Chapter 7 Audit of the Purchases and Payment Cycle

1.
Objectives

1.1
To describe the documents and records that are usually found in the purchases and payment cycle.

1.2
To state the general audit procedures for the test of internal controls of this cycle.

1.3
To mention the substantive tests used for the trade creditors.
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2.
Documents and Records

2.1
Purchase requisition (請購單) – a form detailing the request for goods or services by an authorized employee of the user department and it is then passed from the user department to the purchase department. For example, order of materials by a factory/storeroom supervisor.
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2.2
Purchase order (訂購單) – a document from a company to the supplier recording the description, quantity and amount of the goods or services ordered and it should be properly authorized by the company.
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2.3
Goods received note (收貨單) – a document prepared by the supervisor of the storeroom/receiving department at the time the goods are received. It shows the description, quantity, condition and date of the goods received.
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2.4
Purchase invoice – a document received from vendor which indicates the date, description, quantity and the total amount of goods and services the company has received.

2.5
Purchase journal and ledgers
(a)
A journal (day book) for recording the purchases of goods or services.

(b)
Vendors’ accounts in the purchase ledger will also be updated with the remittance advice/receipts when payments are made to vendors.

2.6
Payment voucher – an internally generated document that establishes a formal means of recording and controlling cash disbursements. It is usually accompanies with purchase invoice, goods received note and/or purchase order when approval for payment is sought.
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2.7
Cheque/Electronic transfer – the means of paying the vendors when the payments are due.

2.8
Remittance advice (付款通知書) – a document sent with the cheque to a vendor detailing the amount of payment for each corresponding invoice and the total amount paid.

2.9
Cash book – it records the authorized disbursements and individual entries are supported by payment vouchers and/or presented cheques.

2.10
Vendor’s statement – a statement prepared by the vendor indicating the opening balance, purchases during the period, payments received by the vendor and closing balances.

3.
Audit Testing and Internal Controls

3.1
The following description of the primary functions, internal controls to be identified and transaction-related audit objectives (control objectives) will clarify what an auditor is trying to accomplish in the audit of the cycle (Sample of the audit program for the test of controls, refer to Appendix I).

3.2
Transaction-related audit objectives for purchases transactions.

	Objectives
	Descriptions

	Existence
	All purchases and services recorded are received by the company.

	Completeness
	All purchases and services that have actually incurred (received) are recorded in the accounting records.

	Accuracy
	All purchases and services made are recorded accurately in the accounting records (e.g. purchases journal).

	Classification
	Purchases made are properly classified to the appropriate account.

	Timing
	All purchases and services are recorded on a timely basis.

	Posting and summarization
	Purchases and services made are included in the vendor’s accounts of accounts payable ledger and properly summarized in the control accounts in general ledger.


3.3
Transaction-related audit objectives for cash payments transactions.

	Objectives
	Descriptions

	Existence
	All cash payments recorded in the accounting records (e.g. cash payments journal) are made for goods or services actually received by the company.

	Completeness
	Cash payments made for purchases and services have all been recorded in the accounting records.

	Accuracy
	Cash payments are recorded accurately in the accounting records (e.g. cash payments journal).

	Classification
	Cash payments transactions are properly classified to the appropriate account (e.g. according to the company’s chart of accounts).

	Timing
	All cash payments transactions are recorded on a timely basis.

	Posting and summarization
	Cash payments made are included in the vendor’s accounts of accounts payable ledger and properly summarized in the control accounts in general ledger.


3.4
This is a summary of the purchases cycle, showing the possible problems and the related controls:
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3.5
The table shows the various stages of the purchases cycle, together with:

(a)
the risks (what could go wrong)

(b)
control procedures (so that things don’t go wrong!)

	Process
	Risks
	Possible control procedures

	Requisition made and order placed
	· Order may be forgotten.

· Wrong goods/services.

· Goods not for business use.

· Goods not needed.

· May miss out on bulk discounts.

· Best prices and quality not obtained.
	· All orders authorized by manager.

· Inventory checked before orders placed.

· Written, sequenced, purchase order.

· All outstanding orders kept on file for chasing.

· Separate ordering department, who plan orders to take account of discounts.

· All new suppliers chosen by tender process.

· Agreed suppliers list.

· Agreed prices/terms lists.

· Exception reporting of outstanding orders.

	Goods received (or service enjoyed)
	· Wrong items arrive.

· Poor quality items.

· Goods are being stolen.

· Goods never arrive.
	· Goods logged in on arrival either:

· Directly into system or

· Goods received note (sequenced) prepared or

· Supplier’s delivery note incorporated into system grid stamped, etc.

· Warehouse staff check goods against delivery information and sign if correct.

· Delivery information then passed to accounts, as authority to pay associated invoice.

· Goods arrival area kept sercure.

· Deliveries only signed for by warehouse manager.

· Once goods checked in, inventory records updated.

· Person who made requisition informed of goods arriving.

	Invoice received
	· Wrong items/prices.

· Invoice does not add up.

· Errors in posting to general ledger.

· Errors in posting to payables ledger.

· Settlement discount missed.

· Overall, payment runs must take place when cash is available!
	· Control account reconciled.

· Payments allocated to specific invoices.

· Where possible, all payments by bank transfer.

· Bank transfers authorized by person with suitable level of authority.

· All cheques signed by director, who sees supporting documents.

· Larger cheques signed by two directors.

· Supplier statements reconciled.

· Planning of payments, to ensure cash available and discounts taken.

· Cheque books kept secure.

	Credit received
	· Credit not accounted for.

· Returned goods are accounted for as dispatches, and hence sales.

· Wrong amount of credit received.
	· All credit notes sequenced.

· Regular check that sequence complete in accounting records.

· Credit note checked back to original invoice.

· Any goods returned to suppliers are marked as return, to ensure GDN not prepared.


3.6
Examples of tests of control

	Functions
	Test for:

	Processing purchase orders
	· Select sample of purchase orders and agree to authorized requisitions (existence).

· Examine the purchase orders record to ensure that there is a system identifying the orders fulfilled from those unfulfilled (existence).

· Examine purchases orders for indication of approval (existence and accuracy).

	Receiving goods and services
	· Discuss the procedures taken by the responsible official for receipt of goods (existence and completeness).

· Select a sample of goods received notes to ensure that they are prenumbered and signed by the responsible official for goods received and examined. Enquire any missing goods received notes if necessary (existence, completeness and accuracy)

· Observe the goods receiving procedures on a surprise basis to see whether any unrecorded receipt of goods or services and whether the client’s policy is followed (existence, completeness and accuracy).

	Recognising the liability
	· Select sample of invoices and agree to purchase ledger, purchase journal and stock records, and vice versa (existence and completeness). Note the date of recording also (timing).

· Select a reconciliation of vendor’s statements and purchase ledger accounts on a random basis, ensuring that it has been properly reviewed and discrepancies have been followed up with necessary action (accuracy and posting and summarization).

· Examine samples of invoices for evidence of checking the calculation and details. Test check the footings and extensions of invoices (accuracy).

	Processing and recording cash payments
	· Examine invoices to ensure the evidence of approval for payment. Ensure that the cheque signatories are the officials with proper authorization to sign cheques within the authorized limit (existence).

· Select a sample of paid invoices and ensure the evidence of preventing them from re-use (existence).

· Account for sequence of cheques recorded in cash payments journal, investigating for reasons of any missing number (completeness).

· Select a bank reconciliation statements on a random basis and examine them for the evidence of review by a senior officer and ensure that all discrepancies have been investigated (accuracy).


3.7
Test your understanding 1
	Panda Limited has established the following policies and procedures on the ordering of materials for production.

Policies on raising purchase orders

· The purchasing department is responsible for placing purchase orders with the vendors.

· In normal circumstances, purchase orders have to be placed with vendors 20 weeks before the production date and the goods are expected to arrive ten weeks before the production date. Shipment of goods usually takes about one week.

· Each week the materials department raises purchase requests to the purchasing department based on the weekly production schedule planned for 20 weeks later. The weekly production schedule is budgeted 40 weeks in advance.

· If there is a significant change in the production schedule, the production department can raise a purchase request directly with the purchasing department.

· Stocks ordered for cancelled productions are received as usual and are stored in the warehouse for future use.

Procedures on placing purchase orders

· Vendors are invited to bid for each order in accordance with the specifications provided by the purchasing department.

· The purchasing department places orders with the vendor with the lowest bid without considering other criteria.

· The purchasing department cannot access the stock ledger maintained by the materials department.

· The materials department examines the quality o the goods received to ensure that the goods meet the firm’s specifications.

Observations during the course of audit

· In order to fulfil rush orders, the production department goes direct to the purchasing department and makes purchase requests to the purchasing department without complying with the requirements of 20-week ordering in advance and the bidding procedures.

· In the past year, Panda purchased over 95% of its consumption of material VM from Vendor A. Material VM is an essential material for the production of Panda’s major products.

· The accounting department settles all vendor invoices according to the terms of credit stated in the invoice without checking the status of stocks delivery with the materials department.

· Some vendors sent invoices to Panda Limited before the stocks were delivered. These invoices were settled within one week.

Required:

Identify TEN weaknesses and make recommendations for improvement.


(20 marks)


(Adapted HKAAT Paper 8 Auditing December 2002)


4.
Trade Creditors – Substantive Tests

4.1
Internal controls are often ineffective for accounts payable because many companies depend on vendors to bill them and remind them of unpaid bills. Tests of details of balances for accounts payable, therefore, often need to be extensive.

(A)
Tests of details of balances

	Audit Objectives
	Descriptions
	Example procedures

	Existence
	The accounts payable balances shown on the trade creditors list should actually exist, i.e. genuine creditors and transactions.
	· Select balances from the creditors’ list and trace them to the individual vendors’ invoices and statements.

· Confirm balances by sending confirmation letters to the vendors selected, emphasizing large amount of balance.

	Completeness
	All creditors balances outstanding at balance sheet date have been included in the creditors’ list.
	· Perform out-of-liability tests.

	Accuracy
	The list of trade creditors balances and the total should be accurate.
	· Select the balances and agree to vendors’ statement.

· Perform out-of-liability tests.

	Classification
	The balances on the creditors’ list are properly classified.
	· Review the creditors’ list to note any balance that is of interest-bearing, long term or debit nature.

	Cut-off
	The transactions in the purchases and payment cycle are included in the proper period.
	· Perform out-of-liability tests.

· Perform cu-off tests.

	Detail tie-in
	The list of trade creditors balances should agree with purchase ledger accounts and general ledger control accounts.
	· Check the footing of the list and trace the total to the general ledger control account.

· Select balances and trace them to individual vendors’ ledger accounts for names and amounts.

	Valid obligation
	Client has the obligation to pay for the amount of liability shown on the balance of trade creditors.
	· Same as existence above.

	Presentation and disclosure
	The balances arising from transactions of purchases and payment cycle are properly presented and disclosed.
	· Review the financial statements to make sure that proper segregation has been done for interest bearing liabilities, current or long-term liabilities, and whether additional information has to be disclosed as note to the accounts, e.g. related party disclosures.


(B)
Out-of-liability tests

4.2
The following table shows the audit procedures to uncover unrecorded accounts payable in the financial statements.

	Procedures
	Purposes

	Examine underlying documentation for payments subsequent to year end date
	· The purpose is to uncover payments made in the subsequent accounting period that represent liabilities at the balance sheet date.

· Select some payments made during the first few weeks after the year end and, for example, trace them to the accounts payable list to make sure that they have been included as a liability if they are of current period obligations.

	Examine underlying documentation for invoices not paid within several weeks after year-end.
	· It is to find out the reasons for unpaid obligations to determine whether the liability should belong to the period under audit. If not, the balance will be overstated.

	Trace goods receiving notes issued before and after year-end to related vendors’ invoices and accounting records.
	· It is a test for unrecorded obligations to make sure that all goods received before the end of the accounting period are included in accounts payable.

	Trace vendors’ statements to the balances on the creditors’ list.
	· It is a form of external audit evidence to ensure any balance indicated on the vendor’s statement dated after balance sheet date has been included as a liability in the financial statements of the period under audit.

	Send confirmation to trade creditor with which client has done business during the period under audit.
	· The purpose is to uncover any omitted liability or misstated balance relating to active creditors which balance however does not appear on the creditors list of client (i.e. zero balance with client).


(C)
Creditors’ circularization (發函詢證)
4.3
The samples of balances selected for sending confirmation might include:

(a)
significant suppliers with credit balances;

(b)
suppliers with debit balances;

(c)
significant suppliers with ‘nil’ balances;

(d)
a variety of large, small and medium balances selected from the purchase ledger; and

(e)
any accounts known to be in dispute.

4.4
When the replies have been received from creditors, examine and compare with the balances in the books.

(a)
Differences will arise as a result of cash in transit, goods in transit or unusual adjustments like discounts claimed by one party and disallowed by another.

(b)
Significant differences must be followed up with the client as they may indicate attempts to suppress (隱瞞) liabilities or reveal deficiencies in the system of controls.
(D)
Cut-off tests

4.5
These test are intended to determine whether transactions recorded a few days before and after the balance sheet date are included in the correct period.

4.6
The audit tests performed on out-of-period liability described above are actually related directly to cut-off tests for purchases but they emphasize on understatement. Here, to test for overstatement, the following procedures will be carried out.

	Items
	Purposes

	In relation to physical observation of stocktaking
	· The cut-off information for purchases (i.e. the last of current year and the first of following accounting year purchase order and goods receipt note) should be obtained during the physical observation of the stocktaking.

· Record in the working papers the last purchase order, and goods received note number included in the physical count and the number of first purchase order, and GRN of the following accounting period.

· Trace these numbers to the accounts payable records to verify that the liabilities concerned are correctly included or excluded from the appropriate period.

	If physical count of stock is carried out before year end date
	· The procedures described in the above still have to be performed in order to ensure the accounts payable cut-off is accurate on the date the stocktaking takes place.

	Goods in transit
	· FOB destination means that the title of goods passes to the buyer when the goods are received for inventory.

· FOB origin means that the title passes to the buyer when the goods are shipped.

· Review suppliers’ invoices received shortly after year-end to ensure that the inventory and related accounts payable must be recorded in the current period if goods are on a FOB origin basis and if the amounts  are material.


4.7
Test your understanding 2
In the audit of Quadrant Manufacturing Co. Ltd.’s account for the year ended 31 December 2007, the following data are extracted from the accounting records.

	GRN No.
	Date of GRN
	Date of Supplier’s invoice
	Invoice amount
	Term of invoice
	Date of shipment

	
	Year 2007
	
	$
	(Note)
	

	882
	29 Dec.
	3 Jan 2008
	1,000,000
	I
	18 Dec 2007

	883
	29 Dec.
	27 Dec 2007
	1,200,000
	II
	27 Dec 2007

	884
	30 Dec.
	29 Dec 2007
	1,000,000
	I
	29 Dec 2007

	885
	31 Dec.
	31 Dec 2007
	2,000,000
	I
	30 Dec 2007

	886
	31 Dec.
	8 Jan 2008
	1,500,000
	II
	28 Dec 2007

	
	Year 2008
	
	
	
	

	887
	2 January
	8 Jan 2008
	1,200,000
	I
	28 Dec 2007

	888
	2 January
	27 Dec 2007
	1,000,000
	II
	31 Dec 2007

	889
	3 January
	27 Dec 2007
	1,100,000
	I
	3 Jan 2008

	890
	3 January
	6 Jan 2008
	1,800,000
	II
	29 Dec 2007

	891
	4 January
	31 Dec 2007
	1,700,000
	I
	3 Jan 2008


Note I:
All the suppliers are on FOB origin terms, i.e. the title of goods passes to the buyer when the goods are shipped.

Note II:
All the suppliers are on FOB destination terms, i.e. the title of goods passes to the buyer when the goods are received for inventory.

Only goods received on or before 31 December 2007 have been taken up as purchases of Quadran Manufacturing Co. Ltd. For the year ended 31 December 2007.

Required:

(a)
Why do the auditors have to obtain the number of the last GRN on or before the year-end, and why do they have to obtain the number of the first GRN after the year-end? When should this be performed?



(3 marks)

(b)
Based on the given information, identify the date that Quadrant Manufacturing Co. Ltd. Should take up the purchases relating to the goods received under GRN No. 882 to 891.
(10 marks)
(c)
For cut-off error identified in (b), prepare the necessary journal.



(4 marks)
(d)
In addition to the review of GRN, suggest three audit procedures for testing the understatement of trade creditors.
(3 marks)



(Total 20 marks)



(Adapted HKAAT Paper 8 Auditing December 1999)

(E)
Analytical procedures

4.8
Analytical procedures are used as a procedure of tests of details of balances.

	Objective
	Purposes

	To obtain the overall reasonableness of the creditors balance in the financial statement.
	· Review the level of trade creditors and its relationship to purchases. Compare individual balances with previous year and investigate any significant changes in the composition of the trade creditors between two accounting periods.

· Compare related expenses account balances to prior years.

· Examine other ratios such as stock turnover, creditors turnover and gross profit which will also throw light to the determination of whether further tests have to be done to substantiate the balances of purchases or payables.


Appendix I – AUDIT PROGRAM FOR PURCHASES, CASH DISBURSEMENTS, AND PAYABLES

	CLIENT NAME:
	 DOCVARIABLE AO \& CLIENTNAME \* MERGEFORMAT 


	DATE OF FINANCIAL STATEMENTS:
	 DOCVARIABLE AO \& CPEDATE \* FORMAT[mmmm d, yyyy] \* MERGEFORMAT 


PURCHASES, CASH DISBURSEMENTS, AND PAYABLES
	
	Performed

By
	
	Workpaper

Reference

	Audit Objectives:  To obtain an understanding of the design or operation of internal control relating to purchases, cash disbursements, and payables in order to assess their effectiveness in preventing or detecting material misstatements in financial statement assertions.
	
	
	

	
	
	
	

	1.
Select a sample of cash disbursements from the cash disbursements journal for the period under audit; obtain related canceled checks and supporting documents (e.g., invoice, purchase order, and receiving report); and perform the following:
	
	
	

	
	
	
	

	a.
Determine if the invoice is supported by an approved purchase order and a receiving report.
	
	
	

	
	
	
	

	b.
Test the clerical and arithmetical accuracy of the invoice.
	
	
	

	
	
	
	

	c.
Examine notations on the invoice package for approval of payment and appropriate cancellation to prevent duplicate payment, in accordance with established policies.
	
	
	

	
	
	
	

	d.
Determine if the account distribution is reasonable.
	
	
	

	
	
	
	

	e.
Determine if purchase discount was taken where applicable.
	
	
	

	
	
	
	

	f.
Examine canceled checks noting date, authorized signature, payee, amount, and proper endorsement.
	
	
	

	
	
	
	

	g.
Trace amount, date, and payee per the canceled check to the cash disbursements journal.
	
	
	

	
	
	
	

	h.
Compare amount of canceled check to amount on the bank statement.
	
	
	

	
	
	
	

	2.
Select a sample of voucher registers for the period under audit and perform the following:
	
	
	

	
	
	
	

	a.
Foot and crossfoot the voucher registers.
	
	
	

	
	
	
	

	b.
Trace total amounts and account distributions from the voucher registers to postings in the general ledger and subsidiary ledgers.
	
	
	

	
	
	
	

	3.
Select a sample of cash disbursements journals for the period under audit and perform the following:
	
	
	

	
	
	
	

	a.
Foot and crossfoot the cash disbursements journals.
	
	
	

	
	
	
	

	b.
Trace total amounts and account distributions from the cash disbursements journals to postings in the general ledger and subsidiary ledgers.
	
	
	

	
	
	
	

	c.
Reconcile total disbursements to the bank statement.
	
	
	

	
	
	
	

	4.
On a test basis, review the numerical sequence of canceled checks for the period under audit, and account for missing numbers or breaks in sequence.
	
	
	

	
	
	
	

	5.
Scan the cash disbursements journals for a selected period and investigate any unusual entries.
	
	
	

	
	
	
	

	6.
Obtain and review the client’s bank reconciliations on a test basis, and perform the following:
	
	
	

	
	
	
	

	a.
Test the arithmetical accuracy.
	
	
	

	
	
	
	

	b.
Test the list of outstanding checks and trace paid checks to the bank statement for the month subsequent to the reconciliation tested.
	
	
	

	
	
	
	

	c.
Trace the bank balance to the bank statement.
	
	
	

	
	
	
	

	d.
Trace the balance per books to the general ledger.
	
	
	

	
	
	
	

	e.
Trace paid checks to the cash disbursements journal.
	
	
	

	
	
	
	

	f.
Trace other reconciling items to supporting documentation, and determine reasonableness of their disposition.
	
	
	

	
	
	
	

	7.
If the accounting system is extremely ineffective, or there is high concern about risk of fraud, consider performing a proof of cash for a test period, including the following:
	
	
	

	
	
	
	

	a.
Trace the bank balance to the bank statement.
	
	
	

	
	
	
	

	b.
Trace the balance per books to the general ledger.
	
	
	

	
	
	
	

	c.
Trace the totals from the cash receipts and cash disbursements journals to the general ledger cash accounts.
	
	
	

	
	
	
	

	d.
Check the arithmetical accuracy of the cash receipts and cash disbursements journals.
	
	
	

	
	
	
	

	e.
Account for all cash receipts per books as deposits per bank or deposits in transit.
	
	
	

	
	
	
	

	f.
Trace deposits in transit to the following month’s bank statement, and determine reasonableness of the time lag.
	
	
	

	
	
	
	

	g.
Review the numerical sequence of checks issued and account for all checks as paid, outstanding, or void.
	
	
	

	
	
	
	

	h.
Test the list of outstanding checks and trace paid checks to the bank statement for the month subsequent to the period tested.
	
	
	

	
	
	
	

	i.
Trace paid checks to the cash disbursements journal.
	
	
	

	
	
	
	

	j.
Trace other reconciling items to supporting documentation, and determine reasonableness of their disposition.
	
	
	

	
	
	
	

	8.
If considered necessary, test petty cash as follows:
	
	
	

	
	
	
	

	a.
Select paid checks to reimburse petty cash from the cash disbursements journal.
	
	
	

	
	
	
	

	b.
Examine the voucher and the paid check for consistency with the disbursements journal. 
	
	
	

	
	
	
	

	c.
Foot supporting documentation.
	
	
	

	
	
	
	

	d.
Trace the reimbursement voucher to the cash disbursements journal and the petty cash book.
	
	
	

	
	
	
	

	e.
Examine petty cash vouchers for reasonableness of amount, business purpose, consecutive numbering, date, completeness, approval, and cancellation after reimbursement.
	
	
	


Based on the procedures performed and the results obtained, it is my opinion that the objectives listed in this audit program have been achieved.

	Performed by
	
	Date
	

	Reviewed and approved by
	
	Date
	


Appendix II – AUDIT PROGRAM FOR ACCOUNTS PAYABLE AND PURCHASES

	CLIENT NAME:
	 DOCVARIABLE AO \& CLIENTNAME \* MERGEFORMAT 


	DATE OF FINANCIAL STATEMENTS:
	 DOCVARIABLE AO \& CPEDATE \* FORMAT[mmmm d, yyyy] \* MERGEFORMAT 


ACCOUNTS PAYABLE AND PURCHASES
	Audit Objectives
	Financial Statement Assertions

	A.
Accounts payable reflected in the balance sheet represent authentic obligations of the entity and include unprocessed invoices and liabilities for goods and services received but not billed.
	Existence or occurrence

Completeness

Rights and obligations

	
	

	B.
Accounts payable amounts agree with invoices or other supporting documents and are recorded correctly as to account and period.
	Existence or occurrence

Rights and obligations

Valuation or allocation

	
	

	C.
Accounts payable are properly classified as current liabilities; significant debit balances are re-classified to other assets; and adequate disclosures are made for related-party accounts payable, payables with specified payment terms, and assets pledged as collateral on accounts payable.
	Presentation and disclosure


	
	Performed

By
	
	Workpaper

Reference

	1.
Prepare or obtain from the client a listing of trade accounts payable as of the balance-sheet date and perform the following procedures [A, B, C]:
	
	
	

	
	
	
	

	a.
Test the arithmetical accuracy of the listing and reconcile the total balance to the general ledger.
	
	
	

	
	
	
	

	b.
Review the listing for large debit balances and determine their nature. Consider confirming such balances with the vendors and, if amounts are material, reclassifying them to other assets.
	
	
	

	
	
	
	

	c.
Review the listing for related-party transactions and, if amounts are material, segregate from trade accounts payable to related-party accounts payable in the financial statements.
	
	
	

	
	
	
	

	d.
Review the accounts payable listing for past due amounts and discuss old and disputed balances with the client. Inquire about any assets pledged to secure the payment of these balances.
	
	
	

	
	
	
	

	2.
Consider confirming accounts payable as of the balance-sheet date (see sample confirmation request “Request for Confirmation of Accounts Payable” at Section II [COR14]). If confirmation procedures are deemed necessary, perform the following [A]:
	
	
	

	
	
	
	

	a.
Identify the major suppliers of goods or services to which confirmation requests should be sent. If the client objects to sending confirmation requests to any of these vendors, determine the validity and reasonableness of the client’s objection and perform alternative procedures.
	
	
	

	
	
	
	

	b.
Maintain control of and mail the confirmation requests.
	
	
	

	
	
	
	

	c.
When confirmation replies are received, prepare a worksheet summarizing the results. The worksheet should show (1) vendor name, (2) balance per books, (3) balance per confirmation received, (4) difference, and (5) explanation of difference such as payment in transit, shipment in transit, discount taken, unrecorded liability, etc.
	
	
	

	
	
	
	

	d.
Perform alternative procedures on confirmation requests not returned, such as (1) examining unpaid vendor invoices and receiving reports and (2) vouching subsequent payment of the liability.
	
	
	

	
	
	
	

	3.
Perform a search for unrecorded liabilities covering the period from the balance-sheet date to the completion of fieldwork as follows [A, B]:
	
	
	

	
	
	
	

	a.
Review the cash disbursements journal for all payments over a preestablished dollar amount and examine the supporting documentation for such disbursements (e.g., vendor’s invoice). If the goods or services were received prior to the balance-sheet date, determine if the liability is properly recorded as of the balance-sheet date. If the goods or services were received subsequent to the balance-sheet date, determine if the related amount is properly excluded from accounts payable as of the balance-sheet date.
	
	
	

	
	
	
	

	b.
Obtain from the client the files for all unprocessed invoices and vendor statements as of the date of fieldwork and, for all invoice amounts over a preestablished dollar amount, determine whether the invoice amount is properly included or excluded from accounts payable as of the balance-sheet date.
	
	
	

	
	
	
	

	c.
Obtain from the client the files for all receiving reports unmatched with vendor invoices and determine whether the goods or services were received as of the balance-sheet date. If so, determine if the liability is recorded. If a vendor’s invoice has not been received, refer to the client’s purchase order, prior invoices for similar items, or consider calling the vendor.
	
	
	

	
	
	
	

	d.
Ask the client’s accounting personnel about their knowledge of unrecorded liabilities.
	
	
	

	
	
	
	

	e.
Scan the trade accounts payable listing as of the end of the current period and compare it to the listing of the prior period. Determine whether any individually significant items were included in the prior period but not in the current period. Investigate whether any of these items should be included in accounts payable as of the balance-sheet date.
	
	
	

	
	
	
	

	f.
Perform the receiving cutoff tests noted in the audit program for “Inventories and Cost of Sales” and determine that the liability for the merchandise is recorded in the proper period.
	
	
	

	
	
	
	

	4.
Ask the client about any amounts included in trade accounts payable that have specified payment terms. Consider reclassifying such liabilities to notes payable and, if they are non-interest-bearing, consider whether the amounts should be shown at their discounted present value in the financial statements [C].
	
	
	

	
	
	
	

	5.
Ask the client’s accounting personnel about any assets that are pledged as collateral on accounts payable and, if so, determine if adequate disclosure is made in the financial statements [C].
	
	
	

	
	
	
	

	6. Determine that credit memos received from vendors after the balance-sheet date have been recorded in the proper period [A, B].


	___________
	
	___________

	7. Perform the following analytical procedures for accounts payable and investigate any significant fluctuations or deviations from the expected balances [A, B]: 


	
	
	

	a. Compare the current year’s account balances with the prior year’s account balances for gross payables and purchase discounts.


	___________
	
	___________

	b. Compute the following ratios for the current year and compare with the prior year’s ratios:


	___________
	
	___________

	(1) Accounts payable turnover. 


	___________
	
	___________

	(2) Days outstanding in accounts payable.


	___________
	
	___________

	(3) Ratio of accounts payable to current liabilities.


	___________
	
	___________

	(4) Ratio of purchase returns and allowances to purchases.


	___________
	
	___________

	8. If the auditor is highly concerned about the risk of fraud, audit procedures such as the following should be considered in addition to the ones listed above [A, B, C]:


	___________
	
	___________

	a. Send blank confirmations to vendors requesting them to furnish information about all outstanding invoices and other pertinent items such as payment terms, payment histories, etc. Include new vendors and accounts with small or zero balances.


	___________
	
	___________

	b. Evaluate collectability of debit memos.


	___________
	
	___________

	c. Match vendor names and addresses per invoices with master vendor list.


	___________
	
	___________

	d. Search for unusual or large year-end transactions and adjustments, e.g., transactions not containing normal processing initials, not going through normal processes, or not having normal supporting documentation.


	___________
	
	___________

	e. Review vendor files for unusual items, such as manual and not customized forms; different delivery addresses; and vendors that have multiple addresses.


	___________
	
	___________

	f. Examine disbursements made for items that do not require delivery of goods.


	___________
	
	___________

	g. Examine voided checks.


	___________
	
	___________

	h. Examine supporting documents for payments for amounts just under the threshold required for approval.


	___________
	
	___________

	i. Examine original canceled checks and scrutinize for items such as the following: discrepancies between cancelled checks, invoices, and the disbursements journal; multiple endorsements; the identity of the endorsees.


	___________
	
	___________

	9. If disclosures about fair values are required, or the entity chooses to provide voluntary fair value information, perform the following [C]:


	
	
	

	a. Obtain information about the fair value of accounts payable and determine that the valuation principles are being consistently applied under GAAP. 


	___________
	
	___________

	b. Determine that the fair value amounts are supported by the underlying documentation. 


	___________
	
	___________

	c. Determine that the method of estimation and significant assumptions used are properly disclosed.


	___________
	
	___________

	10. Document the following items when an analytical procedure is used as the principal substantive test:
	
	
	

	
	
	
	

	a. The expectation, if not readily determinable from the documentation of the work performed, and the factors that were considered in developing the expectation. 
	
	
	

	
	
	
	

	b. Results of the comparison of the expectation to the recorded amounts or ratios developed from recorded amounts. 
	
	
	

	
	
	
	

	c. Any additional auditing procedures that were performed in response to significant unexpected differences arising from the analytical procedure and the results of such additional procedures.
	
	
	

	
	
	
	

	11. If detailed tests of transactions or controls are considered necessary, perform the applicable audit procedures contained in “Audit Program—Tests of Controls” in Appendix I.


	___________
	
	___________


Based on the procedures performed and the results obtained, it is my opinion that the objectives listed in this audit program have been achieved.

	Performed by
	
	Date
	

	Reviewed and approved by
	
	Date
	


Appendix III – Purchases and Payment Cycle Flowchart
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Appendix IV – Creditor’s Confirmation

REQUEST FOR CONFIRMATION OF ACCOUNTS PAYABLE
(Prepared on client’s letterhead)

(Date)

(Name and address of vendor)

Dear__________:

Our auditors (insert name and address of auditors) are conducting an audit of our financial statements as of (insert date) and for the (insert period [e.g., year, quarter]) then ended. Please confirm directly to them the amount of our liability to you as of (insert date). If there is a balance due, please attach a statement of the items comprising such balance. If no balance is due, please indicate this by checking the appropriate box below.

After checking the appropriate response below, please sign and date your reply and mail it directly to our auditors in the enclosed return envelope.

Thank you for your anticipated timely cooperation with this request.

Respectfully,

(Name of client)

(Client’s authorized signature and title)

***********************************************

TO:  (Insert auditor’s name)

( )
Our records indicate that a balance of $______ was due from (insert name of client) as of (insert date), as shown in the attached statement.

( )
Our records indicate that no balance is due from (insert name of client) as of (insert date).

	Signature:
	

	Title:
	

	Date:
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