Audit Week 7
Case Study – Dell Inc.
This case study covers the four phases of an audit (week 3) to help you understand on an overall, “big picture” basis how an audit works.
Phase 1 – plan/design the audit
Industry/company information (week 5)
I research the industry – industry cycle/economics:
Activity: In groups use your general knowledge to describe the industry of computer manufacturing.
The computer industry is an established industry.  Computer use is common in homes and businesses, and computers are considered a necessity item rather than a luxury item, so economic cycles do not have an extreme effect on the computer industry, although an economic downturn would cause a slowdown in sales as people would wait a longer time to replace a computer.  Technology has a major impact on the industry, so it is important to be involved in research and development to stay competitive.

I learn about my client – history, performance, potential risks, some general AP
Activity: in groups use your general knowledge to describe the key characteristics of Dell.
	Dell is a well-established computer manufacturer and is one of the top companies in the industry.  During the past few years, Dell’s reputation as a computer manufacturer has weakened, resulting in a decline in Dell’s stock price.  As a result, the company was acquired in a leveraged management buyout in early 2014.  Currently the company is focusing more on services and less on computers.


Analytical procedures (week 5)
I perform the analytical procedures to identify high-risk audit areas.
Activity: perform the following analytical procedures (see ratio analysis on last page) and evaluate Dell’s performance (assume a stable industry):
Gross profit margin 3 years
Profit margin 3 years
Current ratio 2 years
Debt/equity ratio 2 years
Observations regarding analytical procedures (write any unusual amounts you would like information about):
	Dell’s margins and ratios are stable over time, which is in line with the industry.  Thus the preliminary analytical procedures do not indicate a potentially high-risk audit.


Internal Controls Risk Assessment
I need to have a discussion with client to get a sense of internal controls effectiveness.  I want to understand whether the accounting and operating procedures of the company are well designed and effective, or poorly designed and ineffective.  Based on results of our assessment, we design the audit program.  Well designed procedures = low risk = less testing in the audit program; poorly designed procedures = high risk = more testing in the audit program.  

Materiality (week 6)
I determine materiality and allocate to balance sheet accounts
Materiality guidelines per the audit manager: smaller of 1% of assets or 5% of operating income, maximum total misstatement 160%, audit manager will allocate based on high balance/high transactions (see week 6, slide 6).
Activity: calculate materiality
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Audit program
Based on 1) industry/company information, 2) analytical procedures, 3) internal controls risk assessment, and 4) materiality, I will design my audit program, which includes the specific audit procedures I will perform in phases 2 and 3:
Phase 2 – Testing controls and transactions
Phase 3 – Analytical procedures and balance testing

We will design our audit program focusing on the five financial statement cycles (week 3):
· Sales and collection
· Acquisition and payment
· Payroll and personnel
· Inventory and warehousing
· Capital acquisition and repayment
When we design the audit program, we decide which types of evidence (week 4) we want to test, and we make our audit evidence decisions (week 4) 
Types of evidence – note that we use different types of evidence for different tests, as follows:
· Physical examination – auditor inspects physical assets – balances
· Confirmation – response from third party – balances
· Documentation – internal and external documents – controls, transactions, balances
· Analytical procedures – comparisons and relationships – analytical procedures
· Inquiries of the client – client responses; may be biased – all procedures 
· Recalculation – checking client calculations – transactions, balances
· Reperformance – checking non-calculation procedures – controls, transactions, balances
· Observation – watch/listen/touch/smell – controls

Activity: Using the information in the table below, recalculate interest expense and determine whether client amount is reasonable.
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Audit evidence decisions
· Which procedures?
· What sample size? (quantity)
· Which items to select for testing? (quality)
· When?
 
Phase 2 – Testing controls and transactions
This testing is based on the audit program from phase 1
We have not studied these audit procedures yet; we will learn about these after the midterm exam.

Phase 3 – Analytical procedures and balance testing
We design our audit tests based on the audit program from phase 1, and we will adjust the phase 3 audit program based on the results of controls and transactions testing from phase 2.  If phase 2 results are good, we do less testing in phase 3.  If phase 2 results are bad, we do more testing in phase 3.
The analytical procedures in phase 3 are more in-depth than the analytical procedures in audit planning.
We have discussed examples of balance testing; accounts receivable confirmation and inventory observation are both examples of balance testing.  We will learn more about balance testing after the midterm exam.
Once we complete testing, for each balance sheet account we will have the amounts we learned about in week 6 (slides 9 and 10):
	Account balance from the client’s unadjusted trial balance
Materiality from the audit manager
Sample size and sample errors from the audit testing
	Sample error % from the audit manager
Activity: Using the information in the table below, calculate total estimated misstatement for accounts receivable, inventory, PPE, and accounts payable, and for any misstatement amounts which exceed materiality, propose an adjusting journal entry.
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Proposed journal entries, if any:
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Phase 4 – Complete audit/issue audit report
We audit the notes to the financial statements, complete a final review of our audit work, and present our proposed adjusting entries to the client.  Client discusses/negotiates the adjusting entries with the auditor.  Once both parties agree on the adjustments, client records adjusting entries to the general ledger, and produces the final adjusted financial statements, and we prepare and issue our audit report with one of the following opinions (week 2):
· Standard unqualified opinion
· Unqualified opinion with explanation/modification
· Qualified opinion – “except for”
· Adverse opinion – financials not fairly stated per GAAP
· Disclaimer – lack of information or lack of independence

Activity: Assume that Dell agrees to your proposed adjustments, and you complete the audit without any issues or concerns.  Which audit report will you issue for Dell?
	Standard unqualified opinion; after the adjustments, Dell’s financial statements are presented fairly in accordance with GAAP, and no issues require explanation, “except for” qualification, or a disclaimer.
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Balance Sheet 2013 Materiality Sample Size

MisstatementDirection Sample Error %

Accounts receivable 11,024 $           77 $                   212 $                 1.9 $                 

Overstatement

20%

Inventory 6,346 $             63 $                   183 $                 1.2 $                 

Overstatement

30%

PPE 12,809 $           32 $                   401 $                 0.5 $                 

Understatement

30%

Accounts payable 16,798 $           58 $                   485 $                 2.8 $                 

Understatement

30%
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Materiality/adjustments analysis Receivables Inventory PPEPayables

Balance 11,024 $           6,346 $             12,809 $   16,798 $  

Sample amount 212 $                 183 $                 401 $         485 $        

Sample % 1.9% 2.9% 3.1% 2.9%

Misstatements 1.9 $                  1.2 $                  0.5 $          2.8 $         

Projected misstatement 99 $                   42 $                   16 $           97 $          

Sampling error % 20% 30% 30% 30%

Sampling error  20 $                   12 $                   5 $             29 $          

Total estimated misstatement 119 $                 54 $                   21 $           126 $        

Materiality 77 $                   63 $                   32 $           58 $          

Adjustment 41 $                   - $                  - $         68 $          
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AE 1

Sales 41 $                  

   A/R 41 $          

AE2

Inventory 68 $                  

   A/P 68 $          
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Income Statement 2011 2012 2013

Sales 50,960 $           52,998 $           55,118 $          

COGS 41,991              43,671              45,418             

Gross profit 8,969 $             9,328 $             9,701 $            

Operating expenses 4,892                 5,088                 5,291                

Depreciation 1,223                 1,272                 1,323                

Operating profit 2,854 $             2,968 $             3,087 $            

Interest expense 1,359                 1,378                 1,397                

Income before taxes 1,495 $             1,590 $             1,690 $            

Income tax expense 374                    397                    422                   

Net income 1,121 $             1,193 $             1,268 $            

Materiality

Balance Sheet 2011 2012 2013 Threshold

Assets

Current assets

Cash 18,589 $           20,694 $           9 $                     

Accounts receivable 10,600              11,024 $           77 $                  

Inventory 6,102                 6,346 $             63 $                  

Total current assets 35,291 $           38,063 $          

PPE 13,360              12,809 $           32 $                  

Total assets 48,651 $           50,873 $          

Liabilities and Equity

Current liabilities

Accounts payable 16,152 $           16,798 $           58 $                  

Current notes payable 7,685                 7,992                 7                        

Total current liabilities 23,837 $           24,790 $          

Long term notes payable 13,600              13,600              -                    

Capital stock 12,187              12,187              -                    

Treasury stock (31,500)             (31,500)             -                    

Retained earnings 30,527              31,795              N/A

Total liabilities and equity 48,651 $           50,873 $           247 $                

Analytical Procedures

Gross profit margin 17.6% 17.6% 17.6%

Profit margin 2.20% 2.25% 2.30%

Current ratio 1.48                   1.54                  

Debt/equity ratio 3.34                   3.08                  

Dell Inc.
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Materiality calculation

Assets 50,873 $          

% 1%

509 $                

Operating income 3,087 $            

% 5%

154 $                

Materiality 154 $                

Adjustment 160%

Materiality allocation 247 $                
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Name Interest rate Date Maturity Amount

Accrued interest

First Bank of Austin 8.00% 15-Apr-13 15-Apr-14 45,000 $            3,200 $             
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Name Interest rate Date Maturity Amount

Annual interest Months in 2013 Accrued interest

First Bank of Austin 8.00% 15-Apr-13 15-Apr-14 45,000 $            3,600 $              8.5                      2,550 $             

Conclusion:  The client accrued interest amount is not reasonable.


