
COMPTETINGTHE
TESTS INTHE SALES
AND COLLECTION
CYCLE: ACCOUNTS
RECEIVABTE
Things Aren't Always As They Appear
The wilsall Trading company has been in operation for l0 years and has
always presented solid financial statements. The same tpA firm has
performed the audit since the inception of wilsall and has become very
familiar with the company, its operations, and its management. ln 2013,
the cPA firm decided (based on the risk assessment) to s-end a total of :d
positive confirmations to selected companies listed as accounts receivable
on the balance sheet. The senior auditor was put in charge of mailing and
following up on the confirmations. After three weeks, the-busy season was
now in full swing and only 5 of the confirmations had been received. The
senior was very busy.with other work and grumbled to herself, "what a pain, no one ever returns these things . . . and
if they do, they are filled out incorrectly! I don't have time for all of this follow up."

The senior enlisted the help of the staff auditor on.the engagement, who assisted with the follow up of confirmations.
The staff auditor didn't really have a good understanding o{ thg process and did not have ;";.h-;;t;rvision
because the senior was so busy. As the weeks rolled on, the itaff auditor realized that there were a few confirmations
that were. just never going to come back and-figuring they were immaterial amounts-she made a note about the
two missing confirmations and marked the workpaper as'complete. The other testing areas proceeded normally,
and none of the reviewers noticed the note afo.ut the m.issing A/R confirmations on tlie workpaper. Wiliall nadin[
Company showed positive results as usual and the CPA firm issued an unqualified opinion.

Three months later, WilsallTrading Company found itself in dire financial straits and began looking frantically for
outside financing- Owners of the company wondered how they had ended up in this situatiSn, conside"ring the reiults
lhey fa! showed at ye.ar-end. The CEO personally looked into the financial results and through intense iuestioningfound that the Controller and the CFO had conspired to artificially inflate the results of the" €ompany 6y ireatin[
fictitious accounts receivable from fictitious companies which were written off after year-end Uy creiii ,ireriros. got[
the Controller and CFO were fired immediately and the CEO went after the CpA firm next.

Was there. so.mething else the CPA firm could have done to detect this fraud during the audit? Granted, fraud
committed with collusio,n between man-agement can be hard to detect, but surely therimust have been something
else the CPA firm could have done, right? 
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After studying this chapter,
you should be able to

l6-l Describe the methodology for
designing tests of details of
balances using the audit risk
model.

16-2 Design and perform analytical
procedures for accounts in the
sales and collection cycle.

I6-5 Design and perform tests of
details of balances for accounts
receivable.

l6-4 Obtain and evaluate accounts
receivable confirmations.

l5-5 Design audit procedures for the
audit of accounts receivable,
using an evidence planning
worksheet as a guide.



In the preceding two chapters, we examined tests of controls and substantive tests of transactions for the sales and

collection cycle. Both typis of tests are part of phase II of the audit process. We now move to phase III and turn
our attention to substantlve analytical procedures and tests ofdetails ofbalances for the sales and collection cycle.

This chapter shows that it is essential for auditors to select the appropriate evidence to verify the account balances

in the sales and collection cycle, after considering performance materiality, performing risk assessment procedures to

assess inherent and control risks, and performing tests of controls and substantive tests of transactions. This chapter

examines designing substantive analytical procedures and tests of details of balances for the two key balance sheet

accounts in the cycle: accounts receivable and the allowance for uncollectible accounts.

METHODOLOGY FOR
DESIGNING TESTS OF DETAILS OF BALANCES

Describe the methodology
for designing tests of details
of balances using the audit
risk model.

Figure 16-1 shows the methodology auditors follow in designing the appropriate tests

ofd.tuilr of balances for accounts receivable. This methodology was introduced in
Chapter 13 and is now applied to the audit ofaccounts receivable.

The methodology shown in Figure 16-1 relates directly to the evidence planning
worksheet first introduced in Chapter 9. The worksheet was partially completed on
page 290 for materiality and risk considerations (part of phase I) and was further
completed as a part of the study of tests of controls and substantive tests of transactions
on page 516 in Chapter 15 (phase II). We will continue to complete the worksheet as

we proceed through phase III in this chapter. For now, you might want to look at the

example of a completed worksheet in Figure 16-7 onpage 557 to see what the completed

worksheet looks like, to provide you an overview of the focus of this chapter.

The appropriate evidence to be obtained from tests of details of balances must

be decided on an objective-by-objective basis. Because several interactions affect the

need for evidence from test of details of balances, this audit decision can be complex.

For example, the auditor must evaluate the potential for fraud and also consider

inherent risk, which may vary by objective, as well as the results of tests of controls

and the related control risk assessment, which also may vary by objective. The auditor
must also consider the results of substantive tests of sales and cash receipts.

In designing tests of details of balances for accounts receivable, auditors must

satisfy each of the eight balance-related audit objectives first discussed on pages

179_l8l in Chapter 6. These eight general objectives are the same for all accounts.

Specifically applied to accounts receivable, they are called accounts receivable
balance-relatid audit objectives and are as follows:1

1. Accounts receivable in the aged trial balance agree with related master file

amounts, and the total is correctly added and agrees with the general ledger.

(Detail tie-in)
2. Recorded accounts receivable exist. (Existence)

3. Existing accounts receivable are included. (Completeness)

4. Accounts receivable are accurate. (Accuracy)

5. Accounts receivable are correctly classified. (Classification)

6. Cutoff for accounts receivable is correct. (Cutoff)
7. Accounts receivable is stated at realizable value. (Realizable value)

8. The client has rights to accounts receivable. (Rights)

The columns in the evidence planning worksheet in Figure 16-7 include the balance-

related audit objectives. The auditor uses the factors in the rows to aid in assessing

planned detection risk for accounts receivable, by objective.
Students of auditing need to understand the entire methodology for designing

tests of details ofbalances for accounts receivable and all other accounts. The following

rDetail tie-in is included as the first objective here, compared with being objective 6 in Chapter 6, because tests

for detail tie-in are normally done first.
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Methodology for Designing Tests of Details of Balances
for Accounts Receivable

ldentify client business risks
affecting accounts receivable Phase I

Phase I

Phase I

Phase ll

Phase lll

Set performance materiality
and assess inherent risk
for accounts receivable

Assess control risk for sales
and collection cycle

Design and perform tests of
controls and substantive tests

of transactions for
sales and collection cycle

Design and perform analytical
procedures for accounts

receivable balance

Design tests of details of
accounts receivable balance
to satisfy balance-related

audit objectives

Audit procedures

Sample size

Items to select

Timing

overview explains the methodology. Portions of the discussion are a review of infor-
mation studied in earlier chapters, but they are intended to aid in understanding the
relationship of each part of Figure 16-1 to designing tests of details of balances.

Tests of accounts receivable are based on the auditor's risk assessment procedures
that provide an understanding of the client's business and industry, discussed in
Chapter 8. As part of this understanding, the auditor studies the client's industry and
external environment and evaluates management objectives and business processes
to identify significant client business risks that could affect the financial statements,
including accounts receivable. As part of gaining this understanding, the auditor
also performs preliminary analytical procedures that may indicate increased risk of
misstatements in accounts receivable.

Client business risks affecting accounts receivable are considered in the auditor's
evaluation of inherent risk and planned evidence for accounts receivable. For
example, as a result of adverse changes in the industry's economic environment, the
auditor may increase inherent risk for net realizable value of accounts receivable.

As studied in Chapter 9, the auditor first decides the preliminary judgment about
materiality for the entire financial statements, and then allocates the preliminary
judgment amount to each significant balance sheet account, including accounts
receivable' This allocation is called setting performance materialifT. Accounts
receivable is typically one of the most material accounts in the financial statements
for companies that sell on credit. For even small accounts receivable balances, the
transactions in the sales and collection cycle that affect the balance in accounts
receivable are almost certain to be highly significant.

Auditors assess inherent risk for each objective for an account such as accounts
receivable, considering client business risk and the nature of the client and industry.

ldentify Client
Business Risks

Affecting Accounts
Receivable (Phase l)

Set Performance
Materiality and

Assess Inherent Risk
(Phase l)
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Auditing standards indicate that auditors must normally identify a specific fraud risk
for rev€nue recognition. This likely affects the auditor's assessment of inherent risk
for the following objectives: existence, sales cutoff, and sales returns and allowances

cutoff. It is common for clients to misstate cutoff either by error or through fraud. It
is also common for clients to unintentionally or fraudulently misstate the allowance

for uncollectible accounts (realizable value) because of the difficulty of the judgments

to determine the correct balance.

Internal controls over sales and cash receipts and the related accounts receivable are

at least reasonably effective for most companies because management is concerned

with keeping accurate records to maintain good relations with customers. Auditors
are especially concerned with three aspects of internal controls:

Assess Control Risk
for the Sales and
Collection Cycle
(Phase l)

Controls that prevent or detect embezzlements
Controls over cutoff
Controls related to the allowance for uncollectible accounts

Earlier, we studied transaction-related audit objectives in the sales and collection

cycle (see Chapter 14). The auditor must relate control risk for transaction-related
audit objectives to balance-related audit objectives in deciding planned detection risk
and planned evidence for tests of details of balances. For the most part, this relation-

ship is straightforward. Figure 16-2 shows the relationship for the two primary classes

of transactions in the sales and collection cycle. For example, assume the auditor
concluded that control risk for both sales and cash receipts transactions is low for the

accuracy transaction-related audit objective. The auditor can therefore conclude that
controls for the acctracy balance-related audit objective for accounts receivable are

effective because the only transactions that affect accounts receivable are sales and

cash receipts. Of course, if sales returns and allowances and write-off of uncollectible

accounts receivable are significant, assessed control risk must also be considered for

these two classes of transactions.
Two aspects of the relationships in Figure 16-2 deserve special mention:

1. For sales, the occurrence transaction-related auditobjective affects the existence

balance-related audit objective. For cash receipts, however, the occurrence

transaction-related audit objective affects the completeness balance-related

audit objective. A similar relationship exists for the completeness transaction-

related audit objective. The reason for this somewhat surprising conclusion
is that an increase in sales increases accounts receivable, but an increase in
cash receipts decreases accounts receivable. For example, recording a sale that
did not oicur violates the occurrence transaction-related audit objective and

existence balance-related audit objective (both overstatements). Recording

a cash receipt that did not occur violates the occurrence transaction-related

audit objeciive, but it also violates the completeness balance-related audit
objective for accounts receivable because a receivable that is still outstanding

is no longer included in the records.
2. The realizable value and rights accounts receivable balance-related audit

objectives, as well as the presentation and disclosure-related objectives, are

not affected by assessed control risk for classes of transactions. To assess

control risk below the maximum for these objectives, the auditor must identify
and test separate controls that support those objectives'

Figure 16-7 (p.557) includes three rows for assessed control risk: one for sales,

one for cash receipts, and one for additional controls related to the accounts receivable

balance. The source ofeach control risk for sales and cash receipts is the control risk
matrix assuming that the tests of controls results supported the original assessment. The

auditor makes a separate assessment of control risk for objectives that are related only

to the accounts receivable balance or to presentation and disclosure audit objectives.
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Relatio-nship Between Transaction-Retated Audit objectives for the sates and Gollection Gycleand Balance-Related Audit obiectives for Accounts ieceivable

Chapters 14 and 15 covered designing audit procedures for tests of controls and sub-
stantive tests of transactions, deciding sample size, and evaluating the results of those
tests. The results of the tests of controls determine whether asseised control risk for
sales and cash receipts needs to be revised. Auditors use the results of the substantive
tests of transactions to determine the extent to which planned detection risk is
satisfied for each accounts receivable balance-related audit objective. The evidence
planning worksheet in Figure i6-7 shows three rows for conirol risk and two for
substantive tests oftransactions, one for sales, and the other for cash receipts.

As disc-ussed in Chapter 8, analytical procedures are often done during three phases of
the audit: during planning, when performing detailed tests, and as u pu"rt of corrrpleting
the.au.dit. This chapter covers planning analytical procedures and substantive
analytical procedures done when performlng detailed tests for accounts in the sales
and collection cycle.

. Mo^st analytical procedures performed during the detailed testing phase are
done after the balance sheet date but before tests of letails of balances. It makes little
sense to perform extensive analytical procedures before the client has recorded all
transactions for the year andfinalized the financial statements.

Auditors perform analytical procedures for the entire sales and collection cycle,
not just accounts receivable. This is necessary because of the close relationship

Design and Perform
Tests of Controls and
Substantive Tests of

Transactions (Phase lt)

Design and Perform
Analytical Procedures

(Phase Ill)

Design and perform
analytical procedures for
accounts in the sales and
collection cycle.
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between income statement and balance sheet accounts. If the auditor identifies
a possible misstatement in sales or sales returns and allowances using analytical
procedures, accounts receivable will likely be the offsetting misstatement.

Table 16-1 presents examples of ratios and comparisons for the sales and collection

cycle and potential misstatements that analytical procedures may uncover. Although
Table 16-1 focuses on the comparison of current year results with previous years,

auditors also consider current year results compared to budgets and industry trends.

Observe in the "possible misstatement" column how both balance sheet and income

statement accounts are affected. For example, when the auditor performs analytical
procedures for sales, evidence is being obtained about both sales and accounts

receivable.
In addition to the analytical procedures in Table 16-1, auditors should also review

accounts receivable for large and unusual amounts, such as large balances, accounts

that have been outstanding for a long time, receivables from affiliated companies,

officers, directors, and other related parties, and credit balances. To identify these

amounts, the auditor should review the listing of accounts (aged trial balance) at the
balance sheet date to determine which accounts should be investigated further.

To illustrate the use of analytical procedures during the detailed testing phase,

Table 16-2 presents comparative trial balance information for the sales and collection
cycle information for Hillsburg Hardware Co. Building on that information, Table

16-3 demonstrates several substantive analytical procedures. The only potential mis-
statement indicated in these two tables is in the allowance for uncollectible accounts.

This is indicated by the ratio of the allowance to accounts receivable, as explained at

the bottom of Table 16-3.

Analytical Procedures for the Sales and Collection Cycle

Compare gross margin percentage with previous

years (by product line).
Overstatement or understatement of sales

and accounts receivable.

Compare sales by month (by product line) over

time.

Overstatement or understatement of sales

and accounts receivable.

Compare sales returns and allowances as a

percentage of gross sales with previous years

(by product line).

Overstatement or understatement of sales

returns and allowances and accounts

receivable.

Compare individual customer balances over a

stated amount with previous years.

Misstatements in accounts receivable and

related income statement accounts.

Compare bad debt expense as a percentage of
gross sales with previous years.

Uncollectible accounts receivable that have

not been provided for.

Compare number of days that accounts

receivable are outstanding with previous years

and related turnover of accounts receivable.

Overstatement or understatement of
allowance for uncollectible accounts and

bad debt expense; also may indicate
fictitious accounts receivable.

Comgare aging categories as a percentage of
accounts receivable with previous years.

Overstatement or understatement of
allowance for uncollectible accounts and

bad debt expense.

Compare allowance for uncollectible accounts

as a percentage of accounts receivable with
previous years.

Overstatement or understatement of
allowance for uncollectible accounts and

bad debt expense.

Compare write-off of uncollectible accounts

as a percentage of total accounts receivable

with previous years.

Overstatement or understatement of
allowance for uncollectible accounts and

bad debt expense.
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Comparative lnformation for Hillsburg Hardware co.-Sales and Gollection Gyile

12-51-13 Percent Change lZ-11-12
(in lhousands) , 2OI2-2A13 (in Thousands)

Percent Change l2-Il-ll
20ll-2012 (in Thousands)

$144,328 9.00/o $132,421 7.Oo/o $121,737

Sales returns and allowances 1,242 3.9 I,195 15.6

39,845 9.6 36,350 7.0

20,197 ts.3 17,521 3.3

Allowance for uncollectible accounts 1,240 (5.4) r,3l I 21.5

3,323 (2.1) 33s4 7.3

51,027 2.3 49,895 1.5

61,367 0.9 60,791 1.8

5,681 21.9 4,659 59.0

258 16.7 221 s.7

Number of accounts receivable with
balances over gl00,OOO

The auditor's conclusions about substantive analytical procedures for the sales
and collection cycle are incorporated in the evidence planning worksheet in Figure
16-7 (p.557) in the third row from the bottom. Because analytical procedures"are
substantive tests, they reduce the extent to which the auditor ,r."d, to perform
detailed tests ofbalances, ifthe analytical procedure results are favorable.

_ When analytical procedures in the sales and collection cycle uncover unusual
fluctuations, however, the auditor should make additional inquiries of management.
M,anagement's responses should be critically evaluated to determine whethlr they
adequately explain the unusual fluctuations and whether they are supported by
corroborating evidence.

*Based on year-end accounts receivable only.

Comment: Allowance as a Percentage of accounts receivable has declined from 6.4010 to 6.lol0. Number of days
receivables outstanding and economic conditions do not iustify this change. Potential misstatement is approximately
$60,000 ($20,1 97,000 x [.064 - .061 ]).

Analytical Procedures for Hillsburg Hardware Co.-Sates and
Collection Cycle

r2-3l.t5 tz-tt-t?, t2-5t-t t

Cross margin/net sales 27 .850/o 27.700/o 27 .680/o

Sales returns and allowances/gross sales 0.90/o

Bad debt expense/net sales

Allowance for uncollectible accounts/
accounts receivable

Number of days receivables outstandingx 48.09

Net accounts receivable/total current 17.20/o 32.5o/o 32.3o/o
assets
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Design and Perform
Tests of Details of
Accounts Receivable
Balance (Phase lll)

The appropriate tests of details of balances depend on the_factors listed in the

evidence pLnning worksheet in Figure 16-7 (p.557). Planned detection risk for each

u..orrri. ieceivable balance-related audit objective is shown in the second row from

the bottom. It is a subjective decision made by auditors after they have combined the

conclusions reached about each ofthe factors listed above that row
The task of combining the factors that determine planned detection risk is

complex because the measurement for each factor is imprecise and the appropriate

weigtt given to each factor is highly subjective. Conversely, the relationship between

"u.f, 
fu."to, and planned detection risk is well established. For example, auditors know

that a high inheient risk or control risk decreases planned detection risk and increases

plannedlubstantive tests, whereas good results of substantive tests of transactions

irr...ur" planned detection risk and decrease other planned su-bstantive tests'

The tottom row in Figure 16-7 shows the planned audit evidence for tests of
details of balances for accounts receivable by objective. As we've discussed, planned

audit evidence is the inverse of planned detection risk. After deciding whether planned

audit evidence for a given objictive is high, medium, or low, the auditor must then

decide on the uppropiiut" audit procedures, sample size, items to select, and timing.

For the rernainder of this chapter, we will discuss how auditors decide on the specific

audit procedures and their timing for auditing accounts receivable. In Chapter 1Z we'll

addreis sample size and selecting items from the population for testing.

DESIGNING TESTS OF DETAILS OF BALANCES

Accounts Receivable
Are Correctly Added
and Agree with the
Master File and the
General Ledger

Even though auditors emphasize balance sheet accounts in tests of details ofbalances,

they are not ignoring income statement accounts because the income statement

accounts are tlsted ai a by-product of the balance sheet tests. For example, if the

auditor confirms accounts riceivable balances and finds overstatements caused by

mistakes in billing customers, then both accounts receivable and sales are overstated.

Confirmatiori of accounts receivable is the most important test of details of
accounts receivable. We will discuss confirmation briefly as we study the appropriate

tests for each of the balance-related audit objectives. We'll examine it in more detail

later in this chapter.
For our disiussion of tests of details of balances for accounts receivable, we will

focus on balance-related audit objectives. We will also assume two things:

1. Auditors have completed an evidence planning worksheet similar to the one

in Figure 16-7.

Z. They"have decided planned detection risk for tests of details for each balance-

related audit objective.

The audit procedures selected and their sample size will depend heavily on whether

planned evidence for a given objective is low, medium, or high'

Most tests of accounts receivable and the allowance for uncollectible accounts are

based on the aged trial balance. An aged trial balance lists the balances in the accounts

receivable **t"r file at the balance sheet date, including individual customer

balances outstanding and a breakdown of each balance by the time passed between

the date of sale and ihe balance sheet date. Figure 16-3 illustrates a typical aged trial
balance, based on the Hillsburg Hardware example. Notice that the total is the same

as accounts receivable on the general ledger trial balance on page 170.

Ordinarily, auditors test the information on the aged trial balance for detail tie-in

before any other tests to verify that the population being testedagrees with the general

ledger and accounts receivable master file. The total column and the columns depicting

thiging must be test footed and the total on the trial balance compared with the

g.t 
"r:ul 

l-edger. In addition, auditors should trace a sample of individual balances to

iupporting documents such as duplicate sales invoices to verify the customert name,

Design and perform tests
of details of balances for
accounts receivable.
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Aged Trial Balance for Hillsburg Hardware Co.

- Hillsburg Hardware Co.pBe Accounts Receivable
Aged liia! Balance

t2lrtltt

Account Balance
Number Customer 12/lt/15

0l0l I Adams Supply 146,589
O1O44 Argonaut, lnc. 30,842
0l I00 Atwater Brothers 21O,SB9
0l l9l Beekman Bearings 81,526
O127O Brown and Phillips 60,000
01301 Christopher Plumbing 15,789

09733 Travelers Equipment 59,576
09742 Underhill Parts and Maintenance 179,262
09810 UJW Co. 102,211
O99O7 Zephyr Plastics 286.300

$20,1 96,800

59,576
179,263
34,911 34,700

186.000 100,300

$1 4,217,156 $2,869,366

balance, and proper aging. The extent of the testing for detail tie-in depends on the
number of accounts involved, the degree to which the master file has been tested as a
part oftests ofcontrols and substantive tests oftransactions, and the extent to which
the schedule has been verified by an internal auditor or other independent person
before it is given to the auditor. Auditors often use audit software to foot urrd crorr-
foot the aged trial balance and to recalculate the aging.

Confirmation of customers'balances is the most important test of details of balances
for determining the existence of recorded accounts receivable. When customers
do not respond to confirmations, auditors also examine supporting documents to
verify the shipment of goods and evidence of subsequent cash receipts to determine
whether the accounts were collected. Normally, auditors do not examine shipping
documents or evidence of subsequent cash receipts for any account in the sample that
is confirmed, but they may use these documents extensively as alternative evidence
for nonresponses.

It is difficult for auditors to test for account balances omitted from the aged trial
balance except by relying on the self-balancing nature of the accounts receivable
master file. For example, if the client accidentally excluded an account receivable
from the trial balance, the only likely way it will be discovered is for the auditor to
foot the accounts receivable trial balance and reconcile the balance with the control
account in the general ledger.

If all sales to a customer are omitted from the sales journal, the understatement
of accounts receivable is almost impossible to uncoyer by tests of details of balances.
For example, auditors rarely send accounts receivable confirmations to customers with
zero balances, in part because research shows that customers are unlikely to respond
to requests that indicate their balances are understated. In addition, unrecorded sales to
a new customer are difficult to identify for confirmation because that customer is not
included in the accounts receivable master file. The understatement of sales and accounts
receivable is best uncovered by substantive tests of transactions for shipments made but

Recorded Accounts
Receivable Exist

Existing Accounts
Receivable Are

lncluded
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Accounts Receivable
Are Accurate

Accounts Receivable
Are Properly Classified

Cutoff for Accounts
Receivable ls Correct

not recorded (completeness objective for tests of sales transactions) and by analytical

procedures.

Confirmation of accounts selected from the trial balance is the most common test

of details of balances for the accuracy of accounts receivable. When customers do

not respond to confirmation requests, auditors examine supporting documents-

in the same way as described for the existence objective. Auditors perform tests of
the debits and credits to individual customers' balances by examining supporting
documentation for shipments and cash receipts.

Normally, auditors can evaluate the classification of accounts receivable relatively

easily, by reviewing the aged trial balance for material receivables from affiliates,

officers, directors, oi other related parties. Auditors should verify that notes receivable

or accounts that should be classified as noncurrent assets are separated from regular

accounts, and significant credit balances in accounts receivable are reclassified as

accounts payable.
There is a close relationship between the classification balance-related objective

and the related classification and understandability presentation and disclosure

objective. To satisfy the classification balance-related audit objective, the auditor
must determine whether the client has correctly separated different classifications of
accounts receivable. For example, the auditor will determine whether receivables from
related parties have been separated on the aged trial balance. To satisfy the objective

for presintation and disclosure, the auditor must make sure that the classifications are

properly presented by determining whether related party transactions are correctly

iho*, in the financial statements during the completion phase of the audit.

Cutoff misstatements exist when current period transactions are recorded in the

subsequent period or vice versa. The objective ofcutofftests, regardless ofthe type of
transaction, is to verify whether transactions near the end of the accounting period

are recorded in the proper period. The cutoff objective is one of the most important

in the cycle because misstatements in cutoff can significantly affect current period

income. For example, the intentional or unintentional inclusion of several large,

subsequent period sales in the current period-or the exclusion of several current

period sales returns and allowances-can materially overstate net earnings.

Cutoff misstatements can occur for sales, sales returns and allowances, and

cash receipts. For each one, auditors require a threefold approach to determine the

reasonableness of cutoff:
1. Decide on the appropriate criteria for cutoff.

2. Evaluate whether the client has established adequate procedures to ensure a

reasonable cutoff.
3. Tesf whether the cutoff was correct.

Sales Cutoff Most merchandising and manufacturing clients record a sale based

on shipment of goods criterion. However, some companies record invoices at the time

title passes, *iri.h can occur before shipment (as in the case of custom-manufactured

goodl), at the time of shipment, or subsequent to shipment. For the correct measure-

itent of current period income, the method must be in accordance with accounting

standards and consistently applied.
The most important part of evaluating the client's method of obtaining a reliable

cutoff is to deteimine the procedures in use. When a client issues prenumbered

shipping documents sequentially, it is usually a simple matter to evaluate and test cutoff.

ir,toreover, the segregation of duties between the shipping and the billing function also-

enhances the likelihood of recording transactions in the proper period. However, if
shipments are made by company truck, if the shipping records are unnumbered, and if
shipping and billing department personnel are not independent of each other, it maybe

difficult, if not impossible, to be assured of an accurate cutoff.
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EARLY REVENUE
RECOGNITION

BOOSTS PROFITS

Faced with declining sales for its traditional
product lines, Xerox prematurely recognized
revenues to meet market expectations, according
to charges filed by the SEC. The SEC stated that
Xerox accelerated the recognition of equipment
revenue to increase revenues by over $J billion
and pre-tax earnings by approximately $ l.5
billion over the period 1997 through 2000. The
early revenue recognition and other actions to
increase earnings were significant, representing
37 percent of reported pre-tax earnings for the
fourth quarters of 1997 and 

,l998. 
Without these

actions to increase earnings, the SEC charged that
Xerox would have fallen short of market earnings
expectations for almost every reporting period
from 1997 through ts99.

A primary issue was how Xerox accounted
for lease revenue. The revenue in Xerox's leasing
arrangements represented three components: the
value of the equipment, servicing over the life of
the lease, and financing. The revenue from the

equipment was recorded at the beginning of the
lease, but revenues from servicing and financing
were recognized over the life of the lease
contract. According to the SEC complaint, Xerox
took a number of actions to shift servicing and
financing revenue to the value of the equipment,
so that more of the revenue could be recognized
immediately.

The SEC alleged that these actions were set
by the "tone at the top" and ordered six senior
executives to pay over $22 million in penalties and
disgorgement of profits from their actions. Without
admitting or denying the allegations made in the
SEC complaint Xerox agreed to pay
a $10 million fine, at that time the largest ever for
a public company.
-s.riiei']. sJ*;iil;;il E-;ffis" affi;i;;]il- -

Accounting and Auditing Enforcement Release No.
15a2 (April 11,2002);2. Securities and Exchange
Commission Press Release 2OO3-tO (June 5, 2003)
(www.sec.gov).

When the client's internal controls are adequate, auditors can usually verify the
cutgff by obtaining the shipping document number for the last shipment made at the
end of the period and comparing this number with current and iubsequent period
recorded sales. As an illustration, assume the shipping document number for the last
shipment in the current period is 1489. All recorded sales before the end of the period
should bear a shipping document number preceding number 1490, and no sales
recorded and shipped in the subsequent period should have a bill of lading numbered
1489 or lower. An auditor can easily test this by comparing recorded saies with the
related shipping documents for the last few days of the current period and the first
few days ofthe subsequent period.

Sales Returns and Allowances Cutoff Accounting standards require that sales
returns and allowances be matched with related sales if the amounts are material.
For example, if current period shipments are returned in the subsequent period,
the sales return should appear in the current period. (The returned goodsihould
be treated as current period inventory.) For most companies, however, sales returns
and allowances are recorded in the accounting period in which they occur, :under the
assumption of approximately equal, offsetting amounts at the beginning and end
of each accounting period. This approach is acceptable as long as the amounts
are not material. Some companies establish a reserve, similar to the allowance for
uncollectible accounts, for the expected amount of returns in the subsequent period.

When the auditor is confident that the client records all sales returns and allow-
ances promptly, the cutoff tests are simple and straightforward. The auditor can
examine supporting documentation for a sample of sales returns and allowances
recorded during several weeks subsequent to the closing date to determine the date
of the original sale. If auditors discover that the amounts recorded in the subsequent
period are significantly different from unrecorded returns and allowances at
the beginning of the period under audit, they must consider an adjustment. For
example, a company may experience an increase in sales returns when it launches
a new product. In addition, if the internal controls for recording sales returns and
allowances are evaluated as ineffective, a larger sample is needed to verify cutoff.
Cash Receipts Cutoff For most audits, a proper cash receipts cutoff is less important
than either the sales or the sales returns and allowances cuioff because the improper
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Accounts Receivable
ls Stated at
Realizable Value

cutoffofcash affects only the cash and the accounts receivable balances, not earnings.

Nevertheless, if the misstatement is material, it can affect the fair presentation of
these accounts, especially when cash is a small or negative balance.

It is easy to test for a cash receipts cutoff misstatement (often called holding the

cash receipts book open) by tracing recorded cash receipts to subsequent period bank
deposits on the bank statement. If a delay of several days exists, that could indicate a

cutoff misstatement.

To some degree, auditors may also rely on the confirmation of accounts receivable

to uncover cutoff misstatements for sales, sales returns and allowances, and cash

receipts. However, it is often difficult to distinguish a cutoff misstatement from a

normal timing difference due to shipments and payments in transit atyear end. For

example, if a customer mails and records a check to a client for payment of an unpaid
account on December 30 and the client receiyes and records the amount on |anuary
2,the records of the two organizations will be different on December 31. This is
not a cutoff misstatement, but a timing difference due to the delivery time. It may

be difficult for the auditor to evaluate whether a cutoff misstatement or a timing
difference occurred when a confirmation reply is the source of information. This
type of situation requires additional investigation, such as inspection of supporting
documents.

Accounting standards require that companies state accounts receivable at the amount
that will ultimately be collected. The realizable value of accounts receivable equals

gross accounts receivable less the allowance for uncollectible accounts. To calculate
the allowance, the client estimates the total amount of accounts receivable that it
expects to be uncollectible. Obviously, clients cannot predict the future precisely, but
it is necessary for the auditor to evaluate whether the client's allowance is reasonable,

considering all available facts. To assist with this evaluation, the auditor often
prepares an audit schedule that analyzes the allowance for uncollectible accounts, as

illustrated in Figure 16-4. In this example, the analysis indicates that the allowance

is understated. This can be the result of the client failing to adjust the allowance or
economic factors. Note that the potential understatement of the reserve was signaled

by the analytical procedures in Table 16-3 (p. 543) for Hillsburg Hardware.
To begin the evaluation of the allowance for uncollectible accounts, the auditor

reviews the results of the tests of controls that are concerned with the client's credit
policy. If the client's credit policy has remained unchanged and the results of the

iests of credit policy and credit approval are consistent with those of the preceding

year, the change in the balance in the allowance for uncollectible accounts should

reflect only changes in economic conditions and sales volume. However, if the client's

credit policy or the degree to which it correctly functions has significantly changed,

auditors must take great care to consider the effects of these changes as well'
Auditors often evaluate the adequacy of the allowance by carefully examining

the noncurrent accounts on the aged trial balance to determine which ones have not
been paid subsequent to the balance sheet date. The size and age ofunpaid balances

can then be compared with similar information from previous years to evaluate

whether the amount of noncurrent receivables is increasing or decreasing over time.
Auditors also gain insights into the collectibility of the accounts by examining credit
files, discussions with the credit manager, and review of the client's correspondence

file. These procedures are especially important if a few large balances are noncurrent
and are not being paid on a regular basis.

Auditors face two shortcomings in evaluating the allowance by reviewing
individual noncurrent balances on the aged trial balance. First, the current accounts

are ignored in establishing the adequacy of the allowance, even though some of these

amounts will undoubtedlybecome uncollectible. Second, it is difficult to compare the
results ofthe current year with those ofprevious years on such an unstructured basis.
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Analysis of Allowance for Uncollectible Accounts for Hillsburg
Hardware Co.

Hillsburg Hardware Co.
Analysis of Allowance for Uncollectible Accounts

t2lrtltt
Schedule B-4
Prepared by TW
Approved by SB

3o/o x
60/o x

15o/o x
25o/o x
4Oo/o x

$ 426,51s
172,162
211,296
259,732
26s,O84

$1 ,334,789

$1 ,24O,OOO rB

/ -Taced to aged accounts receivable trial balance.
; - Allowance percentages are consistent with prior year and appear reasonable

based on historical loss percentages documented in permanent file.
TB - Agreed to trial balance.

conclusion: Recorded allowance appears understated based on aging analysis. Approximate
amount of $95,000 not considered material. lnclude on Summary 6f p-ossibie Misitatements
schedule on A-3. (See Figure 24-6 on page 788.)

If the accounts are becoming progressively uncollectible over several years, this fact
can be overlooked. To avoid these two shortcomings, clients can estaLlish a history
of bad debt write-offs over a period of time as a frame of reference for evaluating
the current year's allowance. For example, a client might calculate that2 percent oi
current accounts, 10 percent of30- to 90-day accounts, and 35 percent ofall balances
over 90 days ultimately become uncollectible. Auditors can apply these percentages to
the current year's aged trial balance totals and compare the result with the balarrce in
the allowance account. Of course, the auditor has to verify the appropriateness of the
percentages used and be careful to modify the calculations for changed conditions.
Bad Debt Expense After the auditor is satisfied with the allowance for uncollectible
accounts, it is easy to verify bad debt expense. Assume that:

' The beginning balance in the allowance account was verified as a part of the
previous audit.

' The uncollectible accounts written off were verified as a part of the substantive
tests oftransactions.

' The ending balance in the allowance account has been verified by various
means.

Bad debt expense is then simply a residual balance that can be verified by recal-
culation.

The client's rights to accounts receivable ordinarily cause no audit problems because
the receivables usually belong to the client. In some cases, however, a portion of the
receivables may have been pledged as collateral, assigned to someone else, factored,
or sold at discount. Normally, the client's customers are not aware of the existence
of such matters, so the confirmation of receivables will not bring them to light. To
uncover instances in which the client has limited rights to receivables, the iuditor

The Client Has Rights
to Accounts Receivable
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Accounts Receivable
Presentation
and Disclosure

Auditing Standards
Requirements

may review the minutes, discuss with the client, confirm with banks, examine debt

contracts for evidence of accounts receivable pledged as collateral, and examine
correspondence files.

Tests of the four presentation and disclosure-related audit objectives are generally
done as part of the completion phase of the audit. However, some tests of
presentation and disclosure are often done with tests to meet the balance-related
audit objectives. For example, when testing sales and accounts receivable, the auditor
must understand and evaluate the appropriateness of the client's revenue recognition
policy to determine whether it is properly disclosed in the financial statements. The

iuditor must also decide whether the client has properly combined amounts and

disclosed related party information in the statements. To evaluate the adequacy of
the presentation and disclosure, the auditor must have a thorough understanding of
accounting standards and presentation and disclosure requirements.

An important part of the evaluation involves deciding whether the client has

separated material amounts requiring separate disclosure in the statements. For

example, receivables from officers and affiliated companies must be segregated from
accounts receivable from customers if the amounts are material. Similarly, under
SEC requirements, companies must disclose sales and assets for different business

segments separately. The proper aggregation of general ledger balances in the
financial statements also requires combining account balances that are not relevant
for external users of the statements. If all accounts included in the general ledger were

disclosed separately on the statements, most statement users would be more confused

than enlightened.
W

CONFIRMATION OF ACCOUNTS RECEIVABLE
Confirmation of accounts receivable was a recurring concept in our discussion about

designing tests of details of balances for accounts receivable. The primary purpose

of accounts receivable confirmation is to satisfy the existence, accuracy, and cutoff
objectives.

Confirmations are one of the eight types of audit evidence introduced in
Chapter 7. A confirmation is a direct written response from a third party in paper or
elecironic form, and they are considered to be highly reliable evidence because they

are received directly from third parties. Although an oral response provides audit
evidence, it is not considered a confirmation'

U.S. auditing standards indicate that auditors should use external confirmations for

material accounts receivable. Confirmation may not be appropriate in the following
circumstances:

1. The auditor considers confirmations inffictive evidence because response rates

witl likely be inadequate or unreliable.In certain industries, such as hospitals,

response rates to confirmations are very low.

2. The combined level of inherent risk and control risk is low and other substantive

evidence can be accumulated to protide sufficient evidence. If a client has

effective internal controls and low inherent risk for the sales and collection
cycle, the auditor should often be able to satisfy the evidence requirements by

tests ofcontrols, substantive tests oftransactions, and analytical procedures.

If the auditor decides not to confirm accounts receivable, the justification for
doing so must be documented in the audit files. While U.S. auditing standards require
the use of confirmations for accounts receivable in most circumstances, international
auditing standards suggest but do not require their use. This is one of the few notable

differences between requirements of U.S. and international audit standards. The
PCAOB is also considering changes to its Auditing Standards that might expand the

Obtain and evaluate
accounts receivable
confirmations.
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use of confirmations by potentially eliminating the exceptions noted above and by
expanding the types of receivables that should be confirmed.

In performing confirmation procedures, the auditor must first decide the type of
confirmation to use.

P<lsitive Confirmation A positive confirmation is a communication addressed to
the debtor requesting the recipient to confirm directly whether the balance as stated
on the confirmation request is correct or incorrect. Figure 16-5 (p. 552) illustrates a
positive confirmation in the audit of Hillsburg Hardware Co. Notice that this con-
firmation is for one of the largest accounts on the aged trial balance in Figure 16-3
(p. sas).

A blank confirmation form is a type of positive confirmation that does not state
the amount on the confirmation but requests the recipient to fiIl in the balance or
furnish other information. Because blank forms require the recipient to determine
the information requested, they are considered more reliable than confirmations that
include balance information. Blank forms are rarely used in practice because they
often result in lower response rates.

An invoice confirmation is another type of positive confirmation in which an
individual invoice is confirmed, rather than the customer's entire accounts receivable
balance. Many customers use voucher systems that allow them to confirm individual
invoices but not balance information. As a result, the use of invoice confirmations
may improve confirmation response rates. Invoice confirmations also result in
fewer timing differences and other reconciling items than balance confirmations.
However, invoice confirmations have the disadvantage of not directly confirming
ending balances.

Sales to major customers often involve special terms or side-agreements for the
return of goods that may affect the amount and timing of revenue to be recognized
from the sale. When this has been identified as a significant risk, positive confirmations
often request the customer to confirm the existence of any special terms or side-
agreements between the client and customer. The vignette at the bottom of this page
illustrates the importance of confirming transaction terms.

Negative Confirmation A negative confirmation is also addressed to the debtor
but requests a response only when the debtor disagrees with the stated amount. Figure
16-6 (p. 553) illustrates a negative confirmation in the audit of Hillsburg Hardware
Co. that has been attached to a customer's monthlv statement.

Types of Confirmation

REVENUES
AND MARGINS

TOO GOOD
TO BE TRUE

Channel-stuffing is a form of aggressive revenue
recognition that can sometimes cross the line to
fraudulent reporting and which is often carried
out by enticing or pressuring customers to
accept additional products through pricing or
other incentives, That was the case with Bristol-
Myers Squibb and their largest pharmaceutical
wholesalers such as D&K Healthcare Resources,
lnc. Top executives at Bristol-Myers Squibb
were found guilty of fraudulent channel-stuffing
practices in which they encouraged wholesalers
to accept inventory products above and beyond
what they would normally purchase, by offering
pricing discounts and by helping to cover inventory
carrying costs, effectively making the sale a
consignment arrangement. This practice overstated
revenue by $2.5 billion over a three-year period.

The channel-stuffing and side agreements had a

ripple effect on wholesalers by inflating their gross
margins as a result of the "purchasing incentives."
When Bristol-Myers was investigated by the SEC

and forced to stop their channel-stuffing practices,
both Bristol Myers and D&K restated previously-
reported results and were named as defendants
in class action lawsuits. lncidences of channel-
stuffing like this illustrate why an auditor should
consider confirming sales transaction terms, such
as right of return or side agreements, in addition
to the balance owed by the customer.

Sources: l. SEC 2004-105. Bristol-Myers Squibb
Company Agrees to Pay $150 Million to Settle Fraud
Charges, August 4, 2004 (www.sec.gov);2. Cary
Dutton vs. D&K Healthcare Resources, Class Action
Litigation Complaint (www.securities.stanford.edu),
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Positive Confirmation

HIILSBURG HARDWARE CO.
Gary, lndiana

January 5,2O14
Atwater Brothers
I9 South Main Street
Middleton, Ohio 36947

To Whom lt May Concern:

ln connection with an audit of our financial statements, please confirm directly to our
auditors

BERGER & ANTHONY CPAS

Gary, lndiana

the correctness of the balance of your account with us as of Decembet 31,2013, as shown
below.

This is not a request for payment; please do not send your remittance to our auditors.
Your prompt attention to this request will be appreciated. An envelope is enclosed for your
rePlY' 

Y""")'-'*'
Ermo Swonson, Controller

BERGER & ANTHONY CPAS

Cory, lndiona

The balance receivable from us ol $210,389 as of December 31, 2013, is correct except

as noted below:

Date By

A positive confirmatio n is more reliable evidence because the auditor can perform
follow-up procedures if a response is not received from the debtor. With a negative

confirmition, failure to reply must be regarded as a correct response, eYen though
the debtor may have ignored the confirmation request.

Offsetting the reliability disadvantage, negative confirmations are less expensive

to send than positive confirmations, and thus more can be distributed for the same

total cost. Negative confirmations cost less because there are no second requests and

no follow-up of nonresponses.
The determination of which type of confirmation to use is an auditor's decision,

and it should be based on the facts in the audit. Auditing standards state that it is
acceptable to use negative confirmations only when all of the following circum-
stances are present:

i. The auditor has assessed the risk of material misstatement as low and has

obtained sufficient appropriate evidence regarding the design and operating
effectiveness of controls relevant to the assertion being tested by the con-
firmation procedure.

2. The population of items subject to negative confirmation procedures is made

up of a large number of small, homogenous account balances, transactions,
or other items.

3. The auditor expects a low exception rate.
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Negative Confirmation

AUDITOR'S ACCOUNT CONFIRMATION

Please examine this statement carefully. lf it does NOT agree with your records, please report any
exceptions directly to our auditors

BERGER & ANTHONY, CPAS
Gary, lndiono

who are conducting an audit of our financial statements as of Decembet sl ,2013. An addressed
enverope is encrosed 

'o"";:::::;:;;:;:::,,;:,ce to our ouditors

4. The auditor reasonably believes that recipients of negative confirmation
requests will give the requests adequate consideration. For example, if the
response rate to positive confirmations in prior years was extremely high or
if there are high response rates on audits of similar clients, it is likely that
recipients will give negative confirmations reasonable consideration as well.

Typically, when negative confirmations are used, the auditor puts considerable
emphasis on the effectiveness of internal controls, substantive tests of transactions,
and analytical procedures as evidence of the fairness of accounts receivable, and
assumes that the large majority of the recipients will provide a conscientious reading
and response to the confirmation request.

Negative confirmations are often used for audits of hospitals, retail stores, banks,
and other industries in which the receivables are due from the general public. Auditors
may use a combination of negative and positive confirmations by sending the latter
to accounts with large balances and the former to those with small balances.

The auditor's choice of confirmation falls along a continuum, starting with the
use of no confirmations in some circumstances, to using only negatives, to using
both negatives and positives, to using only positives. The primary factors affecting
the auditor's decision are the materiality of total accounts receivable, the numbei
and size of individual accounts, control risk, inherent risk, the effectiveness of
confirmations as audit evidence, and the availability of other audit evidence.

The most reliable evidence from confirmations is obtained when they are sent as
close to the balance sheet date as possible. This permits the auditor to directly test
the accounts receivable balance on the financial statements without making any
inferences about the transactions taking place between the confirmation date and the
balance sheet date. However, as a means of completing the audit on a timely basis, it
is often necessary to confirm the accounts at an interim date. This is permissible if
internal controls are adequate and can provide reasonable assurance that sales, cash
receipts, and other credits are properly recorded between the date of the confirmation
and the end of the accounting period. The auditor is likely to consider other factors
in making the decision, including the materiality of accounts receivable and the
auditor's exposure to lawsuits because of the possibility of client bankruptcy and
similar risks.

If the decision is made to confirm accounts receivable before year-end, the
auditor typically prepares a roll-forward schedule that reconciles the accounts
receivable balance at the confirmation date to accounts receivable at the balance
sheet date. In addition to performing analytical procedures on the activity during the
intervening period, it may be necessary to test the transactions occurring between
the confirmation date and the balance sheet date. The auditor can accomptish this by
examining internal documents such as duplicate sales invoices, shipping documents,
and evidence ofcash receipts.

Timing
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Sampling Decisions

Verification of
Addresses and
Maintaining Control

Follow-Up on
Nonresponses

Sample Size The major factors affecting sample size for confirming accounts
receivable fall into several categories and include the following:

. Performance materiality

. Inherent risk (relative size of total accounts receivable, number of accounts,
prior-year results, and expected misstatements)

' Control risk
. Achieved detection risk from other substantive tests (extent and results of sub-

stantive tests oftransactions, analytical procedures, and other tests ofdetails)
. Typ. of confirmation (negatives normally require alarger sample size)

Selection of the Items for Testing Some type of stratification is desirable with
most confirmations. In a typical approach to stratification for selecting the balances
for confirmation, an auditor considers both the dollar size of individual accounts and

the length of time an account has been outstanding. In most audits, the emphasis
should be on confirming larger and older balances because these are most likely to
include a significant misstatement. But it is also important to sample some items
from every material segment of the population. In many cases, the auditor selects

all accounts above a certain dollar amount and selects a random sample from the
remainder.

Management may refuse to allow the auditor to send confirmation requests to
certain customers. The auditor must inquire about the reason for the client's request,
which is often due to litigation or negotiations between the client and customer. The
auditor should obtain evidence to evaluate the reasonableness of the client's request,
and evaluate whether the request indicates a potential fraud risk or increased risk of
material misstatement.

The auditor should perform procedures to verify the addresses or email addresses

used for confirmation. For example, auditors should consider performing additional
procedures when the address is a post office box or when an email address is
inconsistent with the customer's Web site address.

For confirmations sent by mail, the auditor must maintain control of the con-
firmations until they are returned from the customer. The client may assist with
preparing the confirmations, but the auditor must be responsible for mailing the
confirmation outside the client's office. A return address must be included on all
envelopes to make sure that undelivered mail is received by the CPA firm. Similarly,
self-addressed return envelopes accompanying the confirmations must be addressed

for delivery to the CPA firm's office. These procedures are designed to ensure that
responses will be received directly by the auditor.

It is inappropriate to regard confirmations mailed but not returned by customers as

significant audit evidence. For example, nonresponses to positive confirmations do

not provide audit evidence. Similarly, for negative confirmations, the auditor should
not conclude that the recipient received the confirmation request and verified the
information requested. Negative confirmations do, however, provide some evidence

of the existence assertion.
When positive confirmations are used, auditing standards require follow-up

procedures for confirmations not returned by the customer. It is common to send

second and sometimes even third requests for confirmations. Even with these efforts,
some customers do not return the confirmation, so it is necessary to follow up with
alternative procedures. The objective of alternative procedures is to determine by a
means other than confirmation whether the nonconfirmed account existed and was

properly stated at the confi.rmation date. For any positive confirmation not returned,
auditors can examine the following documentation to verify the existence and
accuracy of individual sales transactions making up the ending balance in accounts
receivable:
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FATSEAUDIT

CONFIRMATIONS

HIDE FRAUD AT

U.S. SUBSIDIARY

Confirmations are normally considered highly
reliable evidence because they come from
independent third parties. However, in some cases
customers have colluded with audit clients and
returned false audit confirmations. Such was the
case at U.S. Foodservice, lnc., a U.S. subsidiary of
Royal Ahold, a company headquartered in The
Netherlands. The SEC complaints charged that U.S.
Foodservice inflated promotional allowances from
vendors by at least $700 million for fiscal years
200 1 and 2Oo2 in order to meet earnings targets.
U.S. Foodservice personnel contacted vendors and

pressured them to return false confirmation letters
to the auditors. ln two separate complaints, the
SEC charged I6 individuals who were employees
of or agents for vendors that supplied U.S.

Foodservice.

-Jorr..r' 
l. Securities and Exchange Commission

Accounting and Auditing Enforcement Release No.
2341, November 2, 2005 (www,sec.gov/litigation); 2.
Securities and Exchange Commission Accounting and
Auditing Enforcement Release No. 2167, January 11,
2005 (www.sec.gov/litigation).

Subsequent Cash Receipts Evidence of the receipt of cash subsequent to the con-
firmation date includes examining remittance advices, entries in the cash receipts
records, or perhaps even subsequent credits in the accounts receivable masier
file. On the one hand, the examination of evidence of subsequent cash receipts is
a highly useful alternative procedure because it is reasonable to assume that a
customer would not have made a payment unless it was an existing receivable. On
the other hand, payment does not establish whether an obligation existed on the date
of the confirmation. In addition, auditors should take care to match each unpaid
sales transaction with evidence of its subsequent payment as a test for disputes or
disagreements over individual outstanding invoices.

Duplicate Sales Invoices These are useful in verifying the actual issuance of a sales
invoice and the actual date of the billing.
Shipping Documents These are important in establishing whether the shipment
was actually made and as a test of cutoff.

Correspondence with the Client Usually, the auditor does not need to review
correspondence as apart ofalternative procedures, but correspondence can be used
to disclose disputed and questionable receivables not uncovered by other means.

The extent and nature of the alternative procedures depend primarily on the
materiality of the nonresponses, the types of misstatements discoyered in the con-
firmed responses, the subsequent cash receipts from the nonresponses, and the
auditor's conclusions about internal control.

It is normally desirable to account for all unconfirmed balances with alternative
procedures even if the amounts are small, as a means of properly generalizing
from the sample to the population. Another acceptable approach is to assume that
nonresponses are 100 percent oyerstatement amounts.

When the confirmation requests are returned by the customer, the auditor must
determine the reason for any reported differences. In many cases, they are caused by
timing differences between the client's and the customer's records. It is important to
distinguish between timing differences and exceptions,which represent misstatements
of the accounts receivable balance. The most commonly reported types of differences
in confirmations include:

Payment Has Already Been Made Reported differences typically arise when
the customer has made a payment before the confirmation date, but the client has
not received the payment in time for recording before the confirmation date. Such
instances should be carefully investigated to determine the possibility of a cash
receipts cutoff misstatement,lapping, or a theft of cash.

Goods Have Not Been Received These differences typically result because the
client records the sale at the date of shipment and the customer records the acquisition

Analysis of Differences
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Drawing Conclusions

when the goods are received. The time that the goods are in transit is often the cause

of differences reported on confirmations. These should be investigated to determine
the possibility of the customer not receiving the goods at all or the existence of a

cutoff misstatement on the client's records.

The Goods Have Been Returned The client's failure to record a credit memo could
have resulted from timing differences or the improper recording of sales returns and
allowances. Like other differences, these must be investigated.

Clerical Errors and Disputed Amounts The most likely types of reported
differences in a client's records are when the customer states that there is an error in
the price charged for the goods, the goods are damaged, the proper quantity of goods

was not received, and so forth. These differences must be investigated to determine
whether the client is in error and the amount of the error.

In most instances, the auditor will ask the client to reconcile the difference and,
if necessary, will communicate with the customer to resolve any disagreements.
Naturally, the auditor must carefullyverify the client's conclusions on each significant
difference.

When all differences have been resolved, including those discovered in performing
alternative procedures, the auditor must reevaluate internal control. Each client
misstatement must be analyzed to determine whether it was consistent or
inconsistent with the original assessed level of control risk. If a significant number
of misstatements occurred that are inconsistent with the assessment of control risk,
it is necessary to revise the assessment and consider the effect of the revision on the
audit. Auditors of public companies must also consider implications for the audit of
internal control over financial reporting.

It is also necessary to generalize from the sample to the entire population of
accounts receivable. Even though the sum of the misstatements in the sample may
not significantly affect the financial statements, the auditor must consider whether
the population is likely to be materially misstated. Generalizing from the sample to
the population can be done using nonstatistical or statistical sampling techniques
and is discussed in Chapter 17.

The auditor should always evaluate the qualitative nature of the misstatements
found in the sample, regardless of the dollar amount of the estimated population
misstatement. Even if the estimated misstatement is less than performance materiality
for accounts receivable, the misstatements found in a sample can be symptomatic of
a more serious problem.

The final decision about accounts receivable and sales is whether sufficient
appropriate evidence has been obtained through tests of controls and substantive
tests of transactions, analytical procedures, cutoff procedures, confirmation, and
other substantive tests to justify drawing conclusions about the correctness of the
stated balance.

ffiffiffiffiffi*ffi .'

We use Hillsburg Hardware Co. to illustrate the development of audit program
procedures for tests of details in the sales and collection cycle, which seryes as the
summary of this chapter. The determination of these procedures is based on the tests

ofcontrols and substantive tests oftransactions, as illustrated in Chapters 14 and 15,

and the analytical procedures described earlier in this chapter.
Fran Moore, the audit senior, prepared the evidence-planning worksheet in Figure

16-7 as an aid to help her decide the extent ofplanned tests ofdetails ofbalances. The
source of each of the rows is as follows:

. Performance materiality. The preliminary judgment of materiality for the
financial statements as a whole was set at$442,000 (approximately 6 percent of
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recelvable, using an
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worksheet as a guide.
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Evidence-Planning Worksheet to Decide Tests of Details of Balances for Hillsburg Hardware
Co. - Accounts Receivable

Performance materiality $265,000
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Acceptable audit risk Medium Medium Medium Medium Medium Medium Medium Medium

lnherent risk Low Medium Low Low Low Medium Medium Low

Control risk-
Sales Low Medium Low High Low Medium High

Not
applicable

Control risk-
Cash receipts Low Medium Low Low Low Low

Not
applicable

Not
applicable

Control risk-
Additional controls None None None None None None None Low

Substantive tests
of transactions-
Sales

Cood
results

Good
results

Good
results

Fair
results

Good
results

Unacceptable
results

Not
applicable

Not
applicable

Substantive tests
of transactions-
Cash receipts

Cood
results

Cood
results

Good
results

Cood
results

Cood
results

Cood
results

Not
applicable

Not
applicable

Analytical
procedures

Good
results

Good
results

Cood
results

Good
results

Cood
results

Cood
results

Unacceptable
results

Not
applicable

Planned detection
risk for tests of
details of balances

High Medium High Medium High Low Low High

Planned audit
evidence for tests of
details of balances

Low Medium Low Medium Low High High Low

earnings from operations of $2370,000). She allocated $265,000 as performance
materiality to the audit of accounts receivable (see page 273).
Acceptable audit risk. Fran assessed acceptable audit risk as medium because
the company is publicly traded, but is in good financial condition, and has high
management integrity. Although Hillsburg is a publicly traded company, its
stock is not widely held or extensively followed by financial analysts.
Inherent risk. Fran assessed inherent risk as medium for existence and cutoff
because ofconcerns over revenue recognition identified in auditing standards.
Fran also assessed inherent risk as medium for realizable value. In past years,
the client made audit adjustments to the allowance for uncollectible accounts
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Balance-Related Audit Obiectives and Audit Program for Hillsburg Hardware Co. - Sales and
Collection Cycle (Design Format)

Balance-Related Audit Objective

Accounts receivable in the aged trial balance
agree with related master file amounts, and

the total is correctly added and agrees with
the general ledger (detail tie-in).

Obtain the accounts receivable aged trial balance and trace the balance to the
general ledger (1).

Use audit software to foot and cross{oot the aged trial balance (2).

Trace lo accounts from the trial balance to accounts on master file (8).

The accounts receivable on the aged trial Confirm accounts receivable, using positive confirmations. Confirm all amounts
balance exist (existence). over $100,000 and a statistical sample of the remainder (10).

Perform alternative procedures for all confirmations not returned on the first
or second request (ll).

Review accounts receivable trial balance for large and unusual receivables (3).

Existing accounts receivable are included in Trace five accounts from the accounts receivable master file to the aged trial
the aged trial balance (completeness). balance (9).

Accounts receivable in the trial balance are Confirm accounts receivable, using positive confirmations. Confirm all amounts
accurate (accuracy). over $100,000 and a statistical sample of the remainder (10).

Perform alternative procedures for all confirmations not returned on the first or

second request (1 I).

Review accounts receivable trial balance for large and unusual receivables (5).

Accounts receivable on the aged trial balance Review the receivables listed on the aged trial balance for notes and related party

are correctly classified (classification). receivables (5).

lnquire of management whether there are any related party notes or long-term
receivables included in the trial balance (6).

Transactions in the sales and collection cycle

are recorded in the proper period (cutoff).
Select the last 20 sales transactions from the current year's sales journal and the first

20 from the subsequent year's and trace each to the related shipping documents,

checking for the date of actual shipment and the correct recording (14).

Review large sales returns and allowances before and after the balance sheet date

to determine whether they are recorded in the correct period (15).

Accounts receivable is stated at realizable Trace lO accounts from the aged trial balance to the accounts receivable master file

value (realizable value). to test for correctness of aging and the balance (8).

Use audit software to foot and cross{oot the aged trial balance (2).

Discuss with the credit manager the likelihood of collecting older accounts.

Examine subsequent cash receipts and the credit file on all accounts over 90 days

and evaluate whether the receivables are collectible (12).

Evaluate whether the allowance is adequate after performing other audit
procedures for collectibility of receivables (13).

The client has rights to accounts receivable Review the minutes of the board of directors meetings for any indication of pledged

on the trial balance (rights). or factored accounts receivable (7).

lnquire of management whether any receivables are pledged or factored (7).

Note: The procedures are summarized into a performance format in Table I 6-5 on page 559. The numbers in parentheses after the procedures refer to Table I 6-5.

because it was found to be understated. Inherent risk was assessed as low for all
other objectives.
Control rlsk. Control risk assessments for each audit objective are the same

as those in Figure 15-6 on page 516. (Recall that results of tests of controls
and substantive tests of transactions in Chapter 15 were consistent with the
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Test of Details of Balanc6s Audlt Program for Hillsburg
Hardware Co.-Sales and Collection Cycle (performance Format)

1. Obtaintheaccountsreceivableagedtrial balanceandtracethebalancetothegeneral ledger.

2. Use audit software to foot and cross{oot the aged trial balance.

5. Review aged trial balance for large and unusual receivables.

4. Calculate analytical procedures indicated in carry-forward audit schedules (not included) and follow
up on any significant changes from prior years.

5. Review the receivables listed on the aged trial balance for notes and related party receivables.

lnquire of management whether there are any related party, notes, or long-term receivables
included in the trial balance.

7. Review the minutes of the board of directors meetings and inquire of management to determine
whether any receivables are pledged or factored.

8. Trace I 0 accounts from the aged trial balance to the accounts receivable master file to test for
correctness of aging and the balance.

9. Trace five accounts from the accounts receivable master file to the aged trial balance.

10. Confirm accounts receivable, using positive confirmations. Confirm all amounts over $l 00,000 and
select a statistical sample using audit software for the remaining accounts.

ll. Perform alternative procedures for all confirmations not returned on the first or second request.

Discuss with the credit manager the likelihood of collecting older accounts. Examine subsequent
cash receipts and the credit file on all larger accounts over 90 days and evaluate whether the
receivables are collected.

15. Evaluate whether the allowance is adequate after performing other audit procedures for
collectability of receivables.

Select the last 20 sales transactions from the current year's sales journal and the first 20 from the
subsequent year's and trace each to the related shipping documents, checking for the date of actual
shipment and the correct recording.

15. Review Iarge sales returns and allowances before and after the balance sheet date to determine
whether they are recorded in the conect period.

auditort initial control risk assessments, except for the accuacy and realizable
value objectives for sales.)

' Substantive tests of transactions results. These results were also taken from
Figure 15-6. (Recall from Chapter 15 that all results were acceptable except for
the accuracy and cutoffobjectives for sales.)

' Analytical procedures. See Tables 16-2 and 16-3 (both on page 543).
' Planned detection risk and planned audit evidence. These two rows are decided

for each objective based on the conclusions in the other rows.

Table 16-4 shows the tests of details audit program for accounts receivable, by
objective, and for the allowance for uncollectible accounts. The audit program reflects
the conclusions for planned audit evidence on the evidence-planning worksheet in
Figure 16-7 (p.557).

Table 16-5 shows the audit program in a performance format. The audit pro-
cedures are identical to those in Table 16-4 except for procedure 4, which is an
analytical procedure. The numbers in parentheses are a cross reference between the
two tables.
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ESSENTIAL TERMS

Accounts receivable balance-related
audit objectives-the eight specific
audit objectives used by the auditor to
decide the appropriate audit evidence for
accounts receivable

Aged trial balance-a listing of the
balances in the accounts receivable master
file at the balance sheet date broken down
according to the amount of time passed

between the date of sale and the balance
sheet date

Alternative procedures-the follow-up
of a positive confirmation not returned
by the debtor with the use of documenta-
tion evidence to determine whether the
recorded receivable exists

Blank confirmation fslrn-2 letter,
addressed to the debtor, requesting the
recipient to fill in the amount of the
accounts receivable balance; it is con-
sidered a positive confirmation

Cutoff misstatements - misstatements
that take place as a result of current
period transactions being recorded in a

subsequent period, or subsequent period

transactions being recorded in the current
period

Invoice confirmation-a type of positive
confirmation in which an individual
invoice is confirmed, rather than the cus-
tomer's entire accounts receivable balance

Negative confirmation-a letter,
addressed to the debtor, requesting a

response only if the recipient disagrees
with the amount of the stated account
balance

Positive confirmation-a letter,
addressed to the debtor, requesting that
the recipient indicate directly on the
letter whether the stated account balance
is correct or incorrect and, if incorrect,
by what amount
Realizable value of accounts receivable-
the amount of the outstanding balances
in accounts receivable that will ultimately
be collected

Timing difference-a reported difference
in a confirmation from a debtor that is
determined to be a timing difference
between the client's and debtor's records
and therefore not a misstatement

REVIEW QUESTIONS
16-f (Objective 16-l) Distinguish among tests of details of balances, tests of controls,
and substantive tests of transactions for the sales and collection cycle. Explain how the
tests ofcontrols and substantive tests oftransactions affect the tests ofdetails ofbalances.

16-2 (Objective l6-1) Sharizat is a new audit trainee at Khairy Chartered Accountants.
She was asked to perform the following tests by her supervisor. The accounts supervisor
at the company's client, Lau Ah Pek Berhad, uses Microsoft Excel worksheets to prepare

the accounts. Lau Ah Pek Berhad is not wiiling to invest in accounting software. You are

the audit supervisor. Explain to Sharizat why she is doing the following tasks:

a. Cast the balances to the Accounts Receivables subledger and compare the total with
the general ledger.

b. Randomly select any invoice and trace it to the Accounts Receivable ledger.
c. Trace transactions in the Accounts Receivable subledger to stock records.
d. Check the casting in the Accounts Receivable Control account.
e. Check to see whether invoices issued after the cut-off date are in the customer's

accounts at the year-end date.

16-3 (Objective 16-2) List five analytical procedures for the sales and collection cycle.

For each test, describe a misstatement that could be identified.

16-4 (Objective 16-3) Your client, Amah.com, organizes a special year end sale, from
Boxing Day to New Year's Day every year. Explain why is it important to separate the
proceeds of the sales on New Year's Eve prior from the sales on New Year's Day.

16-5 (Objective 16-3) Identify the eight accounts receivable balance-related audit objec-
tives. For each objective, list one audit procedure.
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16-6 (Objective l6-3) Which of the eight accounts receivable balance-related audit objec-
tives can be partially satisfied by confirmations with customers?

16-7 (Objective 16-3) State the purpose of footing the total column in the client's
accounts receivable trial balance, tracing individual customer names and amounts to the
accounts receivable master file, and tracing the total to the general ledger. Is it necessary
to trace each amount to the master file? Why?

16-8 (Objective 16-3) Distinguish between accuracy tests of gross accounts receivable
and tests ofthe realizable value ofreceivables.

16-9 (Objective 16-4) The customer of your client Nikesh Pte. Ltd. was very unhappy
with the balance stated in the letter of confirmation of accounts receivable. The customer
was unhappy because the balances in your letter were much higher than in the customer's
records. Explain possible reasons for this.

16-10 (Objective 16-4) Distinguish between a positive and a negatiye confirmation and
state the circumstances in which each should be used. Why do CPA firms sometimes use

a combination of positive and negative confirmations on the same audit?

16-11 (Objective 16-4) Under what circumstances is it acceptable to confirm accounts
receivable before the balance sheet date?

f6-12 (Objective 16-4) State the most important factors affecting the sample size in
confirmations of accounts receivable.

16-13 (Objective l6-4) Discuss whether email responses and oral responses are acceptable
confirmation responses. How can an auditor verify the addresses for confirmations sent
by mail and confirmations sent electronically?

16-la (Objective 16-4) Under what circumstances would an auditor choose to confirm
information such as the right of return or special sales terms in addition to the customer
balance?

16-15 (Objective 16-4) Define what is meant by alternative procedures in the confirmation
of accounts receivable and explain their purpose. Which alternative procedures are the
most reliable? Why?

16-16 (Objective 16-4) Explain why the analysis of differences is important in the con-
firmation of accounts receivable, even if the misstatements in the sample are not material.

16-17 (Objective 16-4) State three types of differences that might be observed in the
confirmation of accounts receivable that do not constitute misstatements. For each, state
an audit procedure that will verify the difference.

16-18 (Objective 16-1) What is the relationship of each of the following to the sales and
collection cycle: flowcharts, assessing control risk, tests of controls, and tests of details
ofbalances?

f6-19 (Objective 16-3) Why does an auditor review sales returns subsequent to year-end?
What audit objective does this procedure satisfy?

MULTIPLE CHOICE QUESTIONS FROM CPA EXAMINATIONS
l6-20 (Objective 16-2) The following questions concern analytical procedures in the
sales and collection cycle. Choose the best response.

a. As a result of analytical procedures, the auditor determines that the gross profit
percentage has declined from30o/o in the preceding year to 20Vo in the current year.
The auditor should
(1) express a qualified opinion due to inability of the client company to continue as

a going concern.
(2) evaluate management's performance in causing this decline.
(3) require footnote disclosure.
(4) consider the possibility of a misstatement in the financial statements.
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b. An auditor's preliminary analysis of accounts receivable turnover revealed the
following rates over these accounting periods

2015 2012 20lr

4.3 6.2 7.3

Which of the following is the most likely cause of the decrease in accounts receivable
turnover?
(1) Increase in the cash discount offered
(2) Liberalization of credit policy
(3) Shortening of due date terms
(4) Increased cash sales

c. After a CPA has determined that accounts receivable have increased as a result of
slow collections in a "tight money" environment, the CPA will be likely to
(1) increase the balance in the allowance for bad debt account.
(2) review the going concern ramifications.
(3) review the credit and collection policy.
(4) expand tests of collectibility.

16-2f (Objective 16-4) The following questions deal with confirmation of accounts
receivable. Choose the best response.' "'' 

]':': .-'::"' l'l: 
uL.J( T LJTJU'J.r

a. Which of the following procedures will an auditor most likely perform for year-end

:fi::rt:*.eivable 
confirmations when the auditor did not receive replies to second

(1) Review the cash receipts journal for the month prior to year end.
(2) Intensify the study ofinternal control concerning the revenue cycle.
(3) Inspect the shipping records documenting the merchandise sold to the debtors.
(4) Increase the assessed level ofdetection risk for the existence assertion.

b. The negative form of accounts receivable confirmation request is useful exceptwhen
lrf :....-^.-..^t -^-t--^1 ):-^- ^- - - --,---,-^--i--,l-l-: I ,, 1, , 

""'(1) internal control surrounding accounts receivable is considered to be effective.
(2) alarge number of small balances are involved.
(3) the auditor has reason to believe the persons receiving the requests are likely to

give them consideration.
(4) individual account balances are relatively large.

c. The return of a positive confirmation of accounts receivable without an exception
attests to the
(1) collectibility ofthe receivable balance.
(2) accvacy of the allowance for uncollectible accounts.
(3) accuracy ofthe aging ofaccounts receivable.
(4) accuracy ofthe receivable balance.

16-22 (Objective 16-3) The following questions concern audit objectives and management
assertions for accounts receivable. Choose the best response.

a. Which of the following will most likely provide the most assurance concerning the
accuracy balance-related objective for accounts receivable?
(1) Vouch amounts in the subsidiary ledger to details on shipping documents.
(2) Compare receivable turnover ratios with industry statistics for reasonableness.
(3) Inquire about receivables pledged under loan agreements.
(4) Assess the allowance for uncollectible accounts for reasonableness.

b. Which of the following audit procedures will best uncover an understatement of
sales and accounts receivable?
(1) Test a sample of sales transactions, selecting the sample from prenumbered

shipping d6cuments.
/a\ T^^. - ^^-----l - -t - - 1 -- L,-- ,- - . . L:- 1 -: .l 1 t 1(2) Test a sample of sales transactions, selecting the sample from sales invorces

recorded in the sales journal.
(3) Confirm accounts receivable.
(4) Review the aged accounts receivable trial balance.
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c. The confirmation of customers' accounts receivable rarely provides reliable evidence
about the completeness assertion because
(1) customers may not be inclined to report understatement errors in their accounts.
(2) recipients usually respond only if they disagree with the information on the

request.
(3) many customers merely sign and return the confirmation without verifying

details.
(4) there is likely to be reliable third party evidence available.

DISCUSSION QUESTIONS AND PROBLEMS
16-23 (Objective 16-3) You have asked your audit trainee Sharizat to perform the
following tasks. She wanted to know why you are asking her to perform such mundane
tasks. As mentioned earlier, your client Lau Ah Pek Berhad has not purchased any
accounting software and their financial records are all performed in Excel worksheets.
Your client's year end is 31 December. Explain to her the objectives of the tasks.

a. Pick any 10 cash tiIl ro11 receipts from 30 December, 10 receipts from 31 December, Required
l0 receipts from 1 January, and 10 receipts {rom7 January, and trace the items on
the receipts to the stock cards.

b. Extract the 20 highest balances from the accounts receivable trial balance, prepare
the confirmation letters to the selected company, have the client sign the letters,
and have them sent out.

c. Peruse the accounts receivable ledger for any unpaid invoices above 90 days.
d. Cast the balances of the accounts receivable trial balance and trace this to the

General Ledger.

rc-2a (Objective 16-3) The following misstatements are sometimes found in the sales
and collection cycle's account balances:

1. Several cash receipts were posted to the incorrect customer accounts.
2. Several accounts receivable in the accounts receivable master file are not included

in the aged trial balance.
3. One account receivable in the accounts receivable master file is included on the

aged trial balance twice.
4. A shipment made in the subsequent period is recorded as a current period sale.

5. The allowance for uncollectible accounts is inadequate because of the client's
failure to reflect depressed economic conditions in the allowance.

6. Several accounts receivable are in dispute as a result of claims of defective mer-
chandise.

7. The pledging of accounts receivable to the bank for a loan is not disclosed in the
financial statements.

8. Goods were returned for credit on the last day of the fiscal year but the sales return
was not recorded until the following fi.scal year.

9. Long-term interest-bearing notes receivable from affiliated companies are included
in accounts receivable.

a. For each misstatement, identify the balance-related audit objective to which it Required
pertains.

b. For each misstatement, list an internal control that should prevent it.
c. For each misstatement, list one test of details of balances audit procedure that the

auditor can use to detect it.

16-25 (Objective 16-3) The following are the eight balance-related audit objectives,
six tests of details of balances for accounts receivable, and seven tests of controls or
substantive tests oftransactions for the sales and collection cycle:
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Balance-Related Audit Obiective
Detail tie-in Classification
Existence Cutoff
Completeness Realizable value
Accuracy Rights

Test of Details of Balances, Test of Control, or
Substantive Test of Transactions Audit Procedure

1. Confirm accounts receivable ending balances and sales terms, such as right of return
and consignment arrangements.

2. Review sales returns after the balance sheet date to determine whether any are
applicable to the current year.

3. Compare dates on shipping documents with the sales journal throughout the year.
4. Perform alternative procedures for nonresponses to confirmations.
5. Examine sales transactions for related-party or employee sales recorded as regular

sales.

6. Examine duplicate sales invoices for consignment sales and other shipments for
which title has not passed.

7. Trace a sample of accounts from the accounts receivable master file to the aged trial
balance.

8. Trace recorded sales transactions to shipping documents to determine whether a

document exists.
9. Examine duplicate sales invoices for initials that indicate internal veriflcation of

extensions and footings.
10. Trace a sample of shipping documents to related sales invoice entries in the sales

journal.
I l. Compare amounts and dates on the aged trial balance with the accounts receivable

master file.
12. Trace from the sales journal to the accounts receivable master file to make sure the

information is the same.
13. Inquire of management whether there are notes from related parties included with

trade receivables.
Required a. Identifywhich procedures are tests ofdetails ofbalances, which are tests ofcontrols,

and which are substantive tests of transactions.
b. For each balance-related audit objective, identifywhich test of details of balances and

test of controls or substantive test of transactions partially satisfy the balance-related
objective.

16-26 (Objective l6-3) Jarmell Foodstuffs sells produce to small grocery stores.

Prenumbered shipping documents are required by the company to be issued for each
sale. The shipping clerk writes the date on the shipping document whenever there is a
shipment or pickup. The final shipment made in the fiscal year ending Iune 30, 2013, was
recorded on document 5427. Shipments are billed in the order the billing clerk receives
the shipping documents. For late June and early Iuly, shipping documents are billed on
sales invoices as follows:

Shipping Document No. Sales lnvoice No.

5423
5424
5425
5426
5427
5428
5429
5450
5431

5432

6237
6223
6226
6235
6236
6216
6238
6242
6231
6229
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The June and July sales journals have the following information included:

SALES JOURNAL -'UNE 20I 5
Day of Month Sales tnvoice No. Amount of Sale (g)

23
27
28
3t
3I

6223
6226
6235
6242
6236

SALES JOURNAI - JULY 20I 5

699.32
2,978.61

827.23
s04.96

35.42

Day of Month Sales lnvoice No. Amount of Sale ($)

7,236.49
99.87

423.32
5l I.l2

1,306.15

a. What are the GAAP requirements for a correct sales cutoff?
b. Which sales invoices, if any, are recorded in the wrong accounting period? Prepare

an adjusting entry to correct the financial statements for the year ending June 30,
2013. Assume that the company uses a periodic inventory system (i.e., inventory and
cost ofsales do not need to be adjusted).

c. Assume that the shipping clerk accidentallywrote June 30 on shipping documents
5428 through 5430. Explain how that will affect the correctness of the financial
statements. How will you, as an auditor, discover that error?

d. Describe, in general terms, the audit procedures you would follow in making sure
that cutofffor sales is accurate at the balance sheet date.

e. Identify internal controls that will reduce the likelihood of cutoff misstatements.
How would you test each control?

16-27 (Objective 16-3) The following are audit procedures in the sales and collection
cycle:

1. Add the columns on the aged trial balance and compare the total with the general
ledger.

2. Examine a sample of shipping documents to determine whether each has a sales
invoice number included on it.

3. Examine a sample of customer orders and see if each has a credit authorization.
4. Compare the date on a sample of shipping documents a few days before and after

the balance sheet date with related sales journal transactions.
5. Discuss with the sales manager whether any sales allowances have been granted

after the balance sheet date that may apply to the current period.
6. Observe whether the controller makes an independent comparison of the total in

the general ledger with the trial balance ofaccounts receivable.
7. Compare the date on a sample of shipping documents throughout the year with

related duplicate sales invoices and the accounts receivable master file.
8. Compute the ratio of allowance for uncollectible accounts divided by accounts

receivable and compare with previous years.

a. For each procedure, identify the applicable type ofaudit evidence.

b. For each procedure, identify which of the following it is:

Required

Required

(l) Test ofcontrol (3) Analytical procedure
(2) Substantive test oftransactions (4) Test ofdetails ofbalances

c. For those procedures you identified as a test ofcontrol or substantive test oftrans-
actions, what transaction-related audit objective or objectives are being satisfied?

d. For those procedures you identified as a test of details of balances, what balance-
related audit objective or objectives are being satisfied?

3

3

4

5

5

6237
6229
6238
6216
6231
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Required

Required

16-28 (Objective 16-4) Dodge, CPA, is auditing the financial statements of a

manufacturing company with a significant amount of trade accounts receivable. Dodge
is satisfied that the accounts are correctly summarized and classified and that allocations,
reclassifications, and valuations are made in accordance with GAAP. Dodge is planning
to use accounts receivable confirmation requests to obtain sufficient appropriate evidence
as to trade accounts receivable.

a. Identify and describe the two forms of accounts receivable confirmation requests
and indicate what factors Dodge will consider in determining when to use each.

b. Assume that Dodge has received a satisfactory response to the confirmation requests.
Describe how Dodge can evaluate collectibility of the trade accounts receivable.

c. What are the implications to a CPA if during an audit of accounts receivable some
of a client's trade customers do not respond to a request for positive confirmation of
their accounts?

d. What auditing steps should a CPA perform if there is no response to a second request
for a positive confirmation?*

16-29 (Objectives 16-3, l6-a) Tim Flynn is the engagement manager for the audit of
O'Donnell Enterprises. Tim is currently planning tests of details of balances for acc ounts
receivable and is considering the use of electronic confirmation requests to improve
response rates. The historical response rate to written confirmation requests sent to
O'Donnell's customers has been below 50olo and Tim believes they can increase that to
over 80%o using electronic requests. Tim is considering two different options. The first
option is to use email confirmation requests with requests emailed directly to customers
and the customers emailing responses directly to the audit firm. The second option is to
use direct access to customer's electronic records through website links for O'Donnell's
largest customers, and then written requests to the remaining customers.

a. What factors does Tim need to consider in deciding whether to use written confir-
mation requests, email requests, or direct access to electronic records?

b. How will the audit firm ensure the reliability of the responses? For example, how
might they verify the email addresses or the reliability of the electronic records?
Who should provide the email addresses for the email confirmations, or the website
Iinks for direct access to electronic records?

16-30 (Objectives 16-2, 16-3) The Albring Company sells electronics equipment and has
grown rapidly in the last year by adding new customers. The audit partner has asked
you to evaluate the allowance for doubtful accounts at December 31,2013. Comparative
information on sales and accounts receivable is included below:

Year Ended
t2/51/t5

Year Ended
12/51/12

Sa les
Accounts Receivable
Allowance for doubtful accounts
Bad debt charge-offs

Accounts Receivable:
0-50 days
30-60 days
60-90 days
Over 90 days

TOTAL

$12,169,876
1,440,341

90,000
114,849

$ 897,035
254,269
171,846
117,231

$ 1,440,381

$10,4s2,s13
r,050,933

75,000
103,471

$ 69s,O4l
r60,989
105,997
68,906

$ r,030,935

Required a. Identify what tests of controls and substantive tests of transactions you recommend
be performed before conducting your analysis of the allowance for doubtful accounts.

b. Perform analytical procedures to evaluate whether the allowance is fairly stated at
December 31,2013. Assume performance materiality for the allowance account is

$ 15,000.

*AICPA adapted. Copyright by American Institute of CPAs. AII rights reserved. Used with permission.
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16-31 (Objective t6-4) As part of the accounts receivable confirmation process, you have
asked your client to sign and send the following confirmation to a number of customers.

Carmen Chin's Fashion House (Singapore) Pte. Ltd.
B-B-8 Plaza Temasek

Orchid Road
Singapore

l4 February 2014

Name and Address of Client

To Whom it may Concern,

ln connection with an audit of ourfinancial statements, please confirm directlyto our auditors
the correctness of the balance of your account as of December 3,l, 2013, as shown below.
Our auditor's contact details are as follows: Pinto and Patel, Public Accountants,
Bth Floor Plaza Ceylang, Ceylang, Singapore, Tel: (65) 5844 8556.

This is not a request for payment; please do not send your remittance to our auditors.
Your prompt attention to this request will be appreciated. An envelope is enclosed for your
reply.

Tan KhiaSzeKesha (Ms)
Finance Director

The balance receivable of $XXXX as of 3l December, 2013, is correct except as noted
below. Your receptionist received the following replies:

1. Lim See Kooi of Lim Brothers Pte. Ltd.: My father's company Lim Tee Pu Pte. Ltd.
wound up after my father died 3 years ago. We don't owe you $5,000. Ask my brother Lim
See Pek. He is in charge of Lim Tee Pu Pte. Ltd.

2. Jennifer Low: .I did not receive the clothes I ordered on 30 December 201j costing $i,000
on time. So I am not paying this. I received the shipment on 17 lanuary 2014. This invoice
is not due.

3. Mat Isa NasiKandar: Sorry, I forgot to pay for the table cloth I ordered for Valentine's
Day last year. Here is a check for $2,000.

4. Mary Hathaway-Berkshaw (telephone call): / have transferred $500 to your qccount at
Maybank online on 3 January 2014. Today is Valentine's Day. You should have updated
my account.

Describe the implications of the above confirmation responses and the follow-up actions
you will take as auditor.

16-32 (Objectives l6-3, l6-5) The following are various changes in audit circumstances.
Audit Cireumstance

1. Analytical procedures indicated a significant slowing in accounts receivable turnover.
2. The client entered into sales contracts with new customers that differ from the

client's standard sales contracts.
3. The client had a significant increase in sales near year-end.
4. Accounts receivable confirmations were ineffective due to a very low response rate

in the prior year audit.
5. The client began experiencing an increase in returns due to product changes that

resulted in increased defects.
6. You found several pricing errors in your substantive tests oftransactions for sales.
7. In performing substantive test of transactions for cash receipts, you found that

receipts were promptly recorded in customer accounts, but there were delays in
depositing the receipts at the bank.

8. The client entered into a new loan agreement with the bank. Accounts receivable
are pledged as collateral for the loan.

9. The client did not reconcile the accounts receivable subsidiary records with the
accounts receivable balance in the general ledger on a regular basis.

Match each change in audit circumstance with the most likely test of details of balances
response. Each response is used once.

Required

Required
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a. Expand testing of sales returns after year-end and compare the level of returns with
the prior year.

b. Send positive confirmations that include requests for information on side agreements
and special terms.

c. Increase the number of accounts traced from the accounts receivable trial balance
to the accounts receivable subsidiary records.

d. Expand the review of cash receipts after year-end to evaluate the collectibility of
accounts receivable.

e. Increase the sample size for sales cutofftesting for sales recorded before year-end.
f. Send a confirmation to the bank confirming amounts pledged as collateral under

loan agreements.
g. Increase the sample size for positive confirmations of accounts receivable.
h. While at the client's premises at year-end, obtain information on the last few cash

receipts at year-end for cash receipts cutofftesting.
i. Perform alternative procedures to test the existence and accuracy of accounts

receivable instead of sending positive confirmations.

16-33 (Objective 16-4) In the confirmation of accounts receivable for the Reliable Service
Company, 85 positive and no negative confirmations were mailed to customers. This
represents 35o/o of the dollar balance of the total accounts receivable. Second requests
were sent for all nonresponses, but there were still 10 customers who did not respond.
The decision was made to perform alternative procedures on the 10 unanswered
confirmation requests. An assistant is requested to conduct the alternative procedures
and report to the senior auditor after he has completed his tests on two accounts. He
prepared the following information for the audit files:

1. Confirmation request no. 9
Customer name-Jolene Milling Co.
Balance-$3,62I al December 3L, 2013

Subsequent cash receipts per the
accounts receivable master file:

2. Confirmation request no.26
Customer lnms-fts5enthal Repair Service
Balance-$2,500 at December 31, 2013

Subsequent cash receipts per the
accounts receivable master file February 9, 2014-$500

Required

Sales invoices per the accounts receivable
master file (I examined the duplicate invoice) September 1, 2013-$4,200

a. Ifyou are called on to evaluate the adequacy of the sample size, the type of confirma-
tion used, and the percent of accounts confirmed, what additional information will
you need?

b. Discuss the need to send second requests and perform alternative procedures for
nonresponses.

c. Evaluate the adequacy ofthe alternative procedures used for verifying the two non-
responses.

6:Siryffi#!#F;***gW:*iSik:is,tEew;{*fiffi&trdftr:Fi!sii;flre!qutui4tldf!n&!ffi:&&M!!tws!&!i@$wMf*Hsiti{sFffi

16-3a (Objectives 16-1, 16-3,16-4,16-5) You are auditing the sales and collection rycle for
Synensys, a small electronics manufacturer, who deals with a variety of computer makers. The
company is respected in its industry for its creativity and rapid growth, but their accounting
of;frce is perpetually neglected, and the sales department frequently makes errors in billing
clients. In previous years, your CPA firm has found quite a few misstatements in billings,
cash receipts, and accounts receivable. Like many companies, the largest assets are accounts

receivable, inventory, and fixed assets.
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Synensys has several large loans payable to local banks, and the two banks have told
management that they are reluctant to extend more credit, especially considering that
a bigger and well known electronics manufacturer is moving into the area. In p.&io6
s]ow years Synensys covered deficits with capital it had saved, but its recent expansion has
diminished its capital reserves substantially.

- In previous years, your response from clients of Slnensys to confirmation requests has been
frustrating at best. The response rate has been extremely low, and those who did respond did
not know the purpose of the confirmations or their correct outstanding balance. iou have
had the same experience in confirming receivables with other, similar organizations. you
conclude that control over cash is excellent and the likelihood of fraud is extremely small.
You are less confident about unintentional errors in billing, recording sales, cash receipts,
accounts receivable, and bad debts.

a. Identify the major factors affecting client business risk and acceptable audit risk for Required
this audit.

b. What inherent risks are you concerned about?
c. In this audit of the sales and collection cycle, which types of tests are you likely to

emphasize?

d' For each of the following, explain whether you plan to emphasize the tests and give

(1) Tests ofcontrols
(2) Confirmations
(3) Substantive tests of transactions

(4) Analytical procedures
(5) Tests ofdetails ofbalances
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INTEGRATED CASE APPLICATION-
PINNACLE MANUFACTUR.ING: PART VII

16-35 (Objectives 16-2, 16-3,16-4) Parts III, V, and VI of this case study dealt with obtaining
an understanding of internal control and assessing control risk for transactions affecting
accounts payable of Pinnacle Manufacturing. In Part VII, you will design analytical
procedures and design and perform tests ofdetails ofbalances for accounts piyable.

Assume that your understanding of internal controls over acquisitions and cash
disbursements and the related tests of controls and substantive tests of transactions
support an assessment of a low control risk. The listing of the 519 accounts making up
the accounts payable balance of $12,969,686 at Decemb er 31,2013, is included undeithe
Pinnacle link on the textbook Web site.

a. List those relationships, ratios, and trends that you believe will provide useful infor- Required
mation about the overall reasonableness of accounts payable. You should consider
income statement accounts that affect accounts payable in selecting the analytical
procedures.

b. Study Table 19-5 (p. 659) containing balance-related audit objectives and tests of
details ofbalances for accounts payable to be sure you understand each procedure and
its purpose. Prepare an audit program for accounts payable in a performance format,
using the audit procedures in Table 19-5. The format of the audit program should be
similar to Table 16-5 (p. 559). Be sure to include a sample size for each procedure.

c. Assume for requirement b. that (1) assessed control risk had been high rather than
low for each transaction-related audit objective, (2) inherent risk was high for each
balance-related audit objective, and (3) analytical procedures indicated a high
potential for misstatement. What would the effect have been on the audit proceduies
and sample sizes for requirement b.?

d. Confirmation requests were sent to a stratified sample of 51 vendors listed in Figure
16-8 (p. 570). Confirmation responses from 45 vendors were returned indicating no
difference between the vendor's and the company's records. Figure 16-9 (pp. 57]-72)
presents the six replies that indicate a difference between the vendor's bilance and
the company's records. The auditor's follow-up findings are indicated on each reply.
Prepare an audit schedule similar to the one illustrated in Figure 16-10 (p. 573) to
determine the misstatements, if any, for each difference. The audit schedule format
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Pinnacle Manufacturing Sample of Accounts Payable Selected
for Confirmation - December 51, 20lI

High-Volume lterns (>$250,000)
l. American Press
2. Clean-O-Rama Co.
3. Fiberchem
4. Rufus Austin Antiques
5. Todd Machinery
6. Welburn Manufacturing

Large Balance ltems ($50,001-$250,000)
l. A & M Sandler, lnc.
2. American Baby/USTC
5. Beach & Hoover Refining
4. Bearing Drives Co.

5. Burton Martin
6. Cable Sys./lnd. Traf. Cons.
7. Eddie Ventura, lnc.
8. Fiberoptics
9. Finish Metals, lnc.

10. Freeman Furniture-Attn A/P
I t. GP Chambers Co.
I2. Godwin Drug Co.
I3. Holy Family Hospital
14. Las Flores Designs, lnc.
15. Lean Corp.
16. MacDonald Svc. CorPoration
I7. Mccoys, lnc.
18. Metadyne Corp.
19. Micron Power Systems
20. Mobil Oil
2l . National Elevator & Mach. Co.

22. Nonis lndustries
23. R&BProducts
24. Remington Supply
25. Safety Envelope Co.

26. Scandec USA, lnc.
27 . Ihe Dutton ComPanY
28. The Haberdashery Co.

29. Univelsity of California
30. ZZZZ Bank Adiustments

Items $50,000 and less
I. Advent Sign Mfg. Co.

2. B&K Mfg. Co., lnc.
3. Bellco
4. Boston Shoecase Co.

5. Dynamic Metal Products
6. Everhart Co.
7. Fuller Travel
8. Cood House Home Video, lnc.
9. Harrah's Metals, lnc.

lo. J C Licht Co.-Glendale Hts.
I l. Liberty Lighting
I 2. Long Beach Lawn Service
13. Premier Whirlpool Bath
I 4. Quaker TransanalYsis
I5. Tower lnternational

$ 340,767.94
317,668.63
793,O49.89
400,046.08
s31,073.93
588,836.07 $2,771,442.54

$2,660,878.80

$ 646,325.34

81 ,348.54
75,432.73
76,408.79
73,O17.24
78,682.54
71,288.95
60,25s.55
60,102.78
60,769.71

r 30,493.51
64,125.44
84,331.O5

I 17,916.83
88,644.92
67,985.23

147,943.95
67,936.32
a5,432.51

136,071.37
93,210.48
76,921.40
88,5 r 4.64
80,o92.46

123,411.24
223,950.54

6s,942.94
63,882.02
71,869.16
80,624.95
64,471.21

$ s l ,75o.oo
42,668.sO
42,710.74
52,174.50
36,s46.05
47 ,519.14
32,470.11
46,472.67
51 ,279.85
53,228.47
46,802.78
48,488.96

6,550.33
50,363.69
37,299.ss

TOTAL TESTED $6,078,646.68

shown in Figure 16-10 can be downloaded using the Pinnacle link on the textbook
Web site. Tlie exception for Fiberchem is analyzed as an illustration. Assume that

Pinnacle Manufacturing took a complete physical inventory at December 31,2013,

and the auditor concluded that recorded inventory reflects all inventory on hand
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at the balance sheet date. Include the balances confirmed without exception as one
amount on the schedule for each stratum, and total the schedule columns.

e. Estimate the total misstatement in the income statement, not just the misstate-
ments in the sample, based on the income statement misstatements you identified in
requirement d. The total misstatement should include a projected misstatement and
ar estimate for sampling eruor. Hint: See pages 275-276 for guidance on calculating
the point estimate. Note that the misstatements should be projected separately foi
each stratum. You will need to determine the size of each stratum using the accounts
payable listing. Use your judgment to estimate sampling error, considering the size
of the population and the amounts tested.

Replies to Requests for lnformation

STATEMENT FROM FIBERCHEM

Pinnacle Manufacturing
Detroit, Ml

Amounts due as of December 31, 2Ol3:

lnvoice No.
8312
8469
88r9
9002

Amount Balance Due
3 $300,000.00 $3oo,ooo.oo
3 178,000.00 478,000.00
3 3t5,049.89 793,049"89(1)
3 32,500.00(2) 82s,s49.89

Date
t 1-22-1
2-O2-
2-18-
2-30-

Auditor's notes:
(l) Agrees with accounts poyoble listing.
(2) Goods shipped FOB Fiberchem's plont on December 3t,2Ot3;

arrived at Pinnocle Monufacturing on Jonuory 4,2014.

(Figure l6-9 continued on next poge)

STATEMENT FROM MOBIT OIt

Pinnacle Manufacturing
Detroit, Ml

Amounts due as of December 31,2013:

lnvoice No. Date Amount Balance Due
DX14777 12-23-13 $93,210.48 $ 93,210.48(1)
DXr 6908 12-29-13 37,812.00(2) 131 ,O22.4a

Auditor's notes:
(1) Agrees with occounts poyoble listing.
(2) Goods shipped FOB Pinnocle Monufocturing on December 29, 20tJ;

orrived ot Pinnocle Monufocturing on Jonuary 3, 2O14.

STATEMENT FROM NORRIS INDUSTRIES

Pinnacle Manufacturing
Detroit, Ml

Amounts due as of December 31, 2013:

lnvoice No. Date Amount Balance Due
14896 12-27-13 $ 88,314.64 $ 88,314.64(l)
tsl r I 12-28-13 117,296.00(2) 2Os,61O.64

Auditor's notes:
(l) Agrees with occounts poyoble listing.
(2) Goods received December 30,2012; recorded on Jonuory 2,2O14.
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Replies to Requests for lnformallon (Cont.)

f . Estimate the total misstatement in accounts payable in the same way you did for the

income statement in requirement e. Hint: A misstatement caused by the failure to
record an FOB origin purchase is an understatement of accounts payable and inven-

tory and has no effect on income.

g. What is your conclusion about the fairness of the recorded balance in accounts
payable for Pinnacle Manufacturing as it affects the income statement and balance
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Pinnacle Manufacturing Analysis of Trade Accounts payable-December rt,20tI

Misstatement in
Related Accounts

Books Timing Misstatement Other Batance tncome
Balance Amount Over (Under) Differenie: in Accounts Sheet Statement

Per Confirmed Amount No Payable Misstatement Misstatement Briefvendor Books by vendor confirmed Misstatement o/s (u/s)* o/s (u/sl* o/s (u/s)* Explanation

Key Accounts ()$250,000)

Fiberchem $793,049.89 $825,549.89 $(32,s00.00) $(32,s00.00) $(32,s00.00)

F.O.B. Origin
error:

Dr. lnv.
Cr. NP

Accounts in stratum $50,001-$250,000

Accounts in stratum less than or equal to ,50,000

* o/s: overstatement u/s : understatement

sheet? How does this affect your assessment of control risk as being low for all
transaction-related audit objectives? Assume you decided that performance
materiality for accounts payable as it affects the income statement is $250,000.
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ACL PROBLEM

Required

l6-36 (Objective 16-3) This problem requires the use ofACL software, which is included in
the CD attached to the text. Information about installing and using ACL and solving this
problem can be found in Appendix, pages 850-854. You should read all ofthe reference

material preceding the instructions for "Quick Sort" before locating the appropriate

command to answer questions a. through f. For this problem use the Metaphor-Trans-
All fi|e in ACL Demo, which is a file of outstanding sales invoices (each row represents an

invoice transaction). The suggested command or other source of information needed to

solve the problem requirement is included at the end of each question.

a. Determine the total number of invoices (read the bottom of the Metaphor-Trans-
All {ile screen) and total unpaid invoices outstanding (NEWBAL) for comparison to
the general ledger. (Total Field)

b. How many of the invoices included a finance charge (FINCHG) and what was the

total amount of the finance charges? (Filter, Count Records, and Total Field)

c. Determine and print accounts receivable outstanding from each customer and total
the amount for comparison to part a. (Nore; remove the filter from step b. first).
(Summarize and Total Field) Which customer number has the largest balance due?

d. What is the largest and smallest account balance outstanding? (Quick Sort)

e. For the account with the largest balance, prepare and print an aging ofthe account

from the transaction file using the statement date labeled "STMTTDT." Use the

aging date as of +lZOlZO03 and "NEWBAL' as the subtotal field. (Filter and Age)

f. To better decide the customers to select for confirmation you decide to stratify
customer balances into two intervals after excluding all balances less than $5,000.

How many balances are greater than $5,000? Print the output. (Filter and Stratify)

RESEARCH PROBLEM 16-1: REVENUE RECOGNITION
In recent years, several high-profile incidents ofimproper revenue recognition attracted

the attention of the business media. The SEC has also expressed concerns about the

number of instances of improper revenue recognition identified by SEC staff. C)ne revenue

issue involves "bill and hold" sales. In a bill and hold transaction, a customer agrees to
purchase the goods, but the seller retains physical possession until the customer requests

ihip-.rrt to designated locations. Normally, such an arrangement does not qualify as a

sale because delivery has not occurred. Under certain conditions, however, when a buyer

has made a firm purchase commitment and has assumed the risks and rewards of the

purchased product, but is unable to accept delivery because of a compelling business

reason, bill and hold sales may qualify for revenue recognition. Read the SEC guidance

on revenue recognition (www.sec.gov/interps/account/sabcodetl3.htm) to answer the

following questions:

Required a. What does the SEC indicate are the four basic criteria for determining whether

revenue is realized or realizable?

b. A customer of your audit client, Henson, LLC, made a formal written request to

establish a bill and hold arrangement in November 2013, an arrangement which is

typical in the industry. The customer's written request outlines a delivery schedule

thit will begin in February 2014. As of November 2013, the product to be shipped

in February is already complete and ready for shipment. Because the sale was

completed in2013, your audit client would like to record the bill and hold the

traniaction described as a sale in 2013. You do not recall noticing any inventoryheld
in a separate area of the client's warehouse during the December 31,2013, inventory
observation. In making your determination regarding the timing of the revenue

recognition, what criteria has the SEC determined to be important?
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