
Chapter 9 Sales and Collection Cycle
Answer 1

(a)
	Assertions
	Descriptions

	1.
Occurrence
	Recorded receipts are for cash actually received by the company.

	2.
Completeness
	Existing cash receipts are recorded.

	3.
Accuracy
	Cash receipts are recorded at the amount received.

	4.
Timing
	Cash receipts are recorded at the correct dates/periods.

	5.
Classification
	Cash receipts transactions are properly classified and record in the correct account.


(b)

Test the mathematical accuracy of the bank reconciliations.
Agree the balance on the bank reconciliations with the balances on bank confirmations and the bank statements.

Agree the balance on the bank reconciliations with the cash accounts schedule and the general ledger.

Trace the amount of the deposits in transit to the cutoff bank statements and to the cash book.
Trace a sample of unpresented cheques to the cutoff bank statements with the cutoff bank statements and subsequent bank statements.

Trace bank transfers for the last week of the financial year under review and the first week of the following year for proper approval.

Identify irregular items and obtain necessary explanations.

(c)

	Assertions
	Test of Controls

	1.
Occurrence
	· Observe segregation of duties and independent reconciliation of bank balances.

	2.
Completeness
	· Observe immediate preparation of incoming cheque listing and endorsement of income cheques.

	3.
Accuracy
	· Review periodic bank reconciliation prepared by independent person.

	4.
Timing
	· Examine evidence for daily deposit of cash receipts and review of bank reconciliation.

	5.
Classification
	· Trace cash receipts to cash receipt journal for proper classifications and review cash book for unusual items.

· Inspect the signatures for proper approval


Answer 2

(a)

As the new accountant may not be familiar with the accounting system, the risk of material misstatement increases, the sample size of test of controls and test of details for the period from June 2011 to December 2011 should be increased.

(b)
The analytical procedures are as follows:

1.
Compare accounts receivable turnover and days outstanding in accounts receivable with previous years’ and industry data.

2.
Compare bad debt expense as a percentage of sales revenue to previous years and industry data.

3.
Compare percentage of allowance for doubtful debts to accounts receivable to previous years and industry data.

4.
Aging analysis of outstanding balances. Compare with previous year and note any drastic changes.

5.
Compare the total balance of trade receivables with that of last year.
(c)

	Audit Objectives
	Substantive procedures

	1.
Existence
	· Select samples from debtors’ list and vouch to the sales invoices/shipping documents, and send debtors’ confirmation.

	2.
Rights and obligations
	· Review any liens on accounts receivable by inquiry of management and examining bank confirmation, loan agreement, and board minutes.

	3.
Completeness
	· Select samples from shipping documents/ delivery notes and trace them to the related sales invoices and to sales day book.

· Obtain a list of the individual balances from the debtors’ ledger.

· Check casting and agree the total to the trade receivables figure in the draft financial statement.

· Obtain a list of credit balances in the debtors’ ledger and obtain explanations from management.

	4.
Valuation and allocation

(Dec 11)
	· Examine results of debtors’ confirmation and review aging analysis and correspondences with debtors for any disputes arose before and after year end.

· Discuss the assumptions underlying the general provision with management to ensure reasonable.

· Recalculate the provision based on management’s assumptions and agree to the figure in the financial statements.

· Compare the prior year provision to the amounts actually written off as bad in the year to test how accurate management usually are in estimating possible bad debts.

· Obtain a list of aged receivables and investigate the recoverability of any old balances.

· Check whether receivables have been settled after the year-end to ensure recoverability.

· Where overdue receivables have not been settled, trace the balances to the allowance for doubtful debts. Where the balances are not included in the allowance, discuss with management the basis on which they believe the debtor to be recoverable.

· Ensure doubtful receivables and recoveries identified from other audit work are properly reflected in the income statement.


(d)
	Cut-off
	· Select sample of good received notes immediately prior to the year-end and immediately after the year end and ensure that they have been recorded in the correct period.


Answer 3
(a)

Compare accounts receivable turnover and days outstanding in accounts receivable with previous years’ and industry data.

Compare bad debt expense as a percentage of sales revenue to previous years and industry data.

Compare percentage of allowance for doubtful debts to accounts receivable to previous years and industry data.

(b)

Select sample of receivables to be circularized.

Inform client of intended list of those to be circularized.

Consider implications if client objects to any of the accounts selected being circularized.

Record names and amounts circularized.

Record replies received and consider implications of any accounts not agreed.

For non-replies perform alternative procedures so as to obtain sufficient appropriate audit evidence for accounts receivable balances.

(c)

HKSA 505 requires the auditor, when using external confirmation procedures, to maintain control over external confirmation requests, including:

(a)
determining the information to be confirmed or requested;

(b)
selecting the appropriate confirming party;

(c)
designing the confirmation requests, including determining that requests are properly addressed and contain return information for responses to be sent directly to the auditor; and

(d)
Sending the requests, including follow-up requests when applicable, to the confirming party.

(d)

This is a material misstatement of the financial statements as BBL should, but did not, write off the bad debt since this is an adjusting event. A misstatement is defined as a difference between the amount, classification, presentation, or disclosure of a reported financial statement item and the amount, classification, presentation, or disclosure that is required for the item to be in accordance with the applicable financial reporting framework.

A qualified opinion should be expressed when the auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements, individually or in the aggregate, are material, but not pervasive, to the financial statements.

An adverse opinion should be expressed when the auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.

(e)

The concept of materiality is applied by the auditor both in planning and performing the audit, and in evaluating the effect of identified misstatements on the audit and of uncorrected misstatements, if any, on the financial statements.

In general, misstatements, including omissions, are considered to be material if, individually or in the aggregate, they could reasonably be expected to influence the economic decisions of users taken on the basis of the financial statements.

Judgments about materiality are made in the light of surrounding circumstances, and are affected by the auditor’s perception of the financial information needs of users of the financial statements, and by the size or nature of a misstatement, or a combination of both. The auditor’s opinion deals with the financial statements as a whole and therefore the auditor is not responsible for the detection of misstatements that are not material to the financial statements as a whole.

Materiality should be considered by the auditor when evaluating the effects of misstatements. If a material misstatement is identified and management refuses to adjust the financial statements, the auditor should consider the appropriate modification to the auditor’s report.

Answer 4
(a)

The possible analytical procedures are as follows:

· Scrutinize the list of trade payables for unusual balances, for example, a debit balance.

· Compare ratios of trade payables to purchases with those of last year.

· Calculate the trade payables payment period and compare it with that of last year.

· Compare the individual trade payable balance with that of last year.

· Compare the current year’s total balance of trade payables with last year’s balance.

(b)

The key assertions for trade receivables are completeness, existence, rights and obligations, as well as valuation and allocation.

(c)

The possible substantive procedures are as follows:

· Compare receivable’s turnover and receivables’ days to those of last year, and the company’s credit policy.

· Review lawyers’ letters to debtors, if any, for consideration of impairment of trade receivables.

· Discuss with the management the underlying assumptions of the allowance for doubtful debts.

· Recalculate the amount of the allowance of doubtful debts based on management’s assumptions and agree to the recorded amount.

· Compare prior year’s allowance for doubtful debts and the subsequent actual written-off amount to test the accuracy of the management’s estimation.

· Obtain a list of aged receivables and investigate the recoverability of the old balances by discussion with management and review of customer correspondence, and check whether long overdue trade receivables are included in the list of doubtful debts.

· Check subsequent settlement of trade receivables to ensure recoverability,

(d)

External confirmations of trade receivables provide reliable and relevant audit evidence regarding the existence of the trade receivables as at the year-end date.

Confirmation may provide further evidence on the cut-off of sales revenue recognition and cash receipts.

However, confirmation does not ordinarily provide all the necessary audit evidence relating to the valuation assertion.

The confirmation does not guarantee the ability of the customer to pay the amount due.

(e)

The objectives of performing the final overall review are as follows:

· To ensure audit work is carried out properly and adequately, and that appropriate audit evidence is obtained to reduce the risk of material misstatement to an acceptable level.

· To ensure the financial statements are in agreement with the accounting records, audit evidence, and known facts, and that they comply with the relevant financial reporting framework.

· To ensure the financial statements as a whole are consistent with the auditors’ understanding of the entity and its environment when forming an overall conclusion.

· To ensure the audit opinion on financial statements is supported by the audit evidence gathered.

Answer 5
(a)

Cut-off tests are tests of transactions occurring close to the cut-off date (including both immediately before and after) to determine whether the transactions are recorded in the correct accounting period. The nature and extent of cut-off procedures varies according to the circumstances, the nature of the accounting system, and the perceived risk of material error.

(b)

Auditors should obtain the number of last GDN before the year-end and the number of the first GDN after the year-end during the physical stocktaking observation.
These numbers should be traced to the sales journal and debtors subledger to ensure that they are correctly included or excluded from the appropriate period (i.e. proper cut-off).
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