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various government agencies contain information that enables the auditor to understand th
business practices and problems of the entity, as well as providing information for andit tests.

RELATED PARTIES _ . c
The auditor needs to have a level of knowledge of an entity's business and industry sufficien
to identify events, transactions and practices that may have a material-effect on the financia
report. It is important, therefore, that the auditor’s understanding of the entity’s busines
covers the existence and identity. of related parties and the extent of the entity’s involvemen
with those parties. ‘ i
Related parties are defined in AASB 124(IAS 24) Related Party Disclosures. Entities are relateds
one enfity can significantly influence or control the operaﬁng, financing or investing decision
of another; or if several entities are subject to control from the same entity; or if the party s
joint venture in which the entity is a venturer. Key management personnel, their close fam
members and entities controlleJ by them are also related parties, as are superannuation fung
for the benefit of employees or related parties of the entity. Risks associated with related parti

will be discussed further in Chapter 7.

INDUSTRY AND ECONOMIC CONDITIONS

_ As outlined earlier and identified through techmiques discussed later, such as PEST analysis;.t
auditor should have a basic understanding of industry and economic conditions, governmeiil
regulaﬁons, changes in technology and competitive conditions that affect an entity’s operation
particular importance is knowledge about accounting practices common to the entity's indus

Sources of such information include trade journals, books of industry statistics am
some cases, professional statements. If government regulations are an important facto
recognition of revenues or expenses, the auditor may need to investigate the administrati
those regulations and inspect contracts, noting pertinent conditions and terms.

In general, the auditor should be aware of developments pertinent to clients as identi
through their knowledge management database {most large audit firms have knowl
management databases that, among other things, identify any news releases about their ¢
or from normal reading of financial and business magazines and newspapers.

An auditor néeds to gain knowledge of an entity's:
organisational structure; -
operational and legal structure; and

industry and ecanomic conditicns.

BUSINESS RISK |

RISK-ASSESSMENT PROCEDURES

In Chapter 5, client business risk was defined as the risk that an entity’s business obje!
will not be attained as a result of the external and internal factors, pressures and forces bra
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to bear on the entity and, ultimately, the risk associated with the entity’s profitability and
survival, In order to assess whether the financial report is fairly presented, the auditor must
undertake risk-assessment procedures to understand the entity's business strategy and risks
and its ability to respond to changing environmental conditions. The entity’s business strategy
is usually spelt out by top management and may be broad, such as ‘to maximise shareholder
value®. This is then supported by a number of operational strategies such as ‘expand our sales
by selling into Asia’ or ‘'reduce costs by selling on the internet’. The auditor assesses the specific
business risks that the entity faces in achieving these strategies to determine if they could
resulf in a materially misstated financial report. Bell et al. (1997) argue that by taking a top-
down view of the entity, rather than the traditional bottom-up transaction-based approach,
where inferences about information contained in the financial report are made based on tests
of transactions and balances, the auditor can use strategic analysis to plan the audit in a more
efficient manner. Figure 6.2 shows some factors that affect the entity’s internal, local and global
environments. -
ASA 315.A5-16 (ISA 315.A5-16) identifies a number of methods of obtaining knowledge of
the entity’s business. These are called riskassessment procedures, and they include:

consideration of previpus experience with the entity and the industry;

discussion with senior people within the entity;

discussion with internal auditors within the entity and review of their reports;

discussion with other auditors, legal advisers and other advisers who have provided services

to the entity or within the industry,

discussion with knowiedgeable people such as industry economists, industry regulators,

suppliers, customers and competitors;

reading of industry publications such as government statistics, surveys, texts, trade journals,

bank reports and financial newspapers;
- review of significant legislation and regulations affecting the entity;
- visits to the entity’s premises;

URE 6.2 The relationship between client business risk and the global, local and
) " internal environments

e

our-markets ..o

‘i :Regulatory:
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Adapted from Bell et al. {1997) Exhibit 3, p. 27,
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7 review of documents produced by the entity, such as minutes of meetings, promotional:
literature, previous annual reports, budgets, internal management reports, interim
financial reports, management policy manuals, accounting manuals, chart of account
job descriptions and marketing and sales plans; and

E  performance of analytical procedures.

In order to properly assess client business risk, the auditor must understand the enti

business and industry at two levels. Firstly, the auditor must obtain a thorough understandin

of the industry within which the entity operates. Secondly, the auditor must understand ho
the entity fits within the industry.

The auditor uses this entity and industry information to identify business risks that ma
have an effect on the audit. Once the risks have been identified, the auditor should ascertdi
whether the entity has controls in place to monitor those risks and, if so, determine whet
the auditor should test those controls. The assessment of client business risk is an input iiit
the auditor’s assessment of the risk of material misstatement in the financial report. Cliefy
business risk affects inherent risk and control risk and therefore the nature, timing and extéy;
of the auditor’s work through the required level of detection risk. This approach should resu
in a greater concentration of effort in-areas where there is greater risk of misstatemnent of thi
financial report. The auditor is required to make a risk assessment for all audits and can o
longer simply default to a high risk assessment.

The members of the audit engagement team should discuss the susceptibility of the enti
financial report to material misstatement (ASA 315.10{ISA 315.10). This discussion will allow 4
members of the audit management team to obtain a better understanding of the potential f§
material misstatement and how the results of audit procedures that they perform may affe
other aspects of the audit. This discussion should be documented.

As discussed earlier, in order to obtain information about the risks arising due to -
nature of the entity and its environment, auditors may use strategic management techniqu
such as SWOT analysis, PEST analysis, the value-chain approach and nonfinancial performa

measurement, although there is no requirement to do so. Each of these techniques is discus
below.

SWOT ANALYSIS
Assessing client business risk requires analysis of both the entity’s capabilities and its extef
environment. Fxternal and internal critical environmental factors can be organised into.
entity’'s internal strengths and weaknesses and its external opportunities and threats. SWO
analysis is a method of analysing an entity’s competitive situation by assessing its strengths
weaknesses (W), opportunities (O) and threats (T). This identification of opportunities
detection of threats requires assessment of all relevant environmental factors.

A sirength is an internal aspect that can improve the entity's competiiive situat
A strength is something an entity is good at doing or a characteristic that gives it enhatl
competitiveness. An entity’s strengths include its skills and expertise, its collection of assets
competitive capabilities and its market achievements. T

A weakness is an internal aspect where the entity is potentially vulnerable to competit
strategic moves. Therefore it is something an entity lacks or does poorly in comparison t
competitors, or a condition that putsitata disadvantage.
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Major issues to consider in SWOT analysis

POTENTIAL INTERNAL STRENGTHS

Powerful strategy

Adequate financial resources
Goed competitive skili

Strong brand name
Acknowledgment as market leader
Access to economias of scale
Proprietary technology

Superior technological skil!

Cost advantages

Superior advertising campaigns
Product innovaticn skills

Proven management

Superior manufacturing capability
Superior product quality

Wide geographic coverage
Alliances/joint ventures with other entities

POTENTIAL EXTERNAL OPPORTUNITIES

Serving of additional customer groups

Entering of new markets or segments

Expansion of product ling to meet broader range of
customer needs

Diversification into related products

Vertica! integration

Falling trade barriers in atiractive foreign markets

Complacency among rival firms

Faster market growth

Acquisition of rival firms

Source: Adapred from Phompson and Sirickland c19adypo1o?

POTENTIAL INTERNAL WEAKNESSES

No clear strategic direction

Cbsolete facilities

Excessive debt

Sub-par profitability :
Higher overall unit costs relative te key competitors
Lack of managerial depth and talent

Lack of particular key skills or competence
Poor track record in implementing strategy
Internal operating problems

Inferior R&D

Too narrow a product line

Weak market image

Weak distribution network

Below average marketing skills

Inability to finance needed changes in strategy
Underuse of plant

Inferior product quality

POTENTIAL EXTERNAL THREATS

Entry of lower-cost competitors

Rising sales of substitute products

Slowdowns in market growth

Adverse shifts in foreign exchange rates and trade
policies of foreign governments

Costly regulatory requirements

Vulnerability to recession and business cycles

Growing bargaining power of custorners or suppliers

Changing buyer needs and tastes

Adverse demographic changes

Vulnerability to industry-driving forces

An apportuiity is an environmental condition that can significantly improve an entity's
situation relative to that of its competitors. The markei opportunities most relevant to an
entity are those that offer profitable growth, those that offer the most potential for competitive
advantage and those that match up well with the financial and organisational resource
capabilities that the entity already possesses or can easily acquire.

A threat is an environmental condition that can significantly undermine an entity's
competitive situation. Examples of factors in an entity's external environment that may
pose threats to its profitability and market standing include the introduction of new or
better products by rivals, the entry of lower-cost foreign competitors into the entity's market
stronghold, and new regulations that are more burdensome to the entity than to its competitors
(see Example 6.1). Most entities are aware of what their competitors are doing and actively
Plan strategies for coping with these threats. Auditors should be aware of both the threats and
management's strategies for dealing with them.
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CENAMPLE 6.1°
- Audit impact of a threat
Motaer Limited i5-facing severs competition. from existing competitors, new entrants and substitute product
Thesé threats are likely to affect sales, creating downward pressure on prices and introducing the possibility
of obsolete inventory, This will iicigaserthe audit Hisk dssociated with the valuation of inventory. It may dlso
Fact the valuation of manufacturing plant used to-produce those goods and ultimately the ability of the
entity'to continue as a going concemn.: - ' :

Some of the issues that may be considered in SWOT analyses are shown in Table 6.1. SWO
takes into accourit the interactions between the entity and its environment with respec'_t""é
what the entity does or plans to do to achieve its goals and objectives, and provides a start :
point for the auditor to assess the client business risk.

PEST ANALYSIS

PEST analysis involves identifying the political {P), economic (E), social (5) and technologica
influences on an eptity. This involves consideration of the external environmental influen
that have been particularly important in the past, and the extent to which there are chan
occurring that may make any of these more or less significant in the future for the entity
its competitors. ' ' '

Political risks arise from legal or regulatory constraints on an entity. Laws relatir
to employment, equal opportunity, occipational health and safety and consumer - and
environmental protection have a significant effect on an entity. Compliance with these 1 W
may be complex and expensive, but‘non-compliance may be even more costly. Many laws :
regulations are industry specific and need to be considered when auditing an entity within th
industry. T ‘ ) i

" hcomormic risks relate to general or regional trends in economic conditions that can hav
adverse effect on an entity. Risks can arise from a change in interest rates, inflation, econem
growth, foreign exchange rates or unémployment. For example, industries such as construc
and real estate are sensitive to small increases in. interest rates {see Example 6.2).

EXAMPLE 6.2
Audit impact of an economic factor

Ace Concfete Lid's major customers are in the ¢onstruction industry, .

“ig reduilt; receivablesmay not be ableto be Zollected at thie riormial historic
audit risk,associatediwith the valuation of receivables; as the:allowance +or doubtful debts may have to b
increased. it may also have going concern implications due.to a shrinking customer base and its.impac
cash flow. o - ' - D

Socigl risks are affected by cultural attitudes, lifestyles and social pressures. For example;
many countries, employees expect a level of benefits and management consideration, such
in-house childcare, that is unheard of in other countries. Some products, such as furs or ivo
are acceptable in some countries and unacceptable in others. A business that opens a branch
subsidiary in another country needs to carefully consider local employment practices, custo
and social attitudes in the planning of the facility. ' .

Technological risks typically relate to the rate of innovation in an industry. Technology’
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affect many facets of an entity, including the manner in which it conducts its basic operations,
processes information, markets its products, designs its manufacturing process and develops
new products. A manufacturer lacking new technology may be at a competitive disadvantage.

Table 6.2 provides a summary of some of the questions to ask about key forces at work in
the macroenvironment using a PEST analysis.

ot o i
-to 1 What environmental factors are affecting the orgamsétlon"? '
ing 2 Which of these are the most :mportant at the present time? In the next few years’
POLITICAL/LEGAL FACTORS | Econo 'c FACTORS
Menopolies Iegislation Business cycles
Environmental protection laws GNP trends
(1) Taxation policy Iriterest rates
ces . Foreign trade regulations . Money.supply
Employment law Inflation
ges - latio
d Government stability Unemployment
o : Disposable income
‘ Energy availability:and cost
mg ' SOCIOCULTURAL FACTORS TECHNOLOGICALFACTORS " "
0 ittt
Ws ~Population demographics Government spending on research
Income distribution Government and industry focus on technological
nd Social mobility effort
hat ! Lifestyle changes New discoveries/developments
. Attitudes to work and leisure Speed of technology transfer
, Consumerism Rates of obsolescence
Han Level of education

Tic

ion Source: Johnson and Scholes (1999) p. 105.

. PEST analysis may involve identifying a number of key drivers of change—that is, forces
likely to affect the structure of an industry or market. A good example is the forces that are
increasing the globalisation of some markets. PEST analysis may also help the auditor to
examine the differential impact of external influences on entities, both historically and in the
future. It looks at the extent to which key drivers will affect industries differently.

VALUE-CHAIN APPROACH

To effectively assess the entity’s ability to generate cash flows and create value, the auditor should
‘develop a comprehensive understanding of the entity's positioning within its value chain and
its ability to create and sustain competitive advantage within that environment. According to
Porter (1985), the value-chain approach is-a way of systematically viewing the series of activities
hat an entity performs to provide its customers with a product. The value chain disaggregates
n entity into its strategically important activities to provide an understanding of the behaviour
f the entity’s costs and the entity’s existing or potential sources of differentiation. An entity
ains competitive advantage by performing these strategically important activities or key
nternal factors at a lower cost or better than its competitors.
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Every entity can be viewed as a collection of value activities that are performed to desigri‘
produce, market, deliver and support its product. A firm typically performs a number of discrete
activities that may represent its key strengths or weaknesses. Service activities, for example, may-
include such discrete activities as installation, repair, distribution and upgrading, any of which
could be a major source of competitive advantage or disadvantage. Through the systemati
identification of these activities, auditors using the value-chain approach can target potentia
strengths and weaknesses for further evaluation.

NONFINANCIAL PERFORMANCE MEASUREMENT
Many risks, especially those within prbcesses, are more effectively measured using nenfinancia
measures. Common nonfinancial measures include the following. .
m Market share This is the percentage of total market consumption that is filled by
specific entity or product. A successful company will have a larger market share than a les
successfiil one. e
Customersatisfaction Long-term success formostentities dependson providing satisfyin,
experiences to their customers. A drop in customer satisfaction generally leads to reducé
revenue and profits (see Example 6.3).
New product success rates Companies introduce many new products, and multipl
product introductions maximise the chance that some of the products will prove successfu
and profitable.
Time-to-market for new products This is the length of time it takes a company t
concéive 4 new product and begin to sell it. The longer it takes to get a new idea to marke
the more risk there is that a competitor will get there first, or external developments wills
cause early obsolescence. The computer industry, for example, is particularly sensitive t

timeto-market issues. :
Warranty rates ‘Warranty rates are an indicator of the quality of the product.

“Audit impact of anonfinancial performince measure’. : . e

Diamond Ergineering Ltd has experienced an increase in its volume of customer complaints. This could b
due to a drop'in the quality of its-product, and may necessitate more rework or warranty claims. Audit risk
would increase inrelation to possible understatement of warranty-expenses and at¢ruals. It may also affect
the valuation of inventbry and the overall viability.of the éritity. For an entity that has adopted a strategy of
high quality, loss of reputation is likely to significantly reduce its chances of success. '

The use of nonfinancial measures is of course dependent on the availability of systematic and:
reliable data. Nonfinancial performance measures can be extremely useful for assessing b
significance of strategic and process risks, and for evaluating the effectiveness of managemet
responses to these risks. Nonfinancial measures are particularly important to process analys
because accounting measures are often not available nor feasible for many risks at the process:i
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RESPONSE TO ASSESSED RISKS
In order to Teduce audit risk to an acceptably low level, ASA 330.5 (ISA 330.5) requires that the
auditor determine overall responses to assessed risks at the financial report level. Responses at
the financial report level may include:

% emphasising to the audit team the need to maintain professional scepticism in gathering
and evaluating audit evidence;

assigning more experienced staff or staff with special skills;

using experts;

providing more supervision;

incorporating additional elements of unpredictability in the selection of further audit
procedures to be performed; and

making general changes to the nature, timing and extent of audit procedures, such as
performing substantive procedures at balance date instead of at an interim date.

At the assertion level, ASA 330.6 {ISA 330.6) requires that the auditor’s assessment of identified
risks provide a basis for designing and performing further audit procedures. There should be
a clear link between the nature, timing and extent of the auditor’s further audit procedures
and the assessed risks. These further procedures may be tests of control or substantive tests
or both, depending on the circumstances. In designing further audit procedures, the auditor
must consider:

the significance of the risk;

the likelihood that a misstatement will ocecur;

the characteristics of the class of transactions, account balance or disclosure involved;

the nature of the specific controls used by the entity, including whether they are manual
or IT controls;

whether the auditor expects to obtain evidence to determine whether the entity’s controls
are effective in preventing, or detecting and correcting, material misstatements,

o

=

An auditor must understand an entity’s strategy and associated business risks in order to assess
whether its financial report is fairly presented.

B8 To assist in assessing business risk, the auditor will use various strategic management techniques,
including SWOT analysis, PEST analysis, the value-chain approach and nonfinancial performance
measurement.

In order to reduce audit tisk to an acceptably low level, the auditor should determine overall responses
to assessed risks at both the financial report level and the assertion level.

ANALYTICAL PROCEDURES

ASA 315.6 (ISA 315.6) requires the auditor to apply analytical procedures at the planning
stage as part of the risk-assessment procedures. Analytical procedures may reveal aspects of the
11siness about which the auditor was unaware, and assist in determining the nature, timing

nd extent of other audit procedures.
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In accordance with ASA 520 (ISA 520), analytical procedures may also be used as asubstantive
audit procedure during the audit {see Chapter 10) and must be used to assist the auditor when
forming an overall conclusion at the end of the audit {see Chapter 12].

As indicated in Chapter 3, analytical procedures involve the use of ratios, trend analysis
and operating statistics for comparison with interna! and external data. The different types
of analytical procedures are discussed below, The use of these techuniques in preliminary
planning allows the auditor to identify areas requiring audit attention, thereby assisting
in the determination of the nature, timing and extent of audit procedures. It also gives the
auditor some knowledge of the business and a base against which to compare subsequent
evaluations of the reasonableness of the financial report. The early identification of errors,

amissions, changes in accounting policy or practice and the identification of unusual

trends allows these matters to be dealt with on a timely basis. This prevents last-minute
adjustments or reporting problems, and therefore improves the efficiency and effectiveness
of the audit.

Analytical procedures applied during the planning stage assist the auditor to obtain
knowledge of the entity and industry, via the information produced from the data analysis
and investigation of the results. Also, the process of implementing the analytical procedures
requires the auditor 1o obtain information about the entity and its industry. For example, the
auditor needs to determine the relevant industry data and what statistics are appropriate for
analysis and review. Also, it is necessary to consider the relationship between financial report
items and any relevant nonfinancial data. Examples include the relationship between payroll
costs and number of employees, or the revenue disclosed Dy an airline compared with the
number of flights and the average number of paying customers per flight.

Most of the computer software used for trial balance preparation can also be used
to perform analytical procedures on the financial report data. The software allows the
auditor to (1) maintain previous years’ financial report data so that absolute and percentage
comparisons can be made, and (2) calculate financial report ratios for current and previous
years. Spreadsheets can also be used to perform this fype of analysis.

TYPES OF ANALYTICAL PROCEDURES

Simple analytical procedures include:
simple comparisons;
ratio analysis;
common-size statements;
trend statements; and
time series analysis.
Complex analytical procedures include:
time series modetling:
regression analysis; and
financial modelling.
While rhese procedures may be used at various stages of the audit, the most useful at the
preliminary planning stage include:
comparison of current balances in the financial report with balances of previous periods

and budgeted amounts (simple comparisons); and

3
{
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computation of ratios and percentage relationships for comparison with previous years’
budgets and industry averages (ratio analysis). Significant variations indicate areas requiring
investigation, and reasonable explanations should be obtained for these variations.
Biggs et al. {1999) state that a review of research studies of audit practice indicates that simple
judgmental approaches such as comparisons and ratio analysis are used more frequently
than complex statistical approaches such as time series modelling or regression analysis. This
conclusion is supported by a survey of Australian practice by Smith et al. (1999), which found
that the five most commonly used analytical procedures consisted of:
three simple comparisons: current year with previous year’s financial report; financial with
budgeted information; and relationship of individual items with yearly totals; and
two ratios: gross profit ratio; and accounts receivable turnover.
Other analytical procedures commonly used included activity ratios, such as iaventory
turnover, and solvency and liquidity ratios, such as current ratio, quick asset ratio and debt to
equity ratio.

SIMPLE COMPARISONS
Simple comparisons are probably the most commeonly used analytical procedure. The auditor
can identify account balances that have changed significantly simply by comparing the amounts
for the current and previous year on the working trial balance in the working papers. Similar
comparisons can be made to budgeted amounts, or the entity's internal reports comparing and
analysing budgeted and actual amounts can be reviewed.

An auditor may also compute percentage relationships between bajances that are expected
to be related (receivables and bad debts, equipment and depreciation, interest expense and
borrowings) and compare them to previous experience and budget data.

RATIO ANALYSIS

To gain a better understanding of the 'entity, the auditor may use ratio analysis, calculating
common liquidity, activity, profitability and solvency ratios. It must be remembered that
at the planning stage the auditor is undertaking this ratio analysis on unaudited financial
information. Thus any ratios not in accordance with the auditor’s expectations will indicate
areas requiring significant audit attention. These ratios may be compared to the following.

BN Industry data Information on average ratios in industries may be obtained from sources
such as the Australian Securities Exchange, trade publications and computer database
services.

B Internal data Internal information useful for comparison of ratios includes the
following.

Previous years Comparable ratios are computed for the entity for previous years, and
trends are analysed.

Budgets If the entity has effective budgeting procedures, significant variations from
the budget indicate activity that the entity did not expect at the time that the budget
was prepared.

Segmient or division data  If an entity can disaggregate its financial information into
geographic or operating segments or divisions, unusual figures or trends may help to
isolate specific areas that should receive audit attention.
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r segmeit or division data) is most

pbudgets o
fact, be useful..

Comparisons of internal data (with previous periods,
cominon, Initially, comparison with industry data may seemm appealing and may, in
However, the industry information may not be comparable if the entity differs from industry.
norms in regard to its lines.of business; accounting methods and geographical influences.”

However, care needs to be taken, as research by Kinney (1987) has shown that material_
misstatements may not significantly affect certain ratios. This is particularly true for activity
ratios. Also, the auditor needs to be careful not to evaluate 2 financial ratio in jsolation. A ratio
favourable because its components are unfavourable. If related ratios are not examine
clusion. For example, suppose that an entity’s acCOuInLS
receivable turnover ratio and inventory turnover ratio are getting smaller. The negative trend
in these ratios may indicate that accounts receivable are getting older and that some invento i
may be obsolete. However, both of these factors positively affect the current ra
only the current ratio, they may reach an incorrect conclusion about the enti

Op
The
cas

may be
the auditor may draw an incorrect con

calculate
ability to meet current obligations.
There are many different financial ratios available to auditors

their analytical procedures. We will discuss below some O

auditors.

-

to assist them in performin,

Short-term liquidity ratios
Short-term liquidity ratios ind
ratios commeonly used for this purpose ar

operating cash fiow ratio.

t its current obligations. Thre

icate the entity’s ability to mee
the quick asset ratio and thi

e the current ratio,

Current ratio
The current ratio is cajculated
Current assefs

Current liabilities
nt liabilities and a commonly used benchmark is 2
ptable ratio may vary for different companies and industri

debtors and inventory quickly, such as a groc
ment of financial position to generat

as follows.

Current ratio =

Tt includes all current assets and curre

1 or better, although the acce
For example, a company that turns over its
shop, will require smaller levels of assets on a state

given level of cash to meet repayments and so can exist with a lower current ratio. Generall
a high current ratio indicates an entity’s ability to pay current obligations. However, if curren
agsets include old accounts receivable or obsolete inventory, this ratio can be distorted. It is al
important to look at the trend in the ratio as well as the absol i
this ratio indicates prima facie that the enfity is becoming short O

have difficulty in meeting its current obligations.

f working capital and m

Quick asset ratio
The quick asset ratio i t readily convertible t0 cash and

calculated as follows.

ncludes only those assets that are mos

Liquid assets

Current liabilities

Quicl asset ratio =
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Liquid assets include cash, marketable securities and net accounts receivable, Thus, inventories
and prepaid items are not included in the numerator of the quick asset ratio. The quick asset
ratio may provide a better picture of the entity’s liquidity position if inventory contains obsolete
or slow-moving items. A ratio greater than 1 is a commonly used benchmark indicating that
the entity's liquid assets are sufficient to meet the cash requirements for paying current

liabilities.

Operating cash flow ratio
The operating cash flow ratio measures the entity's ability to cover its current liabilities with
cash generated from operations, and is calculated as follows.

Cash flow from operations

Operating cash flow ratio = —
Current liabilities

The operating cash flow ratio uses the cash flows, as opposed to assets, to measure short-term
liquidity. It provides a longerterm measure of the entity's ability to meet its current liabilities.
If cash flow from operations is small or negative, the entity is likely to need alternative sources
of cash, such as additional borrowings or sales of assets, to meet its obligations.

Activity ratios

Activity ratios indicate how effectively the entity’s assets are managed. Only ratios related to
accounts receivable and inventory are discussed here because for most wholesale, retail or
manufacturing companies these two accounts represent the assets that have high activity.
- Activity ratios may also be effective in helping the auditor to determine whether these accounts
. contain material misstatements.

_Receivables turnover ratio and days in receivables
These two ratios provide information on the activity and age of accounts receivable. The
eceivables turnover ratio and days in receivables are calculated as follows.

Net credit sales

Receivables turnover ratio = -
Average receivables

365 days

Receivables turnover

Days in receivables =

'he receivables turnover ratio indicates how many times accounts receivable are turned over
ditring a year. However, the days in receivables may be easier to interpret, because this ratio can
compared to the entity’s terms of trade. For example, if an entity's terms of trade are net 30 days,
auditor would expect that if management was doing a good job of managing receivables, the
filue for this ratio would be 30 days or less. If the auditor calculates the days outstanding to be
idays, the auditor might suspect that the account balance contains a material amount of bad
bts. Any declining trend in the actual collection period would raise doubts about the system of
edit control and the adequacy of the provision for doubtful debts, and hence the valuation of
counts receivable. Comparing the days outstanding to industry data may be helpful in detecting
lowdown in payments by customers that is affecting the entire industry.
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Net profit

over ratio and days in inventory
The net pr

Inventory turn
the inventory and are calculated as follows.

These two ratios provide information on
Ne

~ Costof goods sold
Inventory turnover ratio = _—
Average inventory
265 d While the
. ays i
Days in inventory =——————" profit rati
Inventory turnover eXpenses.

exist in £k

The inventory turnover ratio indicates the frequency with which inventory is consumed in a
year. The higher the ratio, the better the entity is at liquidating inventory. This ratio can easily &
be compared to industry standards or to previous years. If the inventory turnover is below the i
industry average or is declining over time, the auditor might suspect that inventory contains
obsolete or slow-moving goods; this raises doubts about the valuation of inventory. In addition,
it may indicate that working capital is being tied up and liquidity reduced. Also, there is a risk #

that unnecessary costs are being incurred for storage space and that the buying, inventory

control and production planning functions are inadequate. :

Although a high inventory turnover is generally considered to be desirable, in some Cases

be a cause for concern. The auditor needs to check that inventory levels have not been
Is that it is not possible Lo meet delivery dates or increase

it may
reduced to such dangerously low leve
sales turnover.

The days in inve
and, when added to the days in receivables, show

r of days it takes to sell the inventory
ntory to

ntory measures the average numbe
s how long it takes to convert inve

cash.

r a given
hould bé

Profitability ratios

Profitability ratios in
period. A number of ratios measure
interpreted by comparison to industry data.

dicate the entity's success OF failure at generating a profit fo

the profitability of an entity, and each ratio s

Gross profit ratio

The gross profit ratio is generally a good indicator of potential misstatements, and is calculated SOJVE

as follows. ; §olve1
ithe a

Gross profit
Net sales

Gross profit ratio =

r differs signiﬁcantly from industy.

gnificantly from previous years ©
s ratjo:

data, the entity’s financial data may contain errors. Numerous errors can affect thi
example, if the entity has failed to record sales, the gross profit ratio will be less than in previo
years. Similarly, any errors that affect the invenfory account can distort this ratio as they affe
the determination of cost of goods sold. For example, if the entity has omitted goods fromit

ending inventory, this ratio will be smaller than in previous years.

If this ratio varies si
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Net profit ratio
The net profit ratio is calculated as follows.

. Net profit
Net profit ratio = —
Net sales

While the gross profit ratio measures proﬁtability after cost of goods sold i8 deducted, the net
profit ratio (usually measured after interest and taxes)measures the entity’s proﬁtability afterall
expenses are considered. Significant fAuctuations in this ratio may indicate that misstatements
exist in the selling, general OT administrative expense accounts.

Return on total assets ratio
The return on total assets ratio is calculated as follows.

Net profit

Return on total assets ratio = —
Total assets

11 the resources invested b;r both the chareholders and
axes. It indicates

This ratio indicate
this ratio is usually calculated before interest and &
io, the auditor needs

the creditors. In practice,
how well management has used the assets available to it. fn using this rat
to examine the underlying factors to explain the 1evel of the rate of return compared 0 other

entities and movements 10 the rate from previous periods.

g the return earned O

T T R T

Return on shareholders’ equity raito

ders’ equity ratio i

The return on sharehol s calculated as follows.

' . . Net profit
Return on shareholders’ equity ratio = - -
Ordinary sharehotders’ equity

This ratio is similar to the return oN total assets ratio except that it shows only the returil on
the resources contributed by the shareholders. Thus, itis usually calculated after interest and

taxes.

Solvency ratios

Solvency ratios P
the anditor jmportant information on

ty. These ratios give

the ability of the entity © continue as 2 going conceri.

rovide information onl the long-teTinl solvency of the enti

Debt to equity ratio
The debt to equity ratio is calculate
ghort-term * Long-term debt

Debt to equity ratio = -
ghareholders’ equity

4 as follows.

comes from debt. The lower the ratio,

of the entity’s capital
s large relative

ntity's debt 10 equity ratio i
leveraged and may not be able 1o

Jong-term hasis.

his ratio indicates what portion
he less debt pressure there is on the entity. fthee
o the industry’s. it may indicate that the entity is too highly

eet its debt obligations, including debt servicing costs, ont &
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Times interest earned ratio commons!
jeither on

The times interest earned ratio is calculated as follows. !
T ¢
Net profit imdustry)

Interest expense

Times interest earned ratio =

The times interest earned ratio indicates the ability of current operations to pay the interest

that is due on the entity’s debt obligations. The more times that jnterest is earned, the better

the entity’s ability to service the interést on long-term debt. An example of ratio analysis is

contained in Example 6.4.

EXAMPLE 6.4
Analytical procedures

with shops throughout the country.

You are the auditor of Charles Company, a large.h‘ard\i\ﬁare retailer
lytical procedures with the following

As part of the planning stage of the audit, you haverp'erf_ormed aria
rasults. :

" BUDGETED | BREVIOUS

. RESULTS - i YEAR

ihventq_r'thrnove'r ratio _'4.35 ' 5:.0(_) 470
Current ratio ' 180 170 151 166

Quick asset ratio

Debt to equity ratio 0.60 0.59

Number of times intarest earnsd
8.50 7.20

ratio ‘
Analysis of ratios and audit implications
o The decrease in the inventory tumover ratio indicates an increased audit risk that inventery is overstated;
due to the presence of obsolete stock. This siggests that additional audit testing should be undertaken
for the inventory valuation and-allocation assertion. o
e The increase in the current ratio is iikely to be due to the increase i
inventory turnover ratio. ]
« This is further supported by the fact that the quick asset ratic has not changed, zlso indicating that the
increase in cutrent ratio could be due to an increase in inveritory levels. :
s The liquidity position. of a corfpaniyis imporiant in ensuring that the going concern basis of accounting”
is _appropria‘te_..Charles_Company's ratios do not indicate any preblern in this area, as the quick asset rati
s above the normal benchmark of 1:1.
The debt to equity ratio ‘ndicates that the gearing level of Charles Company, although relatively high, is
consistent with that of the industry average and thus does not significantly increase audit risk. - ;
The number of times interest eamed considers the ability of the company to meet its interest :
commitments as they fall due. This rise in the ratia indicates reduced audit risk concerning the ability of
the company to meet its interest comrnitrients. This may be due to falling interest raies, good prefita
or understatement of interest expense. This ratic needs to be investigated further to determire what ha

actually caused the change.

|

n inventory, as indicated by the

COMMON-SIZE STATEMENTS

Common-size statements express statement of financial position components as a percell

of total assets and income statement items as a percentage of total revenue. An example 0
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common-size income statement is shown in Example 6.5 This technique can pe undertaken

either on @ cross-sectional basis (for example, comparing the entity to competitors of to the
industryjorona time series basis, allowing the auditor to concentrate on changesin percentages
over fime. It is @ particularly relevant technique for the evaluation of income statement items

where variable expenses will have some relationship o total sales.

Commeon-size ncome statement for Ace Manufacturers Ltd for the three years 20X1 10 2003

L. ST . 1
i 20X1 \ 20%2 i

L Sales | 100 \ 100 100

| |ess Cost of goods sold \ &0 | 58 i 60 :
Gross profit L w2 DT
less Expenses ’\ \ i

| Operating '\ 10 ! 10 1 16 |

) Administration \ 5 ' 5 i 8 !

'1 Net profiFt ]L =2ﬁ5 | 2 B 18 J

e ——— e ——

| This common-size statement shows the increase in operating and administration expenses that may not be

I
L 5o obvious from the raw figures. i

TREND STATEMENTS
Trends may be disclosed by comparison of account balances by month, within the yeat and
between years, and by year with those of previous years. Trend statements are similar to

common-size statements in that all numbers are expressed as a percentage of a base. However,
1 calculated from

each number in a trend statement is expressed as & percentage of its own leve
some base yeal. The focus is ont the trend rather than the absolute magnitude of dollar changes.
The trend statements would be evaluated by the auditor based on their knowledge of the

business as {0 whether past frends are expected 1O continue or change. An example of & trend

staternent is shown in Example 6.6.

Ltd for the three-ysar period 20X1 10 20X3

Income statemem - tement for AC® T~ bdtor ™ sl
!1 20X1 ] ox2 | 2%

Sales l 100 “ 120 \ 250 1
less Cost of goods sold \ 100 \ 116 %‘ 250 !
Gross profit | 100 { 125 '\ 250 |
less Expenses { ' | i
Operating '1 100 \ 120 ‘ 400 |
Administration ':‘ 100 \l 00 l 400 .
Net profit . 100 i 128 \ 160 :
continued
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“EXAMPLE 6.6 continued

in 20X2 and 60% for two years +o 70X3. It also shows that

This trend statement shows that net profit is up 28%
or cost of goods sold.

| operating and administration expenses are increasing at a much faster rate than sales
‘LThis may not have been as easy to observe with other analytical procedures.
. ey — e

TIME SERIES ANALYSIS AND MODELLING

Simple time series analysis is a predictive technique involving the extrapolation of past values
of an itemn of financial information into the current audit period. For example, the past values
of sales are examined to identify a trend thatcan be used to predict the Jevel of the current audit
balances. This prediction is compared with the entity's records and unexpected fluctuations
are further examined. Simple time series analysis can be accomplished through a graphical
approach.

The aim of more complex time series models is to forecast what the current level of various
financial report items should be, based on the pattern of past amounts of different variables.
In their simplest OF unpivariate form, thése models provide forecasts based solely on the past
history of the yariable of interest. When additional independent variables are added to the
model (multivariate form), the methodology generates forecasts based on past observations of
both the variable of interest and the related independent variables. This technique is facilitated
by the use of computer programs and can consider a wide range of models while searching for
an appropriate model for a particular set of data.

REGRESSION ANALYSIS

Regression analysis estimates the relationship between a dependent variable (for example,
sales) and one or more independent yariables (for example, cost of sales or shipping costs). Values
of the independent variable(s) are used to predict the dependent variable value. Regression
analysis can be applied ona time series or a cross-sectional basis and provides a line of best fit
for the data points.

The advantages of regression analysis are that it provides an objective quantification in
statistical terms of the probability thatan account is misstated by a material amount, it provides
more precise evidence than simpler techniques because it incorporates more factors and builds
more complex relationships, and, as a result, it allows the auditor to reduce the level of tests
of details work. The major limitations of regression. analysis are the high training costs, the
unavailability of sufficient data over a short time to establish a stable plausible relationship,
and the fact that if the assumptions of Tegression analysis are violated the model cannot be
relied upon t© produce statistically valid inferences about the entity’s recorded values. '

FINANCIAL MODELLING

Financial modelling involves the identification of a ey input variable from which values of
other accounts cai be calculated. For example, using sales as the key variable, other accounts
such as cost of goods sold, inventory, accounts receivable, selling costs and administration
costs can be determined. On the basis of these values, an estimate of funds and profit from
operations €an be obtained and, along with the provision of other financial and investment
information, a pro-forma financial report can be calculated. Significant deviations of this
report from management’s financial report can be highlighted to provide the basis for further
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investigations, while if the two sets of reports generally agree the auditor will have increased
confidence in the overall reasonableness of the financial report.

The main advantage of financial models is that they provide a complete financial report,
while other analytical procedures focus on one relationship at a time and rely .on auditor
judgment to aggregate across tests to arrive at a conclusion on the overall reasonableness of the
financial report. However, this technique can be very costly and does not have the advantages
of regression analysis of providing statistical measures of reliabitity.

DATA USED IN ANALYTICAL PROCEDURES

In planning analytical procedures, the auditor must consider whether the data needed are easily

available, and thus the amount of time that will be needed to gather the required information.

Other audit procedures may be more effective for the same amount of effort.

The auditor must also consider the reliability of the data to be used in the analytical
procedures. More reliable primary data result in analytical procedures providing more effective
audit evidence, Factors influencing the reliability of data used in analytical procedures include
the following.

Data from an independent source outside the entity are generally more reliable than
internal data. : :

% Data from a system with effective internal controls are more reliable than data from a

poorly controlled system.

Data audited in the previous year or in the current audit are more reliable than unaudited

data. (Remember that unaudited data are used at the planning stage, while audited data are

used at the completion stage, to achieve the different objectives of those stages.)

B Data from a variety of sources that corroborate each other are more reliable than data from
only one source,

Data from the department within the entity that is responsible for the amount being
audited are generally less reliable than data from another department.

The auditor also considers the plausibility, predictability and precision of the analytical

relationship. For example:

Bl Relationshipsin a stable environment are more predictable thanrelationshipsina dynamic,
changing environment.,

B Direct relationships are more predictable than indirect relationships. For example, the
auditor's prediction of annual rental income (12 times the monthly rent per lease) is more
predictable than selling and administrative expenses as a ratio of sales volume.

Disaggregated relationships are more precise and show clearer relationships than combined
or aggregated relationships. For example, comparisons by line of business are generaily
more effective than entity-wide comparisons, and monthly comparisons are generally more
effective than annual comparisons.

: Relationships involving income statement amounts (transactions over a period of time) tend

to be more predictable than relationships involving only statement of financial position
accounts (amounts at a point in time).

® Relationships involving transactions that are subject to management discretion are less

predictable than transitions independent of management discretion.
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EXAMINATION OF SIGNIFICANT FLUCTUATIONS -
The auditor must decide which fluctuations are significant and thus warrant investigation. The
auditor must also be alert to the possibility that the absence of expected fluctuations may al
need to be investigated.: Each significant fluctuation (or the lack of an expected fluctuation)
must be investigated to determine the reason for it. ' :

The auditor’s first step in investigating significant flnctuations should be to discuss themni
with the enfity’s management. Management may already be aware of the fluctuations and have
determined their causes or be able o provide an explanation for them. However, the auditol
needs to consider whether the explanations received are reasonable in light of the auditor®
knowledge of the entity and industry and the information obtained through other a
procedures. Explanations provided by management should not be accepted at face value. Wh
the explanations may corroborate what the auditor already expects, they cannot be reliedo
without further checking unless they are supported by conclusions already arrived atas a Iesi
of other audit procedures. The auditor must maintain an attitude of scepticism.

Thus, the audit working papers must show:

;dentification of significant fluctuations; '

explanations provided by management; and
= the results of work done to corroborate explanations received.

CASH FLOW ANALYSIS

Most analytical procedures such as ratio analysis are based on accrual accounting number
However, an entity must also generate positive cash flow over a reasonable period of time 0T
will not be able to pay its debts or satisfy its investors. The importance of cash flows is indicat
by the fact that the Corporations Act 2001 requires companies to prepare a statement of
flows as part of their apnual financial report. There are three components of cash flow
from operations, cash from investing activities and cash from financing activities. Cash
operations refers to the net cash flows generated from the day-to-day activities of the co
such as producing and selling inventory. Cash from investing activities reflects the purchs
(and sale).of long-lived assets such as plant assets and market investments. Cash from financt
reflects the sources of financing (debt, equity) and payments to investors and lenders.

: Over an extended period, an entity needs to generate a positive cash flow if it is to sumW

' The cash flow profile of an entity will generally follow a predictable pattern based on its |
i o cycle. In the early growth stages, most entities will have a negative cash flow from operatio
significant -cash inflows -from financing; and -outflows for investments. In a mature,:sta
period, the entity should have a relatively balanced cash flow from all three SOUrces, with
new financing activity being used mainly to fund replacement of productive assets:Ji
decline stage, cash flow from operations may still be positive (but reduced), investing aeti
will slow down and possibly create a positive cash flow as productive assets are sold, rand:¢
will flow out to investors and creditors as the entity winds down its operations.

Analytical procedures are requiired at the planning stage of the audit to assist in understanding the
business and identifying areas of potential risk. S
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Simple analytical procedures include simpie comparisons, ratio analysis, common-size statements,
trend statements and time seties analysis.

&

Complex analytical procedures include time series modelling, regression analysis and financial

3 modelling.
! When planning the use of analyrical procedures, the auditor considers the availabilicy and reliabilicy of
data, and the plausibility, predictability and precision of the analytical relationship.
e Significant fluctuations revealed by analytical procedures must be investigated.
T =
's
it
le
n
SUMMARY
Before acceptmg an engagement, an audltor needs to determme that it can be completed in accordance
with Australian audltrng standards and professional ethics. Important steps in accepting the audit
gagement include gaining ethical clearance from any previous auditor, evaluating management's
integnty, identifying unusual risks or circumstances, evaluating the auditors independence and
r.s. etermining whether the auditor has the required skills and competence. An audit engagernent letter
it ould be issued to confirm the tefms of the engagement,
ed Appropriate plannm_g is essential for the audit to be completed in an efficient and effective manner,
sh oper planning includes obtaining an understanding of the entity and its environment; assessing
Sh_ tlient business risk; cofnpleting analytical procedures to identify potential audit risk areas; determining
m responses toassessed risks; and devéloping audit strategies to obtain sufficient appropriate audit evidence
ny i significant financial report assertions. An audit plan or audit program will then be developed to

15€ flect that strategy and audit staff will be scheduled accordingly.

KEY TERMS

Days in inventory

ceptance of anengagement 246

Daysin receivables

Debt to equity ratio

Engagement letter o

Final work

268 Financialmodeling

..282  Gross profit ratio

244 Industry and economic cond|t|ons

Interimwork ..
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Effect in Business Risk Audits; Can Strategic

'ASSIGNMENTS

) 8 REVIEW QUESTIONS

The following questions relate to client acceptance and communication with a
previous auditor. Select the besi response.

(a) An audit firm'’s quality control procedures pertaining to the acceptance of a prospective
audit client would most likely include:

A inguiry of management as to whether disagreements between the previous auditor
and the prospective client were resolved satisfactorily

B consideration of whether sufficient appropriate audit evidence may be obtained to
afford a reasonable basis for an opinion

¢ inquiry of third parties, such as the prospective client’s bankers and solicitors,
about information regarding the prospective client and its management

D consideration of whether the internal control is sufficiently effective to permit a
reduction in the extent of required substantive tests.

(b} An auditor who finds that the client has committed an illegal act would be most likely
to withdraw firom the engagement when the:

A illegal act affects the auditor's ability to rely on management representations

B illegal act has material financial report imnplications

c illegal act has received widespread publicity

D auditor cannot reasonably estimate the effect of the illegal act on the financial
report.

(©) In an audit situation, communication between the new auditor and previous auditors
should be:

A authorised in an engagement letter
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