Audit
Week Two Exercises SOLUTIONS

1) Describe the three categories of GAAS.
i. General standards – overall requirements for auditors
ii. Standard of field work – requirements for audit work
iii. Standards of reporting – requirements for adequate reporting

2) What are the requirements for an unqualified report?

a. All four financial statements included
b. All three GAAS general standards followed
c. All three field work standards met
d. Presentation in accordance with GAAP
e. No explanation/modification required

3) What is the difference between a qualified report and an adverse report?

a. Qualified opinion – “except for”
i. Scope limitation – client or circumstances
ii. Not in accordance with GAAP but fairly stated
b. Adverse opinion – financials not fairly stated per GAAP

4) Differentiate among business failure, audit failure, and audit risk.

Business failure – a business is no longer to pay its financial obligations
Audit failure – and audit is not completed correctly
Audit risk – an audit is completed correctly but fails to discover material misstatement


Audit
Week Three Exercises SOLUTIONS
1) Classify the following accounts into one of the five cycles: sales, acquisitions, payroll, inventory, capital

S, A, P, C, 	Cash
A, I 		Inventory
S 		Accounts receivable
A		Machinery
A, I		Accounts payable
P		Accrued payroll
C		Notes payable
C		Capital stock
C		Retained earnings
S		Sales
I		Cost of goods sold
A		Advertising expense
P		Payroll expense
C		Interest expense
C		Dividends


2) Create one journal entry for each of the five audit cycles, using the accounts above.

Sales
A/R
	Sales

Acquisitions
Machinery
	Cash

Payroll
Salaries expense
	Accrued salaries payable

Inventory
COGS
	Inventory

Capital
Dividends
	Cash

3) Describe three important transaction objectives.
a. Occurrence – did it really happen?
b. Completeness – is anything missing?
c. Accuracy – is the information accurate?

4) Describe three important balance objectives.
a. Detail tie-in – does the balance match the ledger?
b. Realizable value – does the account reflect accurate value?
c. Rights and obligations – does account represent true ownership/liability?

5) Describe three potential issues that you might find when you do audit work relating to objectives.
Completeness – client trial balance shows $5,000,000 of accounts payable, but our testing shows the balance should be $6,000,000

Classification – client records a note payable due in 3 months as Long term notes payable; correct account is Current notes payable

	Timing – a client records a sale on 1 January 2014 as a sale in the 2013 fiscal year.



Audit
Week Four Exercises SOLUTIONS

1) Review the types of evidence from slide 5 of lecture four.  During our in-class activity (audit of notes receivable), which types of evidence did we use?

Confirmation
Documentation
Analytical procedures
Client inquiry
Recalculation

2) Describe the eight types of evidence.

· Physical examination – auditor inspects physical assets
· Confirmation – response from third party
· Documentation – internal and external documents
· Analytical procedures – comparisons and relationships
· Inquiries of the client – client responses; may be biased
· Recalculation – checking client calculations
· Reperformance – checking non-calculation procedures
· Observation – watch/listen/touch/smell

3) Recalculate the three accrued interest amounts in the following schedule, and mark the account with “@” if you agree with the accrued interest amount.  If you do not agree, use the “Notes” section of the schedule to discuss any accounts you do not agree with and the amount of your accrued interest calculation for these accounts.
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4) What kinds of documents would be helpful if you would like “external information” to audit these notes?
Copy of note
Confirmations from borrowers

5) We have selected three accounts to test for accuracy of accrued interest.  Based on your audit results, do you think that we have sufficient evidence (slide 4)?  If not, what should we do?

Out of three accounts tested, one had a large error.  In this analysis, we were testing around 60% of the accrued interest balance ($6,900 of the total balance of $10,950).  I have applied the error rate in the sample to the entire population to estimate the population error and propose an adjusting journal entry.

Alternatively, I would use analytical procedures to check the remaining amount as follows:

If I assume the average note has 6 months (selecting the “middle” of a one-year period) to the balance sheet date and an average rate of 7% (based on the three notes I see in the list), then I expect the following interest:
$220,000 * 7% *6/12 = $7,700

The client has a low accrued interest number ($4,050) compared to my estimate, so I will discuss accrued interest with the client; I found a large overstatement in my sample, and their “other notes receivable” interest calculation seems too low to me.  I will discuss with client and then I will decide whether to select additional notes for testing.



Audit
Week Five Exercises SOLUTIONS

1) Analyze the following client and industry data.
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Industry is stable, client is improving; my initial assessment is that there might be issues with the accounting, so I will consider the possibility that this will be a higher risk audit.

2) Complete the common-size financial statements below and analyze.
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I want to focus on the highlighted %s (COGS, bad debts, effective tax rate) to understand why I see significant changes from prior year.


3) Your client’s largest administrative expense is marketing salaries.  The client has provided the following information.  Calculate the expected result and evaluate the amount reported by the client.
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This is a significant difference, I am expecting a higher expense so I want to discuss with client; perhaps the % numbers they have provided are wrong, or perhaps they have incorrectly accounted for some sales commissions expense in a different account.



Audit
Week Six Exercises SOLUTIONS

1) Calculate materiality for the following client (slides 5-6):
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2) Calculate misstatement for the following accounts payable balance and if required, propose an adjusting entry (slides 10-11):
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Analysis:

Sales 32,615,000 $  

Sales force 72%

Sales by sales force 23,482,800 $  

Commission 3.18%

Estimated marketing salaries expense 746,753 $        

Marketing salaries per client 592,335 $        

Difference (154,418) $      

% Difference 26.1%
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Total assets 3,450,900 $           

Operating income 2,105,000 $           

Audit standard for materiality:

  Lesser of 2% of assets of 4% of operating income
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Total assets 3,450,900 $            2% 69,018 $              

Operating income 2,105,000 $            4% 84,200 $              

Audit standard for materiality:

  Lesser of 2% of assets of 4% of operating income MATERIALITY 69,018 $              
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Payables information

Balance 730,900 $               

Materiality 10,200 $                 

New information:

Sample tested 13,290 $                 

Understatement 340 $                       

Sampling error 25%
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Payables balance 730,900 $               

Sample amount 13,290 $                 

% Tested 1.8%

Misstatements 340 $                       

Projection 18,699 $                 

Sampling error 25%

4,675 $                   

Total est. misstatemt 23,373 $                 

Threshold 10,200 $                 

Understatement 13,173 $                 

Adjusting entry:

Inventory 13,173 $                 

Accounts payable 13,173 $                 

This entry reverses the understatement by increasing the payables balance.

The debit to inventory is the normal debit when we have a credit to payables.

   We will audit inventory with other procedures later.
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Client: Northern Star Corp.

Audit area: Notes receivable, short term

Balance sheet date: 31-Jul-13

Schedule: C-1

Preparer: (initials of auditor)

Date: 15-Aug-13

Name Interest rate Date Maturity Amount

Accrued interest

@

West Inc 8.00% 31-Jan-13 31-Jan-14 50,000 $            2,011 $              @

Central Inc 7.00% 31-Mar-13 31-Mar-14 30,000 $            712 $                  @

East Inc 6.00% 30-Jun-13 30-Jun-14 70,000 $            4,200 $             

Other notes receivable 220,000 $          4,050 $             

370,000 $          10,973 $           

f f

NOTE:  All notes receivable accrue interest annually from the note date, and interest is paid annually per the terms of the note.

@ Recalculated accrued interest; no exceptions

f footed

Notes:

Accrued interest for East Inc should be $70,000 *6% * 1 month/12 months = $350; per discussion with client,

   the company miscalculated accrued interest by using one full year of interest instead of adjusting this amount to reflect

   one month of interest only.  Now I will apply the error rate of my sample to the entire population to estimate total error.

Conclusion:

Sample size: 6,923 $         

Sample error: 3,850 $         

% error: 56%

Account balance: 10,973 $      

Implied error: 6,102 $         

Materiality: 1,500 $          This amount would be given to you; we will learn more about calculating materiality.

Proposed Adjustment 4,602 $          Interest income is overstated by more than the materiality threshold.

Interest income 4,602 $             

   Interest receivable 4,602 $             
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2013 2012 2013 2012

Inventory turnover 2.9             2.5             2.7             2.6            

Gross margin % 38.2% 35.5% 37.8% 38.0%

Client Industry


image3.emf
$ % of Sales $ % of Sales

Sales 46,580 $           44,100 $           100.00%

Less returns 398                    357                    0.81%

Net sales 46,182 $           43,743 $           99.19%

Cost of goods sold 32,490              29,550              67.01%

Gross profit 13,692 $           14,193 $           32.18%

SGA expenses

Marketing salaries 1,705                 1,764                 4.00%

Advertising 2,204                 1,896                 4.30%

Bad debt expense 1,035                 1,411                 3.20%

Total SGA expenses 4,944 $             5,072 $             11.50%

Earnings from operations 8,748 $             9,122 $             20.68%

Income taxes 2,298                 1,014                 2.30%

Net income 6,450 $             8,108 $             18.38%

2013 2012
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$ % of Sales $ % of Sales

Sales 46,580 $           100.00% 44,100 $           100.00%

Less returns 398                    0.85% 357                    0.81%

Net sales 46,182 $           99.15% 43,743 $           99.19%

Cost of goods sold 32,490              69.75% 29,550              67.01%

Gross profit 13,692 $           14,193 $           32.18%

SGA expenses

Marketing salaries 1,705                 3.66% 1,764                 4.00%

Advertising 2,204                 4.73% 1,896                 4.30%

Bad debt expense 1,035                 2.22% 1,411                 3.20%

Total SGA expenses 4,944 $             10.61% 5,072 $             11.50%

Earnings from operations 8,748 $             18.78% 9,122 $             20.68%

Income taxes 2,298                 4.93% 1,014                 2.30%

Net income 6,450 $             13.85% 8,108 $             18.38%

Income tax analysis

Income taxes 2,298 $             1,014 $            

Earnings from operations 8,748                 9,122                

Effective tax rate 26.3% 11.1%

2013 2012
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Marketing salaries expense per client 592,335 $        

Operating data:

Total sales 32,615,000 $  

% of direct sales (no salesperson involved) 28%

% of sales by sales force 72%

Average sales commission 3.18%


