A includes management’s disclosure of significant risk factors
that may affect the Coca Cola Company. Management has identified
over 30 categories of different risks and each is described in more
depth. Some of the risks are likely to affect any large global company
or other large beverage manufacturers, while others are more
specific to the uniqueness of the Coca Cola Company.

Item 7 contains Management’s Discussion and Analysis of the
Financial Condition and Results of Operations. Management begins
with an overview of its general business operations, followed by more
in-depth discussions of its objectives, strategies, core capabilities,
challenges and risks. This section also includes discussion about
critical accounting policies and estimates, followed by more detailed
analysis of changes in operations and financial position over the most
recent year.

All this information would provide valuable insights to assist
the auditor in obtaining a rich understanding of the entity and its
environment for purposes of audit planning.

The PepsiCo Form 10-K contains similar information about the
overall business (Item 1), risk factors (Item 1A), and MDE&A (ltem
7) for the PepsiCo Company. Auditors of Coca Cola would benefit
from reading this information about PepsiCo in that it would inform
them about the nature of the business for Coca Cola’s chief
competitor and it may raise awareness of other risks and current
trends affecting the industry not disclosed in Coca Cola’s Form 10-K.
Understanding and awareness of the information provided by
PepsiCo would assist the auditors of Coca Cola in their efforts to
‘obtain an understanding of the entity and its environment” as
required by the second standard of fieldwork.

Internet problems address current issues using Internet sources. Because

Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens).
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Chapter 9
Materiality and Risk

m Review Questions

9-1 The parts of planning are: accept client and perform initial planning,
understand the client’s business and industry, assess client business risk, perform
preliminary analytical procedures, set materiality and assess acceptable audit
risk and inherent risk, understand internal control and assess control risk, gather
information to assess fraud risk, and develop overall audit plan and audit program.
Evaluation of materiality is in the fifth part of planning. Risk assessment is in part
three (client business risk), part five (acceptable audit risk and inherent risk), part
six (control risk), and part seven (fraud risk).

9-2 Materiality is defined as: the magnitude of an omission or misstatement of
accounting information that, in light of the surrounding circumstances, makes it
probable that the judgment of a reasonable person relying on the information
would have been changed or influenced by the omission or misstatement.

"Obtain reasonable assurance," as used in the audit report, means that
the auditor does not guarantee or insure the fair presentation of the financial
statements. There is some risk that the financial statements contain a material
misstatement.

9-3 Materiality is important because if financial statements are materially
misstated, users' decisions may be affected, and thereby cause financial loss to
them. It is difficult to apply because there are often many different users of the
financial statements. The auditor must therefore make an assessment of the
likely users and the decisions they will make. Materiality is also difficult to apply
because it is a relative concept. The professional auditing standards offer little
specific guidance regarding the application of materiality. The auditor must,
therefore, exercise considerable professional judgment in the application of
materiality.

9-4 The preliminary judgment about materiality is the maximum amount by
which the auditor believes the financial statements could be misstated and still
not affect the decisions of reasonable users. Several factors affect the preliminary
judgment about materiality and are as follows:

1. Materiality is a relative rather than an absolute concept.
2. Bases are needed for evaluating materiality.
3. Qualitative factors affect materiality decisions.
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9-4 (continued)

4. Expected distribution of the financial statements will affect the
preliminary judgment of materiality. If the financial statements are
widely distributed to users, the preliminary judgment of materiality
will probably be set lower than if the financial statements are not
expected to be widely distributed.

5. The level of acceptable audit risk will also affect the preliminary
judgment of materiality.

9-5 Because materiality is relative rather than absolute, it is necessary to have
bases for establishing whether misstatements are material. For example, in the
audit of a manufacturing company, the auditor might use as bases: net income
before taxes, total assets, current assets, and working capital. For a governmental
unit, such as a school district, there is no net income before taxes, and therefore
that would not be an available base. Instead, the primary bases would likely be
fund balances, total assets, and perhaps total revenue.

9-6 The following qualitative factors are likely to be considered in evaluating
materiality:

a. Amounts involving fraud are usually considered more important than
unintentional errors of equal dollar amounts.

b. Misstatements that are otherwise minor may be material if there are
possible consequences arising from contractual obligations.

C. Misstatements that are otherwise immaterial may be material if they

affect a trend in earnings.

9-7 A preliminary judgment about materiality is set for the financial statements
as a whole. Tolerable misstatement is the maximum amount of misstatement that
would be considered material for an individual account balance. The amount of
tolerable misstatement for any given account is dependent upon the preliminary
judgment about materiality. Ordinarily, tolerable misstatement for any given account
would have to be lower than the preliminary judgment about materiality. In many
cases, it will be considerably lower because of the possibility of misstatements in
different accounts that, in total, cannot exceed the preliminary judgment about
materiality.

9-8 There are several possible answers to the question. One example is:

Cash $500 Overstatement
Fixed assets $3,000 Overstatement
Long-term loans $1,500 Understatement

Note: Cash and fixed assets are tested for overstatement and long-term
loans for understatement because the auditor's objective in this case is to
test for overstatements of owner's equity.
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9-8 (continued)

The least amount of tolerable misstatement was allocated to cash and
long-term loans because they are relatively easy to audit. The majority of the
total allocation was to fixed assets because there is a greater likelihood of
misstatement of fixed assets in a typical audit.

9-9 An estimate of the total misstatement in a segment is the estimate of the
total misstatements based upon the sample results. If only a sample of the
population is selected and audited, the auditor must project the total sample
misstatements to the population to estimate the total misstatement. This is done
for each audit area. The misstatements in each audit area must be totaled to
make an estimate of the total misstatements in the overall financial statements. It
is important to make these estimates so the auditor can evaluate whether the
financial statements, taken as a whole, may be materially misstated.

The estimate for each segment is compared to tolerable misstatement for
that segment and the estimate of the overall misstatement on the financial
statements is compared to the preliminary judgment about materiality.

9-10 If an audit is being performed on a medium-sized company that is part of a
conglomerate, the auditor must make a materiality judgment based upon the
conglomerate. Materiality may be larger for a company that is part of a
conglomerate because even though the financial statements of the medium-sized
company may be misstated, the financial statements of the large conglomerate
might still be fairly stated. If, however, the auditor is giving a separate opinion on
the medium-sized company, the materiality would be lower than for the audit of a
conglomerate.

9-11 The audit risk model is as follows:

PDR = AAR
IRx CR
Where PDR = Planned detection risk
AAR = Acceptable audit risk
IR = Inherent risk
CR = Control risk

Planned detection risk A measure of the risk that audit evidence for a
segment will fail to detect misstatements exceeding a tolerable amount,
should such misstatements exist.

Acceptable audit risk A measure of how willing the auditor is to accept

that the financial statements may be materially misstated after the audit is
completed and an unqualified opinion has been issued.
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9-11 (continued)

Inherent risk A measure of the auditor's assessment of the likelihood that
there are material misstatements in a segment before considering the
effectiveness of internal control.

Control risk A measure of the auditor's assessment of the likelihood that
misstatements exceeding a tolerable amount in a segment will not be
prevented or detected by the client's internal controls.

SAS 107 (AU 312) notes that the combination of inherent risk and control
risk reflect the risk of material misstatement.

9-12 Planned detection risk is a measure of the risk that the audit evidence for
a segment will fail to detect misstatements exceeding a tolerable amount, should
such misstatements exist. When planned detection risk is increased from
medium to high, the amount of evidence the auditor must accumulate is reduced.

9-13 An increase in planned detection risk may be caused by an increase in
acceptable audit risk or a decrease in either control risk or inherent risk. A
decrease in planned detection risk is caused by the opposite: a decrease in
acceptable audit risk or an increase in control risk or inherent risk.

9-14 Inherent risk is a measure of the auditor's assessment of the likelihood that
there are material misstatements in a segment before considering the effectiveness
of internal control.

Factors affecting assessment of inherent risk include:

Nature of the client's business

Results of previous audits

Initial vs. repeat engagement

Related parties

Nonroutine transactions

Judgment required to correctly record transactions
Makeup of the population

Factors related to fraudulent financial reporting
Factors related to misappropriation of assets

9-15 Inherent risk is set for segments rather than for the overall audit because
misstatements occur in segments. By identifying expectations of misstatements
in segments, the auditor is thereby able to modify audit evidence by searching for
misstatements in those segments.

When inherent risk is increased from medium to high, the auditor should
increase the audit evidence accumulated to determine whether the expected
misstatement actually occurred. The effect on audit evidence is in the opposite
direction compared to Review Question 9-12.
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9-16 Extensive misstatements in the prior year's audit would cause inherent risk
to be set at a high level (maybe even 100%). An increase in inherent risk would
lead to a decrease in planned detection risk, which would require that the auditor
increase the level of planned audit evidence.

9-17 Acceptable audit risk is a measure of how willing the auditor is to accept that
the financial statements may be materially misstated after the audit is completed
and an unqualified opinion has been issued.

Acceptable audit risk has an inverse relationship to evidence. If acceptable
audit risk is reduced, planned evidence should increase.

9-18 When the auditor is in a situation where he or she believes that there is a
high exposure to legal liability, the acceptable audit risk would be set lower than
when there is little exposure to liability. Even when the auditor believes that there
is little exposure to legal liability, there is still a minimum acceptable audit risk
that should be met.

9-19 The first category of factors that determine acceptable audit risk is the
degree to which users rely on the financial statements. The following factors are
indicators of this:

n Client's size
[ | Distribution of ownership
[ Nature and amount of liabilities

The second category of factors is the likelihood that a client will have financial
difficulties after the audit report is issued. Factors affecting this are:

Liquidity position

Profits (losses) in previous years
Method of financing growth
Nature of the client's operations
Competence of management

The third category of factors is the auditor's evaluation of management's
integrity. Factors that may affect this are:

| Relationship with current or previous auditors
[ | Frequency of turnover of key financial or internal audit personnel
| Relationship with employees and labor unions

9-20 Exact quantification of all components of the audit risk model is not required
to use the model in a meaningful way. An understanding of the relationships
among model components and the effect that changes in the components have
on the amount of evidence needed will allow practitioners to use the audit risk
model in a meaningful way.
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9-21 The auditor should revise the components of the audit risk model when the
evidence accumulated during the audit indicates that the auditor's original
assessments of inherent risk or control risk are too low or too high or the original
assessment of acceptable audit risk is too low or too high.

The auditor should exercise care in determining the additional amount of
evidence that will be required. This should be done without the use of the audit risk
model. If the audit risk model is used to determine a revised planned detection
risk, there is a danger of not increasing the evidence sufficiently.

m Multiple Choice Questions From CPA Examinations

9-22 a. (4) b. (2) c (1)
923 a. (4) b. (3) c. (1)
924 a. (2) b. (1) c. (1)

m Discussion Questions And Problems

9-25 a. The justification for a lower preliminary judgment about materiality
for overstatements is directly related to legal liability and audit risk.
Most auditors believe they have a greater legal and professional
responsibility to discover overstatements of owners' equity than
understatements because users are likely to be more critical of
overstatements. That does not imply there is no responsibility for
understatements.

b. There are two reasons for permitting the sum of tolerable
misstatements to exceed overall materiality. First, it is unlikely that
all accounts will be misstated by the full amount of tolerable
misstatement. Second, some accounts are likely to be overstated
while others are likely to be understated, resulting in net misstatement
that is likely to be less than overall materiality.

C. This results because of the estimate of sampling error for each
account. For example, the likely estimate of inventory is an
overstatement of $4,500 + or - a sampling error of $9,500. You
would be most concerned about overstatement for inventory because
the estimated overstatement of $14,000 is close to tolerable
misstatement and is the largest overstatement amount.

d. You would be most concerned about overstatement amounts since
the total estimated overstatement amount ($26,000) exceeds the
preliminary judgment about materiality for overstatements ($15,000).
You would be most concerned about inventory since it has the largest
overstatement amount.
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9-25 (continued)

9-26

9-27

e.

1. This may occur because total tolerable misstatement was
allowed to exceed the preliminary judgment (see Part b for
explanation).

2. The auditor must determine whether the actual total
overstatement amount actually exceeds the preliminary judgment
by performing expanded audit tests or by requiring the client
to make an adjustment for estimated misstatements.

The direct projection of error = (misstatements/amount) sampled x
population value.

($10,000/$1,000,000) x $2,500,000 = $25,000

No, the overall financial statements are not acceptable. Including
the projected error for inventory, the total overstatement errors are
$58,000 which exceeds materiality of $50,000.

The auditor should either propose an audit adjustment so that the
unadjusted statement amount is less than materiality, and/or perform
more testing to obtain a better estimate of the population misstatements.
The additional testing will likely focus on receivables and inventory
because they have the largest estimated misstatements.

The profession has not established clear-cut guidelines as to the
appropriate preliminary estimates of materiality. These are matters
of the auditor's professional judgment.

The illustrative materiality guidelines in Fig 9-2 (p. 253) are
used in applying materiality for the problem. Other guidelines may
be equally acceptable.

STATEMENT PERCENT DOLLAR RANGE
COMPONENT GUIDELINES (IN MILLIONS)
Earnings from continuing
operations before taxes 3-6% $125 - $25.1
Current assets 3-6% $67.6 - $135.2
Current liabilities 3-6% $36.5 - $72.9
Total assets 1-3% $38.6 - $115.8

The allocation to the individual accounts is not shown. The difficulty
of the allocation is far more important than the actual allocation.
There are several ways the allocation could be done. The most
likely way would be to allocate only on the basis of the balance
sheet rather than the income statement. Even then the allocation
could vary significantly. One way would be to allocate the same
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9-27 (continued)

amount to each of the balance sheet accounts on the consolidated
statement of financial position. Using a materiality limit of
$12,500,000 before taxes (because it is the most restrictive) and
the same dollar allocation to each account excluding retained
earnings, the allocation would be approximately $595,000,000 to
each account. There are 21 account summaries included in the
statement of financial position, which is divided into $12,500,000.
An alternative is to assume an equal percentage misstatement
in each of the accounts. Doing it in that manner, total assets should
be added to total liabilities and owners' equity, less retained
earnings. The allocation would be then done on a percentage basis.

C. Auditors generally use before tax net earnings instead of after tax
net earnings to develop a preliminary judgment about materiality
given that transactions and accounts being audited within a segment
are presented in the accounting records on a pretax basis. Auditors
generally project total misstatements for a segment and accumulate
all projected total misstatements across segments on a pretax
basis and then compute the tax effect on an aggregate basis to
determine the effects on after tax net earnings.

d. By allocating 75% of the preliminary estimate to accounts receivable,
inventories, and accounts payable, there is far less materiality to be
allocated to all other accounts. Given the total dollar value of those
accounts, that may be a reasonable allocation. The effect of such
an allocation would be that the auditor might be able to accumulate
sufficient appropriate evidence with less total effort than would be
necessary under part b. Under part b, it would likely be necessary
to audit, on almost a 100% basis, accounts receivable, inventories,
and accounts payable. On most audits it would be expensive to do
that much testing in those three accounts.

It would likely be necessary to audit accounts such as cash
and temporary investments on a 100% basis. That would not be
costly on most audits because the effort to do so would be small
compared to the cost of auditing receivables, inventories, and accounts
payable.

e. It is necessary for you to be satisfied that the actual estimate of
misstatements is less than the preliminary judgment about materiality
for all of the bases. First you would reevaluate the preliminary
judgment for earnings. Assuming no change is considered appropriate,
you would likely require an adjusting entry or an expansion of
certain audit tests.
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9-28 a.

The following terms are audit planning decisions requiring professional
judgment:

[ Preliminary judgment about materiality

Control risk

Risk of fraud

Planned detection risk

Acceptable audit risk

Tolerable misstatement

Inherent risk

Risk of material misstatement

The following terms are audit conclusions resulting from application
of audit procedures and requiring professional judgment:

[ Estimated total misstatement in a segment
] Estimate of the combined misstatement
] Known misstatement

It is acceptable to change any of the factors affecting audit planning
decisions at any time in the audit if indicated by changes in
circumstances. The planning process begins before the audit starts
and continues throughout the engagement.

9-29 Acceptable audit risk is a measure of how willing the auditor is to accept
that the financial statements may be materially misstated after the audit is completed
and an unqualified opinion has been issued.

a.

True. A CPA firm should attempt to use reasonable uniformity from
audit to audit when circumstances are similar. The only reasons for
having a different audit risk in these circumstances are the lack of
consistency within the firm, different audit risk preferences for different
auditors, and difficulties of measuring audit risk.

True. Users who rely heavily upon the financial statements need more
reliable information than those who do not place heavy reliance on
the financial statements. To protect those users, the auditor needs to
be reasonably assured that the financial statements are fairly stated.
That is equivalent to stating that acceptable audit risk is lower.
Consistent with that conclusion, the auditor is also likely to face
greatest legal exposure in situations where external users rely
heavily upon the statements. Therefore, the auditor should be more
certain that the financial statements are correctly stated.

True. The reasoning for c is essentially the same as for b.

True. The audit opinion issued by different auditors conveys the
same meaning regardless of who signs the report. Users cannot be
expected to evaluate whether different auditors take different risk
levels. Therefore, for a given set of circumstances, every CPA firm
should attempt to obtain approximately the same audit risk.
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9-30

11.
12.

13.

14.

Decrease

Increase

Increase

Increase

Decrease

No effect

Decrease

Increase

Increase

Decrease

Increase

No effect

Increase

Increase

Healthier financial condition leads to a decrease in audit risk

Audit risk increases when management is dominated by a
single person.

Audit risk increases when internal audit reports to top
management rather than the audit committee.

Audit risk increases when there is turnover in key management
positions.

The monitoring by the bank loan officer decreases audit risk.

The timing of payments to employees has no effect on audit
risk.

Audit risk decreases due to the auditor’s previous experience
with the client.

A change in the method of accounting increases the risk of
misstatements due to the new reporting method.

The unusual transaction increases audit risk.

The resolution of the lawsuit decreases risk related to disclosure
of the litigation.

Related party transactions increase audit risk.

The amount of insurance coverage has minimal effect on
audit risk.

The potential for improper revenue recognition increases
audit risk.

A planned stock offering increases incentives to misstate the
financial statements and increases audit risk.
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9-31 a.

Acceptable audit risk A measure of how willing the auditor is to
accept that the financial statements may be materially misstated
after the audit is completed and an unqualified opinion has been
issued. This is the risk that the auditor will give an incorrect audit
opinion.

Inherent risk A measure of the auditor's assessment of the
likelihood that there are material misstatements in a segment
before considering the effectiveness of internal control. This risk
relates to the auditor's expectation of misstatements in the financial
statements, ignoring internal control.

Control risk A measure of the auditor's assessment of the likelihood
that misstatements exceeding a tolerable amount in a segment will
not be prevented or detected by the client's internal controls. This
risk is related to the effectiveness of a client's internal controls.

Planned detection risk A measure of the risk that audit evidence for
a segment will fail to detect misstatements exceeding a tolerable
amount, should such misstatements exist. In audit planning, this
risk is determined by using the other three factors in the risk model
using the formula PDR = AAR / (IR x CR).

1 2 3 4 5 6

Acceptable Audit Risk .05 .05 .05 .05 .01 .01
IRxCR 1.00 .24 24 .06 1.00 24
PDR=AAR/(IRxCR) .05 .208  .208 .833 .01 .042

Planned Detection Risk
in percent 5% 20.8% 20.8% 83.3% 1% 4.2%

Situation 5 will require the greatest amount of evidence because
the planned detection risk is smallest. Situation 4 will require the
least amount of evidence because the planned detection risk is
highest. In comparing those two extremes, notice that acceptable
audit risk is lower for situation 5, and both control and inherent risk
are considerably higher.

Increase; Compare the change from situation 5 to 1.
Decrease; Compare the change from situation 2 to 1.
Increase; Compare the change from situation 1 to 2.
No effect; Compare the change from situation 2 to 3.

PoObN=
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9-32 a. Low, medium, and high for the four risks and planned evidence
have meaning only in comparison to each other. For example, an
acceptable audit risk that is high means the auditor is willing to
accept more risk than in a situation where there is medium risk
without specifying the precise percentage of risk. The same is true
for the other three risk factors and planned evidence.

b.
1 2 3 4 5 6
Acceptable Audit Risk H H L L H M
IRxCR L M H M M M
PDR = AAR /(IR x CR) H M L L M M
Planned Evidence L M H H M M
L = low, M = medium, H = high
C.
EFFECT ON EFFECT ON
PDR EVIDENCE
(1) Decrease Increase
(2) Increase Decrease
(3) NA Increase
(4) Increase Decrease
(5) No effect No effect
9-33
Risk Factor Related Audit Risk Model Component
1. Acceptable audit risk
2. Control risk
3. Acceptable audit risk
4, Inherent risk
5. Planned detection risk
6. Acceptable audit risk
7. Inherent risk
8. Inherent risk
9. Planned detection risk
10. Control risk
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9-34
CONTROL INHERENT ACCEPTABLE PLANNED
RISK RISK AUDIT RISK EVIDENCE
a N N I D
b N N D I
c I N N I
d N I N I
e N N I D
f D D N orl D
g I I N I
h I Norl D I
[ D I N C
j I I D I
® Cases
9-35
EFFECT ON THE AUDIT RISK
RISK OF MATERIAL MODEL
FACTOR MISSTATEMENT COMPONENT
Henderson is a new client. Increases Inherent risk
Henderson operates in a Increases Acceptable audit
regulated industry, which risk
increases regulatory oversight
and need for compliance with
regulations.
. The company’s stock is publicly Increases Acceptable audit
traded. risk
The company is more profitable Increases Acceptable audit
than competitors, but recent risk
growth has strained operations.
The company has expanded its Increases Inherent risk
use of derivatives and hedging
transactions.
Henderson has added competent Decreases Control risk
accounting staff and has an
internal audit function with direct
reporting to the audit committee.
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9-35 (continued)

EFFECT ON THE AUDIT RISK
RISK OF MATERIAL MODEL
FACTOR MISSTATEMENT COMPONENT
7. The financial statements contain Increases Inherent risk
several accounting estimates that
are based on management
assumptions.
8. The company has struggled in Increases Control risk
tracking property, plant &
equipment.
9. Henderson acquired a regional Increases Inherent risk
electric company.
10. The audit engagement staff have | Decreases Planned detection
experience in auditing energy risk
and public companies.
11. Partner review of key accounts Decreases Planned detection
will be extensive. risk.

9-36 Computer prepared Excel worksheets (P936a.xls and P936b.xIs) are
contained on the Companion Website.

a.

See Worksheet 9-36A on pages 9-18 and 9-19. It is important to
recognize that there is no one solution to this requirement. The
determination of materiality and allocation to the accounts is always
arbitrary. In this illustration, the auditor makes estimated adjustments
for problems noted by analytical procedures. This is an important
step as the potential adjustments reduce income before taxes, and
thus materiality. The illustrated solution recognizes that with
downward adjustments, actual income may be much closer to the
contractual amount required for an additional contribution to the
employee's pension plan. This creates a sensitivity that will need to
be watched carefully as the audit progresses. The allocation to the
accounts is particularly arbitrary. It is noteworthy that the sum of
allocated amounts equals 1.5 times materiality. It is assumed that
this is consistent with the audit firm's internal policies.

The level of acceptable audit risk is based on an evaluation of three
factors:

1. The degree to which external users rely on the statements.

2. The likelihood that the client will have financial difficulties
after the audit report is issued.

3. The auditor's evaluation of management's integrity.

9-14



http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

9-36 (continued)

Stanton Enterprise is a public company and therefore has a high
degree of reliance by external users on its financial statements. The
Company's operating results and financial condition indicate that there
is very little likelihood of financial difficulty in the immediate future.
With regard to management's integrity, although there has been
some concern with Leonard Stanton's past bankruptcy, the carefully
monitored relationship has been good for the four years Stanton
has been a client. On that basis, it appears management integrity
is good.

Overall, then, an acceptable audit risk level of medium would
seem appropriate.

C. See Worksheet 9-36B on pages 9-20 and 9-21 that shows both
horizontal and vertical analysis of the 2010 audited and the 2011
unaudited financial statements, as well as computation of applicable
ratios. Following are the key observations to be made:

Overall Results Stanton Enterprises apparently had an extremely
successful year in 2011. Sales increased by 36.4 percent, gross
margin increased by 4 absolute percentage points, and income
before taxes increased by 138.5 percent. Return on total assets and
return on equity increased and are at admirable levels. These results
allowed the Company to increase its dividends by 25 percent
(recognizing that more shares were outstanding) and total
stockholder's equity by 101.9 percent. Furthermore, the Company's
current, quick, cash and times interest earned ratios are up, and its
debt to equity ratio is down, indicating that the Company is
extremely sound from a liquidity standpoint.

Trade Accounts Receivable In the face of such growth, trade accounts
receivable increased by 59.3 percent, and at the same time, accounts
receivable turnover slowed and days to collect increased somewhat.
However, the allowance for uncollectible accounts was only .3 percent
of gross receivables at the end of 2011, down from 1.0 percent at the
end of 2010. This implies that the allowance may be significantly
understated for 2011 and must be looked at very carefully during
the current audit. This review would include considering whether a
liberalization of credit policies was used to help increase sales.

Property, Plant and Equipment The Company made a significant
additional investment in property, plant and equipment, increasing
them by 30.5 percent. These new assets will need to be verified
during the current audit. It is noteworthy that accumulated depreciation
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9-36 (continued)

increased by only 16.1 percent. This could indicate that depreciation
on the new assets was not recorded, but may not, depending on
dates of acquisition and depreciation method used. Depreciation
must be tested considering these facts as determined.

Goodwill Goodwill also increased significantly, by $855,000. This
implies that the Company made an acquisition during the year. This
could explain the increase in operating assets, and any such
transaction must be examined in detail as part of the audit. Also,
the goodwill from prior transactions must be considered during
each audit and tested for possible impairment.

Accounts Payable Accounts payable went down from 2010 to 2011.
This doesn't seem reasonable at all given an increase in business
activity. It is very possible there are unrecorded liabilities at the end
of 2011, and this must be an area of major emphasis during the
audit.

Bank Loan Payable It seems somewhat strange for the Company to
have an outstanding balance on its bank loan payable at the end of
2011 given its excellent operating results. This may be attributable
to the growth in accounts receivable and inventory, or could be the
result of an acquisition, or they simply haven't paid it off. In any case,
verifying this balance is a relatively easy audit procedure.

Federal Income Taxes Payable and Income Tax Expense The
Company's effective tax rate for 2010 was 34 percent. Income tax
expense is only 22.5 percent of income before taxes for 2011.
Federal income taxes payable on the balance sheet is significantly
lower at 12-31-11 than would be expected based on 2010. These
both indicate that the Company has not made its final tax accrual
for 2011, and this area will require careful attention during the audit.

Common Stock Common stock increased by 25 percent. It is possible
that this occurred in connection with an acquisition (see Goodwill), or
in some other way. The issuance of new shares and surrounding
circumstances will need to be understood and examined.

Sales Whenever there is a drastic increase in business activity,
there is an increased risk of problems. It is possible that controls
will lapse or not be carefully observed. It is possible that transactions
will not be carefully accounted for. Therefore, in a situation such as
Stanton's it is important to understand the nature of the changes
that took place and to do a careful review of controls. It will be
especially important to thoroughly test cutoffs if both sales and
purchase transactions.
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9-36 (continued)

Cost of Goods Sold and Gross Profit Consistent with the comments
under sales, the auditors must determine why the gross profit
percent has made such a significant improvement. Tests of costs and
inventories will be more extensive than in more stable circumstances.

Pension Cost It appears that the Company exceeded the contractual
amount for additional pension contribution. Yet, pension cost is a
lesser percent of sales in 2011 than in 2010. This may indicate that
an accrual for additional pension cost was not made. As pension cost
is a complex and important area, it will be verified in detail during

the audit.
d.
ACCEPTABLE INHERENT ANALYTICAL
AUDIT RISK RISK PROCEDURES
Detail tie-in Medium Medium See Note 5
Existence Medium Medium See Note 5
Completeness Medium Medium See Note 5
Accuracy Medium Medium See Note 5
Classification Medium Medium See Note 5
Cutoff Medium High High
Realizable value Medium High High
Rights Medium Medium See Note 5
Tolerable misstatement:
Trade accounts receivable $80,000
Allowance for uncollectible
accounts 15,000
Total $95,000
RATIONALE
1. Acceptable audit risk is medium for the engagement, therefore, it is
medium for accounts receivable and all of its related objectives.
2. Inherent risk would be considered medium for most objectives given

the significant changes in sales and accounts receivable.
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9-36 (continued)

3. Inherent risk for cutoff is considered high due to the Company's
rapid growth in 2011 and the general frequency of cutoff errors.
4. Inherent risk for realizable value is considered high because of the

Company's rapid growth and the amount of judgment involved in
establishing the allowance for uncollectible accounts.

5. The analytical procedures performed are preliminary only, and don't
provide substantive evidence. However, they can indicate areas
where possible problems exist. In other words, they can't lower risk,
but can increase it. In this case, they corroborate the high inherent
risk level specified for cutoff and realizable value.

Stanton Enterprises

Worksheet 9-36A
Determination of Materiality and
Allocation to the Accounts
12/31/2011

DETERMINATION OF MATERIALITY:

Income before taxes $8,004,277
Possible adjustments - estimated.
See Worksheet 9-36b:
Increase allowance for
uncollectible accounts (220,000) Increase to equal
same %
of trade accounts
receivable as prior
year.
Increase accounts payable (1,070,000) Reflect same
increase as cost
of goods sold.

Pension cost NA  Can't estimate.
May or may not
be required.

Adjusted net income before taxes $6.714,277
5 percent $ 335714
Round down to $ 330,000

Note: A key consideration is whether the
Company will be required to make its
additional pension contribution. As more
information is obtained, the amount
considered material may be reduced to
assure any possible misstatements in
earnings are considered in light of that
contractual obligation.
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9-36 (continued)

Stanton Enterprises
Worksheet 9-36A, cont.
ALLOCATION TO THE ACCOUNTS:

Cash

Trade accounts receivable

Allowance for uncollectible accounts

Inventories

Prepaid expenses

Total current assets

Property, plant and equipment, at cost

Less: accumulated depreciation

Goodwill

Total assets

Accounts payable

Bank loan payable
Accrued liabilities

Federal income taxes payable

Current portion of long-term
Total current liabilities
Long-term debt
Stockholders' equity:
Common stock
Additional paid-in capital
Retained earnings
Total stockholders' equity

Total liabilities and stockholders' equity

Prelim. Tolerable
12/31/11 Misstatement
$243,689 5000
3,544,009 80000
(120,000) 15000
4,520,902 100000
29,500 5000
8,218,100
12,945,255 100000
(4,382,990) 40000
8,562,265
1,200,000 20000
$17,980,365
$2,141,552 70000
150,000 0
723,600 20000
1,200,000 40000
240,000 0
4,455,152
960,000 0
1,250,000 0
2,469,921 0
8,845,292 NA
12,565,213
$17,980,365 $495,000

9-19

Easy to audit at low cost.
Large tolerable misstatement (TM) because account
is large and requires extensive sampling to audit.
Fairly large TM because of inherent risk.
Large TM because account is large and
requires extensive sampling to audit.

Easy to audit at low cost.

Small TM as a percent of account balance

because most of balance is unchanged from

prior year & audit of additions is relatively low cost.
Fairly low TM due to possible risk of

misstatement. See 9-36B.
Fairly low TM due to possible risk of

misstatement. See 9-36B.

Large TM because account is large and
requires extensive sampling to audit.

Easy to audit at low cost.

Easy to audit at low cost.

Fairly low TM due to possible risk of
misstatement. See 9-35B.

Easy to audit at low cost.

Easy to audit at low cost.

Easy to audit at low cost.

Easy to audit at low cost.

(1.5 x $330,000)
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9-36 (continued)

Stanton Enterprises

Worksheet 9-36B

Analysis of Financial Statements
and Audit Planning Worksheet
12/31/2011

BALANCE SHEET

Cash

Trade accounts receivable
Allowance for uncollectible accounts
Inventories

Prepaid expenses

Total current assets

Property, plant and equipment:
At cost
Less, accumulated depreciation

Goodwill

Accounts payable

Bank loan payable

Accrued liabilities

Federal income taxes payable
Current portion of long-term debt

Total current liabilities
Long-term debt

Stockholder's equity:
Common stock
Additional paid-in capital
Retained earnings

Preliminary
12/31/11

$243,689
3,544,009
(120,000)
4,520,902

29,500

8,218,100

12,945,255

(4,382,990)
8,562,265
1,200,000

$17,980,365

$2,141,552
150,000
723,600
1,200,000

240,000

4,455,152

960,000

1,250,000

2,469,921
8,845,292

12,565,213
$17,980,365

9-20

%
14
19.7
-0.7
251
0.2
45.7

72.0
-24.4
47.6
6.7
100.0

11.9
0.8
4.0
6.7
1.3

248

5.3

7.0
13.7

49.2
69.9

100.0

Audited
12/31/10

$133,981
2,224,921
(215,000)
3,888,400

24,700

6,057,002

9,922,534

(3,775,911)
6,146,623

345,000

$12,548,625

$2,526,789
0

598,020
1,759,000

240,000

5,123,809

1,200,000

1,000,000

1,333,801
3,891,015

6,224,816
$12,548,625

%
1.1
17.7
-1.7
31.0
0.2
48.3

79.1
-30.1
49.0
27
100.0

201
0.0
4.8

14.0
1.9

40.8

9.6

8.0
10.6

31.0
49.6

100.0

%
Change

81.9
59.3
-44.2
16.3
19.4
35.7

30.5
16.1
39.3
247.8
43.3

-15.2

21.0
-31.8
0.0
-13.0

-20.0

25.0
85.2

127.3
101.9

43.3
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9-36 (continued)

Stanton Enterprises
Worksheet 9-36B, cont.

COMBINED STATEMENT OF INCOME

AND RETAINED EARNINGS

Sales
Cost of goods sold
Gross profit

Selling, general and
administrative expenses
Pension cost

Interest cost

Income before taxes

Income tax expense
Net income

Beginning retained earnings

Dividends declared
Ending retained earnings

SIGNIFICANT RATIOS

Current ratio

Quick ratio

Cash ratio

Accounts receivable turnover
Days to collect

Inventory turnover

Days to sell

Days to convert to cash
Debt to equity ratio

Tangible net assets to equity
Times interest earned
Efficiency ratio

Profit margin ratio
Profitability ratio

Return on total assets
Return on equity

Note: Some ratios are based on
year-end balances, as 12-31-09

balances are not provided.

Preliminary
12/31/11

$43,994,931

24,197,212

19,797,719

10,592,221
1,117,845
83,376

11,793,442

8,004,277

1,800,000

6,204,277

3,891,015

10,095,292

(1,250,000)
$8,845,292

1.84
0.82
0.05
12.41
29.40
5.35
68.20
97.60
0.43
1.34
97.00
2.62
0.18
0.48
0.45
0.64

9-21

%
100.0

55.0

45.0

241
2.5
0.2

26.8

18.2

4.1
141

Audited
12/3110

$32,258,015

19,032,229

13,225,786

8,900,432
865,030
104,220

9,869,682

3,356,104

1,141,000

2,215,104

2,675,911

4,891,015

(1,000,000)
$3,891,015

1.18
0.42
0.03
14.50
25.18
4.89
74.57
99.75
1.02
1.96
33.20
2.64
0.11
0.28
0.27
0.54

%
100.0

59.0

41.0

27.6
27
0.3

30.6

10.4

3.5
6.9

%
Change

36.4
271
49.7

19.0
29.2
-20.0
19.5
138.5

57.8
180.1
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m Integrated Case Application

9-37

PINNACLE MANUFACTURING—PART Il
Acceptable Audit Risk and Engagement Risk Issues:
External users’ reliance on financial statements:

1. The company is privately held, but there is a large amount
of debt, therefore the financial statements will be used fairly
extensively. Also, management is considering selling the
Machine-Tech division, which has the potential to result in
extensive use of the statements by the buyers.

2. Item 6 in the planning phase indicates plans for additional
debt financing.

Likelihood of financial difficulties:

1. The solar power engine business revolves around constantly
changing technology, thus making it inherently more risky
than other businesses, with a better chance of subsequent
bankruptcy. Item 1 in the planning issues raises a concern about
the viability of the Solar-Electro division, but not necessarily
the entire company.

2. The conclusion in Part | of the case was that the likelihood of
financial failure is low, even considering the issue with Solar-
Electro.

3. Item 9 in the planning phase indicates there is a debt covenant

requiring a current ratio above 2.0 and a debt-to-equity ratio
below 1.0. The current ratio has fallen below 2.0. This could
result in the loan being called unless a waiver of the loan
covenant is granted.

Management integrity:

No major issue exists that would cause the auditor to question
management integrity, but the auditor should have done extensive
client acceptance procedures before accepting the client. It is possible
that ltem 8 in the planning phase, turnover of internal audit personnel,
could be intentional and increases the risk of fraudulent financial
reporting.

Acceptable audit risk is likely to be medium to low because of the
factors listed previously, especially the planned increase in financing
and the potential violation of the debt covenant agreement. Some
might prefer an even lower acceptable risk because it is a first year
audit.
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9-37 (continued)

C.

Inherent risks are addressed by examining each of the 11 items in
the planning phase.

1.
2.

Inherent Risk: No effect on inherent risk

Inherent Risk: The primary concern is the possibility of
obsolete inventory, which affects the valuation of inventory at
the lower of cost or market.

Accounts Affected: Inventory, cost of good sold

Inherent Risk: There is a potential related party transaction,
which could affect the valuation of the transaction and may
require disclosure as a related party transaction.

Accounts Affected: Manufacturing equipment, footnote

Inherent Risk: This situation involves a nonroutine transaction
where there is a risk that materials, labor and/or overhead
are incorrectly applied to the property accounts.

Accounts Affected: Property accounts, inventory and cost of
sales.

Inherent Risk: A receivable outstanding for several months
from a customer making up 15% of the company’s outstanding
accounts receivable balance may indicate a major collection
problem, which could result in an understatement of the
allowance for uncollectible accounts.

Accounts Affected: Accounts receivable, bad debt expense,
allowance for uncollectible accounts.

Inherent risk: No affect on inherent risk

Inherent Risk: There is a potential related party transaction,
which could affect the valuation of the transaction and may
require disclosure as a related party transaction.

Accounts Affected: Repairs and maintenance expense and
accounts payable

Inherent Risk: Although this does not directly affect inherent
risk, it is possible that turnover of internal audit personnel could
be intentional and increases the risk of fraudulent financial
reporting. The turnover may also affect the auditor’s assessment
of control risk.

Accounts Affected: All accounts

Inherent Risk: In addition to affecting acceptable audit risk,
the auditor should be concerned about the risk of fraudulent
financial reporting due to the incentive to make certain that
all debt covenants have been met.
Accounts Affected: All accounts
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9-37 (continued)

10.

11.

Inherent Risk: An ongoing dispute with the Internal Revenue
Service may require an adjustment to income tax liability or a
disclosure in footnotes for a contingency, depending on the
status of the dispute.

Accounts Affected: Income tax expense and income taxes
payable

Inherent Risk: This situation involves a related party
transaction (Solar-Electro borrowed money from the Welburn
division). Because this transaction was not conducted with an
outside party, it is possible that the related receivable and
payable might not have been properly eliminated on Pinnacle’s
consolidated financial statements.

Accounts Affected: Notes payable, notes receivable, interest
expense and interest income.

m Internet Problem Solution: Materiality and Tolerable Misstatement

Internet Problem 9-1

a.

Microsoft's income before taxes for 2009 was $19,821 million.
Thus, engagement materiality could range from $594.6 million
(3%) to $1.189 billion (6%). Although student responses will
vary, a higher materiality seems appropriate given Microsoft’'s
market position and overall financial condition.

The three largest asset line items are “Short-term investments”
at $25.371 billion, “Goodwill” at $12.503 billion, and
“Accounts Receivable” at $11.192 billion. These accounts would
likely receive the largest allocation of tolerable misstatement.
Of these three accounts, short-term investments would receive
the smallest allocation because it is easy to audit at low cost.
Accounts receivable is fairly costly to audit and would receive a
larger allocation, as would goodwill due to the valuation issues.

(Note: Internet problems address current issues using Internet sources. Because Internet
sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens.)
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Chapter 10

Section 404 Audits of Internal Control
and Control Risk

m Review Questions

10-1 Management typically has three broad objectives in designing effective
internal controls.

1.

Reliability of Financial Reporting Management is responsible for
preparing financial statements for investors, creditors, and other
users. Management has both a legal and professional responsibility
to be sure that the information is fairly presented in accordance with
reporting requirements such as GAAP or IFRS. The objective of
effective internal control over financial reporting is to fulfill these
financial reporting responsibilities.

Efficiency and Effectiveness of Operations Controls within an
organization are meant to encourage efficient and effective use of
its resources to optimize the company’s goals. An important
objective of these controls is accurate financial and non-financial
information about the entity’s operations for decision making.

Compliance with Laws and Regulations Section 404 of the
Sarbanes-Oxley Act requires all public companies to issue a report
about the operating effectiveness of internal control over financial
reporting. In addition to the legal provisions of Section 404, public,
nonpublic, and not-for-profit organizations are required to follow many
laws and regulations. Some relate to accounting only indirectly, such
as environmental protection and civil rights laws. Others are closely
related to accounting, such as income tax regulations and fraud.

10-2 Management designs systems of internal control to accomplish three
categories of objectives: financial reporting, operations, and compliance with laws
and regulations. The auditor’s focus in both the audit of financial statements and
the audit of internal controls is on those controls related to the reliability of
financial reporting plus those controls related to operations and to compliance
with laws and regulations objectives that could materially affect financial reporting.
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10-3 Section 404(a) requires management of all public companies to issue an
internal control report that includes the following:

. A statement that management is responsible for establishing and
maintaining an adequate internal control structure and procedures
for financial reporting and

. An assessment of the effectiveness of the internal control structure
and procedures for financial reporting as of the end of the company’s
fiscal year.

10-4 Management’s assessment of internal control over financial reporting
consists of two key characteristics. First, management must evaluate the design
of internal control over financial reporting. Second, management must test the
operating effectiveness of those controls. When evaluating the design of internal
control over financial reporting, management evaluates whether the controls are
designed to prevent or detect material misstatements in the financial statements.
When testing the operating effectiveness of those controls, the objective is to
determine whether the control is operating as designed and whether the person
performing the control possesses the necessary authority and qualifications to
perform the control effectively.

10-5 There are eight parts of the planning phase of audits: accept client and
perform initial planning, understand the client’s business and industry, assess
client business risk, perform preliminary analytical procedures, set materiality and
assess acceptable audit risk and inherent risk, understand internal control and
assess control risk, gather information to assess fraud risks, and develop an overall
audit plan and audit program. Understanding internal control and assessing
control risk is therefore part six of planning. Only gathering information to assess
fraud risk and developing an overall audit plan and audit program follow
understanding internal control and assessing control risk.

10-6 The second GAAS field work standard states “The auditor must obtain a
sufficient understanding of the entity and its environment, including its internal
controls, to assess the risk of material misstatement of the financial statements
whether due to error or fraud and to design the nature, timing, and extent of
further audit procedures.” The auditor obtains the understanding of internal control
to assess control risk in every audit and that responsibility is the same for audits
of both public and nonpublic companies. Auditors are primarily concerned about
controls related to the reliability of financial reporting and controls over classes of
transactions.

10-7 PCAOB Auditing Standard 5 requires that the auditor issue a report on
the effectiveness of internal control over financial reporting. To express an
opinion on internal controls, the auditor obtains an understanding of and
performs tests of controls related to all significant account balances, classes of
transactions, and disclosures and related assertions in the financial statements.
PCAOB Auditing Standard 5 requires the auditor's independent assessment of
the internal controls’ design and operating effectiveness.
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10-8  The six transaction-related audit objectives are:

Recorded transactions exist (occurrence).

Existing transactions are recorded (completeness).

Recorded transactions are stated at the correct amounts (accuracy).
Recorded transactions are properly included in the master files and
correctly summarized (posting and summarization).

Transactions are properly classified (classification).

Transactions are recorded on the correct dates (timing).

hoON =

oo

10-9 COSO'’s Internal Control-Integrated Framework is the most widely
accepted internal control framework in the U.S. The COSO framework describes
internal control as consisting of five components that management designs
and implements to provide reasonable assurance that its control objectives will
be met. Each component contains many controls, but auditors concentrate on
those designed to prevent or detect material misstatements in the financial
statements.

10-10 The COSO Internal Control — Integrated Framework consists of the
following five components:

Control environment

Risk assessment

Control activities

Information and communication
Monitoring

ahwbd=

10-11  The control environment consists of the actions, policies, and procedures
that reflect the overall attitudes of top management, directors, and owners of an
entity about internal control and its importance to the entity. The control
environment serves as the umbrella for the other four components. Without an
effective control environment, the other four are unlikely to result in effective
internal control, regardless of their quality. The following are the most important
subcomponents the control environment:

Integrity and ethical values

Commitment to competence

Board of directors or audit committee participation
Management's philosophy and operating style
Organizational structure

Assignment of authority and responsibility

Human resource policies and practices
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10-12 Internal control includes five categories of controls that management
designs and implements to provide reasonable assurance that its control objectives
will be met. These are called the components internal control, which consists of
the following:

The control environment

Risk assessment

Control activities

Information and communication
Monitoring

The control environment is the broadest of the five and deals primarily
with the way management implements its attitude about internal controls. The
other four components are closely related to the control environment. Risk
assessment is management's identification and analysis of risks relevant to the
preparation of financial statements in accordance with accounting standards.
Management implements control activities and creates the accounting information
and communication system in response to risks identified as part of its risk
assessment in order to meet its objectives for financial reporting. Finally,
management periodically assesses the quality of internal control performance to
determine that controls are operating as intended and that they are modified as
appropriate for changes in conditions (monitoring). All five components are
necessary for effectively designed and implemented internal control.

10-13 The five categories of control activities are:

m  Adequate separation of duties
Example: The following two functions are performed by
different people: processing customer orders and billing of
customers.

m  Proper authorization of transactions and activities
Example: The granting of credit is authorized before shipment
takes place.

m  Adequate documents and records
Example: Recording of sales is supported by authorized
shipping documents and approved customer orders.

m  Physical control over assets and records
Example: A password is required before entry into the
computerized accounts receivable master file can be made.

m Independent checks on performance
Example: Accounts receivable master file contents are
independently verified.

10-14 Separation of operational responsibility from record keeping is intended

to reduce the likelihood of operational personnel biasing the results of their
performance by incorrectly recording information.
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10-14 (continued)

Separation of the custody of assets from accounting for these assets is
intended to prevent misappropriation of assets. When one person performs both
functions, the possibility of that person's disposal of the asset for personal gain
and adjustment of the records to relieve himself or herself of responsibility for the
asset without detection increases.

10-15 An example of a physical control the client can use to protect each of the
following assets or records is:

1.  Petty cash should be kept locked in a fireproof safe.

2. Cash received by retail clerks should be entered into a cash register
to record all cash received.

3.  Accounts receivable records should be stored in a locked, fireproof
safe. Adequate backup copies of computerized records should be
maintained and access to the master files should be restricted via
passwords.

4. Raw material inventory should be retained in a locked storeroom
with a reliable and competent employee controlling access.

5.  Perishable tools should be stored in a locked storeroom under control
of a reliable employee.

6. Manufacturing equipment should be kept in an area protected by
security and fire alarms and kept locked when not in use.

7. Marketable securities should be stored in a safety deposit vault.

10-16 Independent checks on performance are internal control activities designed
for the continuous internal verification of other controls. Examples of independent
checks include:

m  Preparation of the monthly bank reconciliation by an individual with
no responsibility for recording transactions or handling cash.

m Recomputing inventory extensions for a listing of inventory by
someone who did not originally do the extensions.

m  The preparation of the sales journal by one person and the accounts
receivable master file by a different person, and a reconciliation of
the control account to the master file.

m  The counting of inventory by two different count teams.

m  The existence of an effective internal audit staff.

10-17 As illustrated by Figure 10-3, there are four phases in the process of
understanding internal control and assessing control risk. In the first phase the
auditor obtains an understanding of internal controls, which includes an
understanding of their design and whether they have been implemented. Next
the auditor must make a preliminary assessment of control risk (phase 2) and
perform tests of controls (phase 3). The auditor uses the results of tests of
controls to assess control risk and to ultimately decide planned detection risk and
substantive tests for the audit of financial statements, which is phase 4.
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10-18 When obtaining an understanding of internal control, the auditor must
assess two aspects about those controls. First, the auditor must gather evidence
about the design of internal controls. Second, the auditor must gather evidence
about whether those controls have been implemented.

10-19 In a walkthrough of internal control, the auditor selects one or a few
documents for the initiation of a transaction type and traces them through the
entire accounting process. At each stage of processing, the auditor makes inquiries
and observes current activities, in addition to examining completed documentation
for the transaction or transactions selected. Thus, the auditor combines
observation, documentation, and inquiry to conduct a walkthrough of internal control.
PCAOB Auditing Standard 5 requires the auditor to perform at least one
walkthrough for each major class of transactions.

10-20 Due to the nature of the subcomponents that constitute the control
environment, such as integrity and ethical values and commitment to competence,
the nature of evidence used to evaluate the control environment may differ
somewhat from the nature of evidence used to evaluate control activities. While auditors
examine similar types of evidence to assess both the control environment
and control activities, they often perform more extensive inquires and observation
to assess the design and implementation of control environment subcomponents,
such as the entity’s code of conduct and whistleblowing system, so they can
evaluate whether employees understand those policies and procedures and to
gain a sense as to the overall ethical tone and perception of management’s integrity.
Because of the more judgmental nature of many of the control environment
subcomponents, auditors often make numerous inquiries and perform extensive
observation of client personnel in the performance of policies and procedures to
evaluate those subcomponents of the control environment. While inquiry and
observation may also be performed to evaluate control activities, auditors
frequently examine documentation that demonstrates a control activity was performed,
such as examining signatures on documents or matching of documentation
supporting a transaction, and they often reperform certain client performed
procedures, such as the calculation of a transaction amount. For many control
activities, documentation of their performance is more objectively evaluated in
contrast to the evaluation of the control environment.

10-21 A significant deficiency exists if one or more control deficiencies exist
that is less severe than a material weakness, but important enough to merit
attention by those responsible for oversight of the company’s financial reporting.
A material weakness exists if a significant deficiency, by itself, or in combination
with other significant deficiencies, results in a reasonable possibility that internal
control will not prevent or detect material financial statement misstatements. The
presence of one significant deficiency that is not deemed to be a material
weakness may not affect the auditor’s report. In that instance, the auditor’s report
on internal control over financial reporting would contain an unqualified opinion.
However, if the deficiency is deemed to be a material weakness, the auditor must
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10-21 (continued)

express an adverse opinion on the effectiveness of internal control over financial
reporting.

10-22 The most important internal control deficiency which permitted the
defalcation to occur was the failure to adequately segregate the accounting
responsibility of recording billings in the sales journal from the custodial
responsibility of receiving the cash. Regardless of how trustworthy James
appeared, no employee should be given the combined duties of custody of assets
and accounting for those assets.

10-23 Maier is correct in her belief that internal controls frequently do not
function in the manner they are supposed to. However, regardless of this, her
approach ignores the value of beginning the understanding of internal control by
preparing or reviewing a rough flowchart. Obtaining an early understanding of the
client's internal control will provide Maier with a basis for a decision about further
audit procedures and sample sizes based on assessed control risk. By not
obtaining an understanding of internal control until later in the engagement, Maier
risks performing either too much or too little work, or emphasizing the wrong areas
during her audit.

10-24 The extent of controls tested by auditors to express an opinion on
internal controls for a public company is significantly greater than that tested
solely to express an opinion on the financial statements. To express an opinion
on internal controls for a public company, the auditor obtains an understanding of
and performs tests of controls for all significant account balances, classes of
transactions, and disclosures and related assertions in the financial statements.
In contrast, the extent of controls tested by an auditor of a nonpublic company is
dependent on the auditor's assessment of control risk. Whenever the auditor
assesses control risk below maximum, the auditor must perform tests of controls
to support that control risk assessment. The auditor will not perform tests of
controls when the auditor assesses control risk at maximum. When control risk is
assessed below the maximum, the auditor designs and performs a combination
of tests of controls and substantive procedures. Thus, for a nonpublic company,
the tests of controls vary based on the auditor’'s assessment of control risk.

10-25 Entity level controls, such as the effectiveness of the board of directors’
and audit committee’s oversight, can have a pervasive affect on many different
transaction-level controls. If entity-level controls are deemed to be deficient, then
there is greater likelihood that transaction-level controls may be ineffective in
their design or operation. In contrast, if entity-level controls are deemed to be
highly effective, the auditor may be able to place greater reliance on those
controls, which may provide an opportunity to reduce testing of transaction-level
controls thereby increasing the efficiency of the audit procedures.
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10-26 Auditing standards indicate that reliance can be placed on controls that
were tested in a prior year. Controls should be tested at least every three years,
and whenever there is a significant change in the control. Continued reliance on
the effectiveness of automated controls is appropriate if the auditor is satisfied
that general controls over the computer applications are adequate to identify any
changes to computerized processes. The ability to rely on prior year tests of
automated controls is due to the systematic nature of IT-based procedures. That
is, once an automated control is programmed to perform correctly, it should
continue performing in that manner until the underlying software program is
changed. In contrast, manual performed controls are generally tested each year
because there is always a risk of human error occurring in the performance of a
manual control.

10-27 When the auditor’s risk assessment procedures identify significant risks,
the auditor is required to test the operating effectiveness of controls that mitigate
these risks in the current year audit, if the auditor plans to rely on those controls
to support a control risk assessment below 100%. Thus, tests of controls are
required in the current year audit for those controls the auditor plans to rely on to
reduce control risk. The greater the risk, the more the audit evidence the auditor
should obtain that controls are operating effectively.

10-28 The auditor may issue an unqualified opinion on internal control over
financial reporting when two conditions are present:

m there are no identified material weaknesses; and
m there have been no restrictions on the scope of the auditor’s work.

A scope limitation is the condition that would cause the auditor to
express a qualified opinion or a disclaimer of opinion on internal control over
financial reporting. This type of opinion is issued when the auditor is unable to
determine if there are material weaknesses, due to a restriction on the scope of
the audit of internal control over financial reporting or other circumstances where
the auditor is unable to obtain sufficient appropriate evidence.

10-29 PCAOB Auditing Standard 5 requires that the audit of the financial
statements and the audit of internal control over financial reporting be integrated.
In an integrated audit, the auditor must consider the results of audit procedures
performed to issue the audit report on the financial statements when issuing the
audit report on internal control. For example, if the auditor identifies a material
misstatement in the financial statements that was not initially identified by the
company’s internal controls, the auditor should consider this as at least a
significant deficiency, if not a material weakness for purposes of reporting on
internal control. In such circumstances, the auditor’s report on the financial
statements may be unqualified as long as management corrected the
misstatement before issuing the financial statements. In contrast, however, the
auditor’s report on internal control must include an adverse opinion if the auditor
concludes it is a material weakness.
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m Multiple Choice Questions From CPA Examinations

10-30 a. (3)
10-31 a. (3)
10-32 a. (2)

b. (1) c. (4) d. (4)
b. (2) c. (4) d. (2)

b. (4) c. (4) d. (2)

m Discussion Questions and Problems

10-33

CONIhwON =~

—

10-34 1. a.

b.
C.

Information and communication
Control environment

Risk assessment

Monitoring

Control activities

Information and communication
Control activities

Control environment

Risk assessment

Control activities

Adequate segregation of duties and proper authorization of
transactions and activities.

Recorded transactions exist.

An unauthorized or invalid time card turned in by an existing
employee. The time card may be for an employee who formerly
worked for the company or one who is temporarily laid off.

An employee could be claiming too many hours by having a
friend punch him or her in early, or by making manual changes
on time cards.

Check to see that all employees that are punched in one day
are physically present.

Adequate documents and records.

Existing transactions are recorded.

A missing time card number never could be identified before
preparation of payroll starts.

An employee would not be paid for a time period. (The
employee is almost certain to bring this to management's
attention.) The primary benefit of the control would be to
prevent misstatements for a short period of time and to prevent
employee dissatisfaction from failure to pay them.

Obtain a list of company employees and make sure that each
one has received a paycheck for the time period in question.
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10-34 (continued)

3.

co

co

Independent check on performance.

Recorded transactions are stated at the correct amounts.
Mechanical errors of adding up the number of hours, calculating
the gross payroll incorrectly, or calculating withholding
incorrectly.

Payroll checks incorrectly calculated could be paid to
employees.

Recheck the amounts for gross payroll, withholding and net
payroll.

Adequate documents and records.

Existing transactions are recorded.

Preparation of a check for an inappropriate person, the
distribution of that check to that person, and the recording of
that check in the cash disbursements journal as a voided check.
An employee who is supposed to void a check could record
it as voided on the books and cash the check. At month-end
the amount of the check could be covered by adjusting the
bank reconciliation.

Test month-end bank reconciliations in detail to determine that
the account reconciles properly, that all supporting documents
are proper, looking especially for a check that cleared and was
supposed to be voided, and that no alterations have been
made to the bank statement.

Proper authorization of transactions and activities.

Recorded transactions exist and recorded transactions are
stated at the correct amounts.

Both errors and fraud are likely to be prevented if competent
trustworthy employees are hired. Hiring honest employees
minimizes a likelihood of fraud. Hiring competent employees
minimizes the likelihood of unintentional errors.

Several types of intentional misstatements could occur if a
dishonest person is hired. Similarly, several types of unintentional
errors could occur if an incompetent person is hired.

An examination of cancelled checks and supporting documents,
including time cards and personnel records, is a test of the
possibility of fraud. A test of the calculation of payroll is a test
for an unintentional error caused by employees who are not
competent.
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10-34 (continued)

6.

Proper authorization of transactions and activities.

Recorded transactions exist.

A paycheck cannot be processed for an invalid employee
number.

A fictitious payroll check could be processed for a fictitious
employee if invalid employee numbers are included in the
employee master file.

Include test data transactions with invalid employee numbers
in the data to be inputted into the payroll accounting system
and determine that all invalid transactions are automatically
rejected by the software application.

Adequate separation of duties.

Recorded transactions exist.

A fictitious payroll check that is originated by the person both
preparing the payroll checks and distributing the payroll checks.
If one person kept a record of time, prepared the payroll, and
distributed the checks, that person could add a nonexistent
employee to the payroll, process the information for the
employee and deposit the paycheck in his or her own bank
account without detection.

Perform a surprise payoff in which the auditor accounts for
all paychecks and distributes them to the employees, who
must provide identification in order to receive their checks.

Proper authorization of transactions and activities, and adequate
documents and records.

Recorded transactions exist.

The preparation of an inappropriate payroll check for a former
employee is prevented.

A terminated employee could be continued on the payroll
with someone else obtaining the paycheck.

Perform a surprise payoff in which the auditor accounts for
all paychecks and distributes them to the employees, who
must provide identification to receive their checks.
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10-34 (continued)

10-35

9.

10.

1.

Physical control over assets and records, and adequate
segregation of duties.

Recorded transactions exist.

Checks prepared for nonexistent employees or employees
on vacation, or absent for other reasons are controlled and
safeguarded.

Checks could be lost which are intended for absent employees
or a check could be taken by the person responsible for
distributing the checks.

Examine cancelled checks to make certain that each check is
properly endorsed, supported by a time card, and the person
for whom the check is made out is still working for the company.

Proper authorization of transactions and activities and adequate
separation of duties.

Recorded transactions exist and recorded transactions are
stated at the correct amounts.

Preparation of a check for a fictitious employee or preparation
of checks using an unapproved pay rate are prevented.

A fictitious payroll check could be processed for a fictitious
employee if those with record keeping responsibilities are
allowed to enter new employee numbers into the master file.
Also, paychecks to valid employees could be overstated if
unauthorized personnel have the ability to make changes to
the pay rates in the master files.

Attempt to access the on-line payroll master file using a
password that is not allowed access to that master file.

Adequate documents and records and independent checks
on performance.

Transactions are stated at the correct amounts.

Changes to the computer master file of prices are reviewed
when the master file is updated.

Proper authorization of transactions and adequate documents
and records.

Recorded transactions exist.

Include a control in the accounts payable software that requires
the input of a valid receiving report number before the software
will process a payment on an accounts payable.
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10-35 (continued)

3.

co

Adequate documents and records, physical control over

assets and records, and independent checks on performance.

Recorded transactions exist.

1) Fence in the physical facilities and prohibit employees
from parking inside the fencing.

2) Require the accounting department to maintain perpetual
inventory records and take physical counts of actual
sides of beef periodically.

Independent checks on performance.

Recorded transactions are stated at the correct amounts.
Counts by qualified personnel and independent checks on
performance.

Proper authorization of transactions and activities.

Transactions are stated at the correct amounts.

1) Make sure that the salesman has a current price list.

2) Require independent approval of all transactions,
including the price, before shipment is made.

Adequate documents and records.

Recorded transactions exist.

(1)  Require that payments only be made on original
invoices.

2) Require a receiving report be attached to the vendor's
invoice before a payment is made.

Adequate documents and records, and independent checks
on performance.

Transactions are recorded on the correct dates.

Carefully coordinate the physical count of inventory on the
last day of the year with the recording of sales to make
certain counted inventory has not been billed and billed
inventory has not been counted.

Adequate separation of duties.

Recorded transactions exist.

Restrict the accounts payable clerk from being able to make
changes to the approved vendor master file. Only allow
purchasing personnel to input changes to that master file.
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10-36 The criteria for dividing duties is to keep all asset custody duties with one
person (Cooper). Document preparation and recording is done by the other
person (Smith). Miller will perform independent verification. The two most
important independent verification duties are the bank reconciliation and
reconciling the accounts receivable master file with the control account, therefore
they are assigned to Miller. The duties should be divided among the three as
follows:

Robert Smith: 12 4 15 17 9 111 14 16 17
James Cooper: ™1 13 16 T8 T0 ™2 13
Bill Miller: 15 18

10-37 a. The size of a company has a significant effect on the nature of the
controls likely to exist. A small company has difficulty establishing
adequate separation of duties and justifying an internal audit staff.
However, a major type of control available in a small company is
the knowledge and concern of the top operating person, who is
frequently an owner-manager. His or her ability to understand and
the entire operation of the company is potentially a significant
compensating control. The owner-manager's interest in the
organization and close relationship with the personnel enable him
or her to evaluate the competence of the employees and the
effectiveness of internal controls.

While some of the five control activities are unavailable in a
small company, especially adequate segregation of duties, it is still
possible for a small company to have proper authorization of
transactions and activities, adequate documents and records,
physical controls over assets and records, and, to a limited degree,
independent checks on performance.

b. Phersen and Collier take opposite and extreme views as to the
credence to be given internal control in a small firm. Phersen
seems to treat a small firm in the same manner as he would a large
firm, which is inefficient. Because many types of controls are
usually lacking in a small firm, especially one that is a nonpublic
company, assessed control risk should be increased and more
extensive substantive tests must be used. Because assessed
control risk is higher, less emphasis is needed to identify the
internal controls.

Collier is not meeting the standards of the profession in that
she completely ignores the possibility of a severe deficiency in the
system. She must obtain an understanding of internal control to
determine whether it is possible to conduct an audit at all. Auditing
standards require, at a minimum, an understanding of internal control.

10-14


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

10-37 (continued)

10-38

1.

The auditor must understand the control environment and the flow of
transactions. It is not necessary, however, for the auditor to prepare
flowcharts or internal control questionnaires. The auditor of a nonpublic
company is required to provide a written report about significant
deficiencies or material weaknesses to those charged with governance,
which may be common on many small audit clients.

Collier's approach is not acceptable when auditing either a public or
non-public company. Collier must obtain an understanding of internal
controls over financial reporting in all audits. When the auditor assesses
control risk below the maximum, which is generally the case for
public companies, the auditor must perform tests of controls to
determine whether key controls over financial reporting are operating
effectively. Those procedures must provide Collier a basis to express
an opinion about internal controls over financial reporting for
accelerated filer public companies.

While Pherson’s approach includes procedures similar to those that
would be performed to obtain an understanding of internal controls,
if Pherson is auditing a public company, he may need to expand
those procedures to ensure that enough information is obtained
about the design and placed in operation status of internal controls
over financial reporting. Furthermore, Pherson must perform tests
of key controls over financial reporting to provide a basis for
expressing an opinion on internal controls over financial reporting
for accelerated filer public companies.

a. | Supplying the receiving department with the purchase
order is regarded as a deficiency in that the department
may be less careful in checking goods than they
would be if they were working without a record of the
guantities that should be received.

[ | The failure to have the storekeeper receipt for the
materials when they are sent to him or her from the
receiving department or to tie in the items placed in
storage with the acquisition constitutes a deficiency in
control in that responsibility for shortages cannot be
conclusively placed on either receiving or stores. The
receiving department might, in collusion with a vendor,
report receipts of materials that were never received.
Also, either the receiving department or the stores
department might fraudulently convert some of the
materials and because of the lack of a record of
responsibility, the company would be unable to
determine which department was responsible.
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10-38 (continued)

b.

[ This deficiency increases the likelihood of obsolete
inventory and the possibility of theft of shipments larger
than the amount ordered. It also increases the likelihood
of inaccurate counts of inventory actually received and
recorded.

[ The failure to isolate responsibility for shortages also
increases the likelihood of obsolescence in that
employees are likely to be less concerned when they
are not held accountable. Because the company
cannot isolate responsibility, it might also encourage
receiving or stores to take goods.

Use a "blind" copy of the purchase order or a separate
receiving report without a copy of the purchase order. Use
perpetual inventory records to hold the storekeeper accountable.
The storekeeper should also initial the receiving report or
purchase order when he or she receives the goods.

| The payroll checks should not be returned to the
computer department supervisor but should be
distributed by persons independent of those having a
part in generating the payroll data.

[ There is a lack of internal verification of the hours, rates,
extensions or employees by above.
| Padding of payroll with fictitious names and extracting

the checks made out to such names when they are
returned after they have been signed.

| There may be misstatements in hours, rates, extensions,
and the existence of nonworking employees.

[ | Have the checks handed out by an independent person
and not returned to Strode.

[ | Internal verification of that information by Webber or

someone else.

The bank statement and cancelled checks should not be
reconciled by the manager, but should be sent by the bank
directly to the home office, where the reconciliations should
be made against the manager's report of cash disbursements.

The manager may draw checks to herself or others for
personal purposes and omit them from her list of cash
disbursements or inflate other reported disbursement amounts.
Have all bank statements sent directly to the home office
and have Cooper report directly to the home office by use of
a list of cash disbursements and all supporting documentation.
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10-39 The following are deficiencies of internal control, by transaction-related
audit objective.

Occurrence

The receiving report is not sent to the stores department. A copy of
the receiving report should be sent from the receiving room directly
to the stores department with the materials received. The stores
department, after verifying the accuracy of the receiving report,
should indicate approval on that copy and send it to the accounts
payable department. The copy sent to accounts payable will serve
as proof that the materials ordered were received by the company
and are in the user department.

The controller should not be responsible for cash disbursements.
The cash disbursement function should be the responsibility of the
treasurer, not the controller, so as to provide proper segregation of
duties between the custody of assets and the recording of transactions.
The purchase requisition is not approved. The purchase requisition
should be approved by a responsible person in the stores department.
The approval should be indicated on the purchase requisition after
the approver is satisfied that it was properly prepared based on a
need to replace stores or the proper request from a user department.
Preliminary review should be made before preparing purchase
orders. Prior to preparation of the purchase order, the purchase
office should review the company's need for the specific materials
requisitioned and approve the request.

Completeness

Purchase orders and purchase requisitions should not be combined
and filed with the unmatched purchase requisitions, in the stores
department. A separate file should be maintained for the combined
and matched documents. The unmatched purchase requisitions file
can serve as a control over merchandise requisitioned but not yet
ordered.

There is no indication of control over vouchers in the accounts payable
department. A record of all vouchers submitted to the cashier should
be maintained in the accounts payable department, and a copy of the
vouchers should be filed in an alphabetical vendor reference file.
There is no indication of any control over prenumbered documents.
All prenumbered documents should be accounted for.
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10-39 (continued)

Accuracy

Purchase requisitions and purchase orders are not compared in the
stores department. Although purchase orders are attached to purchase
requisitions in the stores department, there is no indication that any
comparison is made of the two documents.

Prior to attaching the purchase order to the purchase requisition
the requisitioner's functions should include a check that:

Prices are reasonable;

The quality of the materials ordered is acceptable;

Delivery dates are in accordance with company needs;

All pertinent data on the purchase order and purchase
requisition (e.g., quantities, specifications, delivery dates, etc.)
are in agreement.

coow

Because the requisitioner will be charged for the materials ordered,
the requisitioner is the logical person to perform these steps.

1. The purchase office does not review the invoice prior to
processing approval. The purchase office should review the
vendor's invoice for overall accuracy and completeness,
verifying quantity, prices, specifications, terms, dates, etc.,
and if the invoice is in agreement with the purchase order,
receiving report, and purchase requisition, the purchase office
should clearly indicate on the invoice that it is approved for
payment processing. The approved invoice should be sent to
the accounts payable department.

2. The copy of the purchase order sent to the receiving room
generally should not show quantities ordered, thus forcing
the department to count goods received. In addition to counting
the merchandise received from the vendor, the receiving
department personnel should examine the condition and
quality of the merchandise upon receipt.

3. There is no indication of control over dollar amounts on
vouchers. Accounts payable personnel should prepare and
maintain control sheets on the dollar amounts of vouchers.
Such sheets should be sent to departments posting
transactions to the general ledger and master files.

Note: Classification, timing, and posting and summarization are not

applicable. Recording in journals is not included in the
flowcharts.
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10-40

1.

No testing is required in the December 31, 2011 audit because the
auditor has determined that the automated control has not been
changed since the prior year. The auditor obtains reasonable
assurance that the automated control has not been changed due to
the strong controls over IT security and software program changes.
Thus, the auditor should consider the extent of testing of IT security
and software changes that might be necessary in the current year
audit due to the auditor’s reliance on them to prevent changes to
the underlying automated reconciliation control.

Testing is required in the December 31, 2011 audit because the
underlying control is performed by a person and is not automated.
Because the control is manually performed, there is a risk that the
operation of the control may not be consistent with the design or
the control may not have been performed. Thus, the auditor should
test the control’s operating effectiveness in the current year’s audit.

Testing is required in the December 31, 2011 audit because the
control is designed to mitigate a significant risk. Controls that mitigate
significant risks must be tested each year.

Testing is required in the December 31, 2011 audit because the
client made changes to the software system during the current year.

No testing is required in the December 31, 2011 audit because the
auditor has determined that the automated control has not been
changed since the prior year. The auditor obtains reasonable
assurance that the automated control has not been changed due to
the strong controls over IT security and software program changes.
Thus, the auditor should consider the extent of testing of IT security
and software changes that might be necessary in the current year
audit due to the auditor’s reliance on them to prevent changes to
the underlying automated reconciliation control.

10-19


http://downloadslide.blogspot.com

To download more slides, ebook, solutions and test bank, visit http://downloadslide.blogspot.com

10-41 Following are the appropriate reporting formats for the five independent

situations:

INDEPENDENT
SITUATION

APPROPRIATE
AUDIT REPORT

REASON FOR REPORT

1.

Adverse

The presence of a material misstatement
not detected by the company’s internal
controls is considered at least a
significant deficiency, if not a material
weakness for purposes of reporting on
internal controls.

Qualified or
disclaimer

The auditor’s inability to obtain any
evidence about the operating
effectiveness of internal controls
represents a scope limitation.

Adverse

The detection of a deficiency that will not
prevent or detect a material misstatement
in the financial statements meets the
definition of a material weakness, which
requires an adverse opinion.

Unqualified

The control deficiency was remediated
and the auditor was able to obtain
sufficient appropriate evidence that the
new control operates effectively. Thus,
an unqualified opinion on internal control
is appropriate.

Unqualified

Because the auditor does not believe the
significant deficiency in internal control is
a material weakness, the auditor’s report
would contain an unqualified opinion.
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m Case

10-42 a. Sales

TRANSACTION-
RELATED
AUDIT OBJECTIVE CONTROL

Occurrence m Supervisor approves all invoices.

m Accounts receivable clerk has no access to
cash.

m Monthly statements are sent to customers.

m Supervisor approves all credit.

Completeness m Cash register is at the front of the store.

m Sales clerks handle no cash.

m Sales clerks summarize daily sales, which
determine their commission. This summary
is compared daily to total sales.

m Sales transactions are used to update
perpetuals and monthly physical inventory is
taken.

Accuracy m Owner sets all prices.

Supervisor rechecks all calculations.

m Accountant reconciles all computer totals to
sales staff summary totals and supervisor's
sales summary.

m Monthly statements are sent to customers.

Posting and m Computer is used to update records.

summarization Monthly statements are sent.

m The aged trial balance is compared to the
general ledger.

Classification None

Timing m Sales transactions are recorded daily.
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10-42 (continued)

b. Cash Receipts

TRANSACTION-
RELATED AUDIT
OBJECTIVE CONTROL
Occurrence m Monthly bank reconciliation is prepared.

m Accounts receivable clerk compares duplicate
deposit slip from bank to sales and cash
receipts journal.

Completeness m Cash register is used for cash sales.
m Cash collected on receivables is prelisted.
m Supervisor deposits money in a locked box.
Accuracy m Supervisor recaps cash sales and compares
totals to the cash receipts tapes.

m Monthly bank reconciliation prepared.

m Accounts receivable clerk compares duplicate
deposit slip from bank to cash sales and cash
receipts journal.

m Monthly statements are sent to customers.

Posting and m Computer is used to update records.
summarization m Monthly statements are sent.

m The aged trial balance is compared to the
general ledger.

Classification None
Timing m Cash is deposited daily.
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10-42 (continued)

c. Sales and Cash Receipts

Deficiencies

Supervisor enters all sales in the cash register, recaps sales
and cash, and compares the totals to the tapes. She also
receives all invoices from sales clerks. (This deficiency is offset
by the daily summary form prepared by sales clerks and
used to calculate sales clerks' commissions.)

Lack of accounting for a numerical sequence of sales invoices.
(Partially offset by control totals used by comparing sales
clerks' and supervisor's control totals.)

No internal verification of key entry for customer name, date,
and sales classifications on either cash receipts or sales.
There is no internal verification of general totals, posting to
accounts receivable master file, or posting to the general ledger.
There is a lack of internal verification of all of the accounting
work done by the accounts receivable clerk.

m Integrated Case Application

10-43

PINNACLE MANUFACTURING—PART il

Following are control risk matrices and related notes that are used to direct a
discussion of the requirements of the case. It should be understood that judgment
is a critical element in this case, and accordingly, there often is no single right

answer.

Computer-prepared matrices using Excel (P1043.xlIs) are contained on the
Companion Website and on the Instructor's Resource CD-ROM, which is
available upon request. They are essentially the same as the matrices on the next

two pages.
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10-43 (continued)

Notes to 10-43, Part Il

The purpose of Part Ill is to:

(a) have the students develop specific transaction-related audit
objectives for a cycle,

(b)  obtain controls from a flowchart description,

(c) relate controls to objectives,

(d)  evaluate a set of controls as a system.

Control is quite good for acquisitions. If misstatements in acquisitions

occur, they will result from the incorrect application of controls, not

their absence. This demonstrates the inherent deficiencies in any

control system. It explains the reasons why some misstatements were

found last year. However, they were not material. It also indicates

the need for tests of controls and substantive tests of details of

balances and/or transactions.

Controls for cash disbursements are not nearly as good,

given the three deficiencies. This provides an opportunity to discuss
both fraud and errors. Given the deficiencies, there is potential for
fraud in cash.
It is appropriate to use the matrices to consider whether all controls
shown are important to both the client and to the auditor. Is it
necessary to have all controls (e.g., prenumbering of requisitions)?
Are the controls costly (e.g., internal verification of all acquisitions)?
Should all controls be tested (e.g., cancellation of documents)?

m Internet Problem Solution: Disclosure of Material Weaknesses in Internal
Control over Financial Reporting

Internet Problem 10-1

a.

Students should have located the Form 10-K for Organic Alliance
Inc. for the year ended 12-31-09. Instructors may want to encourage
students to use the EDGAR Full-Text Search option to identify the
company’s filings more efficiently.

Management’'s Annual Report on Internal Control Over Financial
Reporting provides the following answers to the questions in a
through f:

1. Management is responsible for establishing and maintaining
adequate internal control over financial reporting.
2. Management’s report is addressing internal control over

financial reporting.
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Internet Problem 10-1 (continued)

3. Management conducted its assessment of the effectiveness
of internal control over financial reporting based on criteria
established in COSQO’s Internal Control — Integrated Framework.

4. Management concluded that its internal control over financial
reporting was not effective due to the existence of a material
weakness as described in e. below.

5. Management arrived at its conclusion that internal control
over financial reporting is not effective due to a material
weakness that is the result of a lack of segregation of duties
because of the limited number of Company personnel.

6. Management reports that it intends to hire a full time Chief
Financial Officer to augment its internal control procedures
and expand its accounting staff as the company grows and
obtains a stronger cash position.

c. The report of the independent registered public accounting firm
provides the following information about the auditor’s evaluation
of internal controls over financial reporting:

The company was not required to have, nor were the auditors
engaged to perform, audits of its internal control over financial
reporting, because Organic Alliance is not an accelerated filer
public company. The auditor’s report on the audit of the financial
statements does note that while the consideration of internal control
provides a basis for designing audit procedures, it does not
provide evidence for the purpose of expressing an opinion on the
effectiveness of the company’s internal control over financial reporting.

(Note: Internet problems address current issues using Internet sources. Because
Internet sites are subject to change, Internet problems and solutions may change. Current
information on Internet problems is available at www.pearsonhighered.com/arens.)
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Chapter 11
Fraud Auditing

m Review Questions

111 Fraudulent financial reporting is an intentional misstatement or omission of
amounts or disclosures with the intent to deceive users. Two examples of fraudulent
financial reporting are accelerating the timing of recording sales revenue to
increased reported sales and earnings, and recording expenses as fixed assets to
increase earnings.

11-2  Misappropriation of assets is fraud that involves theft of an entity’s assets.
Two examples are an accounts payable clerk issuing payments to a fictitious
company controlled by the clerk, and a sales clerk failing to record a sale and
pocketing the cash receipts.

11-3  Fraudulent financial reporting is an intentional misstatement or omission
of amounts or disclosures with the intent to deceive users, while misappropriation
of assets is fraud that involves theft of an entity’s assets. Frauds involving
financial reporting are usually larger than frauds involving misappropriation of
assets, usually involve top management, and do not directly involve theft of
company assets.

11-4  The three conditions of fraud referred to as the “fraud triangle” are (1)
Incentives/Pressures; (2) Opportunities; and (3) Attitudes/Rationalization. Incentives/
Pressures are incentives of management or other employees to commit fraud.
Opportunities are circumstances that allow management or employees to commit
fraud. Attitudes/Rationalization are indications that an attitude, character, or set
of ethical values exist that allow management or employees to commit a dishonest
act or they are in an environment that imposes sufficient pressure that causes
them to rationalize committing a dishonest act.

11-5  The following are example of risk factors for fraudulent financial reporting
for each of the three fraud conditions:

m  /ncentives/Pressures - The company is under pressure to meet debt
covenants or obtain additional financing.

m  Opportunities — Ineffective oversight of financial reporting by the
board of directors allows management to exercise discretion over
reporting.

m  Attitudes/Rationalization — Management is overly aggressive. For
example, the company may issue aggressive earnings forecasts, or
make extensive acquisitions using company stock.
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11-6  The following are example of risk factors for misappropriation of assets
for each of the three fraud conditions:

Incentives/Pressures - The individual is unable to meet personal
financial obligations.

Opportunities — There is insufficient segregation of duties that allows
the individual to handle cash receipts and related accounting records.
Attitudes/Rationalization — Management has disregarded the
inadequate separation of duties that allows the potential theft of
cash receipts.

11-7  Auditors use several sources to gather information about fraud risks,

including:

Information obtained from communications among audit team
members about their knowledge of the company and its industry,
including how and where the company might be susceptible to
material misstatements due to fraud.

Responses to auditor inquiries of management about their views of
the risks of fraud and about existing programs and controls to
address specific identified fraud risks.

Specific risk factors for fraudulent financial reporting and
misappropriations of assets.

Analytical procedures results obtained during planning that indicate
possible implausible or unexpected analytical relationships.
Knowledge obtained through other procedures such as client
acceptance and retention decisions, interim review of financial
statements, and consideration of inherent or control risks.

11-8  SAS 99 requires the audit team to conduct discussions to share insights
from more experienced audit team members and to “brainstorm” ideas that
address the following:

1.

How and where they believe the entity’s financial statements might
be susceptible to material misstatement due to fraud. This should
include consideration of known external and internal factors affecting
the entity that might

[ create an incentive or pressure for management to commit
fraud.

| provide the opportunity for fraud to be perpetrated.

] indicate a culture or environment that enables management

to rationalize fraudulent acts.
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11-8 (continued)

2.  How management could perpetrate and conceal fraudulent financial
reporting.

3. How assets of the entity could be misappropriated.

4. How the auditor might respond to the susceptibility of material
misstatements due to fraud.

11-9  Auditors must inquire whether management has knowledge of any fraud
or suspected fraud within the company. SAS 99 also requires auditors to inquire
of the audit committee about its views of the risks of fraud and whether the audit
committee has knowledge of any fraud or suspected fraud. If the entity has an
internal audit function, the auditor should inquire about internal audit’s views of
fraud risks and whether they have performed any procedures to identify or detect
fraud during the year. SAS 99 further requires the auditor to make inquiries of
others within the entity whose duties lie outside the normal financial reporting
lines of responsibility about the existence or suspicion of fraud.

11-10 The corporate code of conduct establishes the “tone at the top” of the
importance of honesty and integrity and can also provide more specific guidance
about permitted and prohibited behavior. Examples of items typically addressed
in a code of conduct include expectations of general employee conduct,
restrictions on conflicts of interest, and limitations on relationships with clients
and suppliers.

11-11  Management and the board of directors are responsible for setting the “tone
at the top” for ethical behavior in the company. It is important for management to
behave with honesty and integrity because this reinforces the importance of
these values to employees throughout the organization.

11-12 Management has primary responsibility to design and implement antifraud
programs and controls to prevent, deter, and detect fraud. The audit committee
has primary responsibility to oversee the organization’s financial reporting and
internal control processes and to provide oversight of management’s fraud risk
assessment process and antifraud programs and controls.

11-13 The three auditor responses to fraud are: (1) change the overall conduct
of the audit to respond to identified fraud risks; (2) design and perform audit
procedures to address identified risks; and (3) perform procedures to address the
risk of management override of controls.

11-14  Auditors are required to take three actions to address potential management
override of controls: (1) examine journal entries and other adjustments for evidence
of possible misstatements due to fraud; (2) review accounting estimates for
biases; and (3) evaluate the business rationale for significant unusual transactions.
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11-15 Three main techniques use to manipulate revenue include: (1) recording
of fictitious revenue; (2) premature revenue recognition including techniques such
as bill-and-hold sales and channel stuffing; and (3) manipulation of adjustments
to revenue such as sales returns and allowance and other contra accounts.

11-16 The handling of cash by individuals operating cash registers is particularly
susceptible to theft. The notice “your meal is free if we fail to give you a receipt”
is designed to ensure that every customer is given a receipt and all sales are
entered into the register, establish accountability for the sale.

11-17 The three types of inquiry are informational, assessment, and interrogative.
Auditors use informational inquiry to obtain information about facts and details
that the auditor does not have. For example, if the auditor suspects financial
statement fraud involving improper revenue recognition, the auditor may inquire
of management as to revenue recognition policies. The auditor uses assessment
inquiry to corroborate or contradict prior information. In the previous example, the
auditor may attempt to corroborate the information obtained from management
by making assessment inquiries of individuals in accounts receivable and
shipping. Interrogative inquiry is used to determine if the interviewee is being
deceptive or purposefully omitting disclosure of key knowledge of facts, events,
or circumstances. For example, a senior member of the audit team might make
interrogative inquiries of management or other personnel about key elements of
the fraud where earlier responses were contradictory or evasive.

11-18 When making inquiries of a deceitful individual, three examples of verbal
cues are frequent rephrasing of the question, filler terms such as “well” or “to tell
the truth,” and forgetfulness or acknowledgements of nervousness. Three examples
of nonverbal cues by the individual are creating physical barriers by blocking their
mouth, leaning away from the auditor, and signs of stress such as sweating or
fidgeting.

11-19 When the auditor suspects that fraud may be present, SAS 99 requires
the auditor to obtain additional evidence to determine whether material fraud has
occurred. SAS 99 also requires the auditor to consider the implications for other
aspects of the audit. When the auditor determines that fraud may be present,
SAS 99 requires the auditor to discuss the matter and audit approach for further
investigation with an appropriate level of management that is at least one level
above those involved, and with senior management and the audit committee,
even if the matter might be considered inconsequential. For public company
auditors, the discovery of fraud of any magnitude by senior management is at
least a significant deficiency and may be a material weakness in internal control
over financial reporting. This includes fraud by senior management that results in
even immaterial misstatements. If the public company auditor decides the fraud
is a material weakness, the auditor’'s report on internal control over financial
reporting will contain an adverse opinion.
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m Multiple Choice Questions From CPA Examinations

1120 a. (3) b. (4) c. (1)
1121 a. (1) b. (2) c. (4)
1122 a. (1) b. (1) c. (1)

m Discussion Questions and Problems

11-23

d. ()

a. b.
FRAUD FRAUD
INFORMATION RISK CONDITION
Pressures
reported earnings for tax-motivated reasons. Yes
The company’s board of directors includes
a maijority of directors who are independent No N/A
of management.
Assets and revenues are based on significant
estimates that involve subjective judgments v Opportunities
and uncertainties that are hard to corroborate. es
The company is marginally able to meet .

b Yes Incentives/
exch.ange listing and debt covenant Pressures
requirements.

New accounting pronouncements have
resulted in explanatory paragraphs for No N/A
consistency for the company and other firms
in the industry.
The company has experienced low turnover N N/A
in management and its internal audit function. 0
Significant operations are located and
conducted across international borders in "
jurisdictions where differing business Yes Opportunities
environments and cultures exist.
There are recurring attempts by management to .
o . . , : Attitudes/
justify marginal or inappropriate accounting on Yes . .

. - Rationalization
the basis of materiality.
The company’s financial performance is :
threatened by a high degree of competition Yes Igtr:ee:;:}/reesé/

and market saturation.
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11-24

11-25

The purpose of the audit team’s brainstorming session is for the
audit team to exchange ideas about how and where they believe
the entity’s financial statements might be susceptible to material
misstatement due to fraud, how management could perpetrate and
conceal fraudulent financial reporting, and how assets of the entity
could be misappropriated.

The brainstorming meeting should ordinarily involve the key members
of the audit team, ranging from audit staff members to partners on
the engagement. This meeting would include audit team members
located in other offices who work on the engagement as well as
audit specialists, such as tax or IT specialists who work on the audit
engagement. The meeting should be held during planning so that
the audit plan can be adjusted to address the identified risks, and
emphasize professional skepticism throughout the engagement.
The two staff members on the engagement are just as responsible
for engaging in the exchange of ideas as other members of the
engagement team. While the two new staff accountants may not be
familiar with engagement specifics, they do provide a fresh
perspective of possible ways management might engage in fraud.
More importantly, they will benefit from hearing the exchange of
ideas from other members of the audit team. That should help
heighten their professional skepticism as they perform the audit.
The auditor has a responsibility to plan and perform the audit to
obtain reasonable assurance about whether the financial statements
are free of material misstatement, whether caused by error or fraud.
Thus, the auditor’s detection responsibility for fraud is no different
from the auditor’s detection responsibility for errors.

DEFICIENCY

RECOMMENDATION

There is no basis for
establishing the documentation
of the number of paying patrons.

Prenumbered admission tickets should be
issued upon payment of the admission fee.

2. There is no segregation of One clerk (hereafter referred to as the cash
duties between persons receipts clerk) should collect admission fees
responsible for collecting and issue prenumbered tickets. The other
admission fees and persons clerk (hereafter referred to as the admission
responsible for authorizing clerk) should authorize admission upon
admission. receipt of the ticket or proof of membership.

3. Anindependent count of paying | The admission clerk should retain a portion of
patrons is not made. the prenumbered admission ticket (admission

ticket stub).

4. There is no proof of accuracy of | Admission ticket stubs should be reconciled

amounts collected by the clerks.

with cash collected by the treasurer each day.
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11-25 (continued)
DEFICIENCY RECOMMENDATION
5. Cash receipts records are not The cash receipts should be recorded by the
promptly prepared. cash receipts clerk daily on a permanent
record that will serve as the first record of
accountability.
6. Cash receipts are not promptly Cash should be deposited at least once each
deposited. Cash should not be day.
left undeposited for a week.
7. There is no proof of the Authenticated deposit slips should be
accuracy of amounts deposited. | compared with daily cash receipts records.
Discrepancies should be promptly
investigated and resolved. In addition, the
treasurer should establish policy that includes
a review of cash receipts.
8. There is no record of the The treasurer should issue a signed receipt
internal accountability for cash. | for all proceeds received from the cash
receipts clerk. These receipts should be
maintained and should be periodically checked
against cash receipts and deposit records.

b. All of the deficiencies increase the likelihood of misappropriation of
assets, by allowing individuals access to cash receipts or failing to
maintain adequate records to establish accountability for cash receipts.

c. The deficiencies have less of an effect on the likelihood of fraudulent
financial reporting than they do for misappropriation of assets. The
first four deficiencies increase the likelihood of fraudulent financial
reporting for reported revenues due to the lack of adequate records
to establish the number of patrons.

11-26 1. a. Error.
b. Use of prenumbered bills of lading that are periodically

accounted for.

C. Trace a sequence of prenumbered bills of lading to recorded
sales transactions. Confirm accounts receivable at year-end.

2. a. Error.
b. Internal verification of invoice preparation and posting by an
independent person.
C. Test clerical accuracy of sales invoices.
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11-26 (continued)

3.

11-27 a.

a.
b.

oo

Fraud.

The prelisting of cash receipts should be compared to the
postings in the accounts receivable master file and to the
validated bank deposit slip.

Trace cash received from prelisting to cash receipts journal.
Confirm accounts receivable.

Fraud.

Sales invoices are not recorded until receipt of shipping
document indicating that the goods have been shipped.

For sales before and after year end, examine shipping
documents to verify the sale was recorded in the proper
period. Confirm accounts receivable at year-end.

Error.

No merchandise may leave the plant without the preparation
of a prenumbered bill of lading.

Trace credit entries in the perpetual inventory records to bills
of lading and the sales journal. Confirm accounts receivable
at year-end.

Error.

Internal review and verification of account classification by an
independent person.

Test accuracy of invoice classification.

Fraud.

Independent verification of packing slip.

Reconcile inventory items on hand to perpetual inventory
records and investigate any shortages.

Fraud.

All payments from customers should be in the form of a check
payable to the company. Monthly statements should be sent
to all customers.

Trace from recorded sales transactions to cash receipts for
those sales; confirm accounts receivable balances at year-end.

The lack of separation of duties was the major deficiency that
permitted the fraud for Appliance Repair and Service Company. Gyders
has responsibility for opening mail, prelisting cash, updating accounts
receivable, and authorizing sales allowances and write-offs for
uncollectible accounts. It is easy for Gyders to take the cash before
it is prelisted and to charge off an accounts receivable as a sales
allowance or as a bad debt.
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11-27 (continued)

b.

The benefit of prelisting cash is to immediately document cash receipts
at the time that they are received by the company. Assuming all
cash is included on the prelisting, it is then easy for someone to
trace from the prelisting to the cash receipts journal and deposits.
Furthermore, if a dispute arises with a customer, it is easy to trace
to the prelisting and determine when the cash was actually received.
The prelisting should be prepared by a competent person who has
no significant responsibilities for accounting functions. The person
should not be in a position to withhold the recording of sales, adjust
accounts receivable or sales for credits, or adjust accounts receivable
for sales returns and allowances or bad debts.

Subsequent to the prelisting of cash, it is desirable for an independent
person to trace from the prelisting to the bank statement to verify
that all amounts were deposited. This can be done by anyone
independent of whoever does the prelisting, or prepares or makes
the deposit.

A general rule that should be followed for depositing cash is that it
should be deposited as quickly as possible after it is received, and
handled by as few people as possible. It is, ideally, the person receiving
the cash that should prepare the prelisting and prepare the deposit
immediately afterward. That person should then deposit the cash in
the bank. Any unintentional errors in the preparation of the bank
statement should be discovered by the bank. The authenticated
duplicate deposit slip should be given to the accounting department
who would subsequently compare the total to the prelisting. When
an independent person prepares the bank reconciliation, there should
also be a comparison of 