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CHAPTER 12

Finance and Investment Cycle
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Give examples of test of controls procedures for obtaining information about the controls over debt and owner equity transactions and investment transactions.
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	3.
Describe some common errors, irregularities, and frauds in the accounting for capital transactions and investments, and design some audit and investigation procedures for detecting them.
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POWERPOINT SLIDES
PowerPoint slides are included on the website. Please take special note of:

* Finance and Investment Cycle 




SOLUTIONS FOR REVIEW CHECKPOINTS
12.1
Reference is to the AM International vignette in the text. According to GAAP, errors should be given prior period adjustment treatment. However, "errors" are defined as mathematical mistakes, mistakes in the application of accounting principles, or oversight or misuse of facts that existed at the time the financial statements were prepared. A "change in estimate" is said to result from new information or subsequent developments and accordingly from better insight or improved judgment. Also, a change from an accounting principle that is not GAAP to one that is GAAP is a correction of an error.

These definitions are cast in terms that suggest innocent error instead of fraud. Literal translation of the words (mathematical mistakes, mistakes in application, oversight or misuse of facts) might be taken to imply that fraudulent overstatement of assets is an "error." However, the change in estimate words (new information or subsequent developments) also seem to apply.

The prior period adjustment treatment (versus alternative change in estimate treatment) is not entirely clear from a reading of GAAP. Students can argue about it; practicing accountants do.

“Subsequently discovered information" can result in recall, correction, and reissuance of financial statements. This suggests prior period adjustment accounting in the form of restatement of prior financial statements. In practice, this treatment has been seen with respect to fraudulently misstated financial statements when the fraud is subsequently discovered and the prior financial statements can be fixed timely. (Sometimes, the auditors just recall the report, and a new report never emerges from the wreckage!)

12.2
Reference is to the Park 'N Fly vignette in the chapter. This question highlights the problem of specific quantitative criteria in accounting standards. A desperate management can craft transactions to meet the letter of the rules while violating their spirit. Some auditors would insist on capitalization and liability recognition; others would breathe a sigh of relief that the client avoided violating the "no additional debt" loan covenant. Some auditors follow the general rule: "When in doubt, fix it or disclose it."

With reference to CICA Handbook Section 3065 a lease should be capitalized if substantially all the risks and rewards of ownership are transferred to the lessee.

12.3
Actions by the board of directors or finance committee are usually required as authorization for notes payable. Auditors would want to read all minutes of the board and executive committees, extracting copies of all financial matters, including notes payable authorizations.

12.4
"Off-balance sheet information" refers to information that relates to obligations and commitments assumed by the clients that do not appear on the balance sheet as current or long term liabilities. Such information should be disclosed by the client in the footnotes to the financial statements. Therefore, the auditors must be alert to these items and gather evidence that will allow the auditors to determine if the footnote disclosure is adequate. Such information includes: leases, endorsements on discounted notes or others' obligations, guarantees, repurchase or remarketing agreements, commitments to purchase at fixed prices, commitments to sell at fixed prices, legal judgment, litigation, pending litigation.

12.5
The features of capital stock that are of importance to the audit are: number of shares authorized and outstanding, conversion terms, dividend payment, shares held in the company name, expiration dates and terms of warrants, and terms of any stock dividends and splits.

12.6
The information that can be confirmed when independent registrars and transfer agents are utilized by the client include the items as features of interest in the answer to review question 20.5 above. Many of these items can be corroborated by the auditors inspecting the reports from these agents, reading the minutes of the directors and reading prospectuses.

12.7
To obtain relevant audit data about investment securities, auditors' procedures include:

1.
Inspecting the securities in the presence of a responsible client officer.

2.
Personally examining the securities while other negotiable fund sources are sealed off or are being examined simultaneously.

3.
Obtaining a written statement from the client's representative that the securities were returned intact.

4.
Obtaining the information by confirmation from an independent party (e.g., trustee) who holds the securities.

12.8
A controlled count of the client's investment securities consists of the audit team gaining access to the securities in the presence of a responsible client officer. The count is first controlled by simultaneously counting or sealing off other negotiable funds (such as securities held as collateral) and second by the auditors personally conducting the count. When the count is completed, the auditors should obtain a written statement from the client's officer that the securities were returned intact.

A securities count working paper should include a record of the name of the company represented by the certificate, the interest rate for bonds, the dividend rate for preferred stocks, the due date for bonds, the serial numbers on the certificates, the face value of bonds, the number or face amount of bonds and stock shares, and notes on the name of the owner shown on the face of the certificate or on the endorsements on the back (should be the client company).

12.9
A "destruction certificate" is an attestation by a contractor that canceled stock certificates and bonds have been mutilated, burned, or otherwise destroyed to take them out of circulation.

12.10
A compensating control for finance and investment cycle accounts is a control feature used when a standard control procedure (such as strict segregation of functional responsibilities) is not specified by the company. In the area of finance and investment, the compensating control feature is the involvement of two or more persons in each kind of important functional responsibility.

If involvement by multiple persons is not specified, then oversight or review can be substituted. For example, the board of directors can authorize purchase of securities or creation of a partnership. The CFO or CEO can carry out the transactions, have custody of certificates and agreements, manage the partnership or the portfolio of securities, oversee the recordkeeping, and make the decisions about valuations and accounting (authorizing the journal entries). These are rather normal management activities, and they combine several responsibilities. The compensating control can exist in the form of periodic reports to the board of directors, oversight by the investment committee of the board, and internal audit involvement in making a periodic reconciliation of securities certificates in a portfolio with the amounts and descriptions recorded in the accounts.

12.11
According to auditing standards specific relevant aspects of control over the production of accounting estimates include:

#
Management communication of the need for proper accounting estimates.

#
Accumulation of relevant, sufficient, and reliable data for estimates.

#
Preparation of estimates by qualified personnel.

#
Adequate review and approval by appropriate levels of authority.

#
Comparison of prior estimates with subsequent results to assess the reliability of the estimation outcomes.

#
Consideration by management of whether particular accounting estimates are consistent with the company's operational plans.

Auditors' can make these inquiries:

#
Who prepares estimates?

#
When are they prepared?

#
What data is used?

#
Who reviews and approves the estimates?

#
Have you compared prior estimates with subsequent actual events?

12.12
Based on the Gulf & Western-Resorts International anecdote:

When a company has produced an estimate of an investment valuation based on a nonmonetary exchange, an auditor can look to the company's tax return to check on consistent tax treatment. In the G&W case, a much lower valuation would have been found, and a serious question (red flag) would have been raised.

12.13
If a company does not monitor notes payable for due dates and interest payment dates in relation to financial statement dates, these misstatements can appear in the financial statements:

#
Understated interest expense and understated current liabilities resulting from failure to accrue interest expense.

#
Understated current liabilities and overstated long-term debt resulting from failure to classify the "current portion of long term debt" in current liabilities.

12.14
Transactions in long-term debt, capital stock, paid-in capital, and retained earnings are usually not tested as a matter of an internal control evaluation. These transactions are generally audited completely by reference to authorizations, tracing them to events reflected in the accounts and related disclosures, and by vouching to cash receipts and disbursements and other formal documentation for verification of the transaction amounts. Subjecting these transactions to detailed audit procedures is explained by the great importance of these transactions and their limited number.

12.15
Some of the typical assertions found in owners' equity descriptions and account balances are:

1.
The number of shares shown as issued is in fact issued.

2.
No other shares (including options, warrants, and the like) have been issued and not recorded or reflected in the accounts and disclosures.

3.
The accounting is proper for options, warrants, and other stock issue plans, and related disclosures are adequate.

4.
The valuation of shares issued for noncash consideration is proper in conformity with accounting principles.

5.
All owners' equity transactions have been authorized by the board of directors.

12.16
Confirmations for stockholder equity: Capital stock may be subject to confirmation when independent registrars and transfer agents are employed. Such agents are responsible for knowing the number of shares authorized and issued and for keeping lists of stockholders' names. The basic information about capital stock, such as number of shares, classes of stock, preferred dividend rates, conversion terms, dividend payments, shares held in the company name, expiration dates, and terms of warrants and stock dividends and splits, can be confirmed with the independent agents. Many of these items can be corroborated by the auditors' own inspection and reading of stock certificates, charter authorizations, directors' minutes, and registration statements. However, when there are no independent agents, most audit evidence is gathered by vouching stock record documents (such as certificate book stubs). When circumstances call for extended procedures, information on outstanding stock may be confirmed directly with the holders.

For notes and bonds payable, written confirmations are usually obtained from the independent parties. If the notes are payable to banks, the standard bank confirmation may be used. Formal debt instruments can be confirmed by letter to the holder or his agent. The confirmation requests should include questions of amount, interest rate, due date, collateral, restrictive covenants and other terms. To aid in the search for unrecorded liabilities, confirmation requests should be sent to lenders with whom the company has done business in the recent past even if no liability balance is shown at the confirmation date.

12.17
Some of the typical assertions found in the long-term liability accounts are:

1.
All material long-term liabilities are recorded.

2.
Liabilities are properly classified according to their current or long-term status. The current portion of long-term debt is properly valued and classified.

3.
New long-term liabilities and debt extinguishments are properly authorized.

4.
Terms, conditions, and restrictions relating to noncurrent debt are adequately disclosed.

5.
Disclosures of maturities for the next five years and the capital and operating lease disclosures are accurate and adequate.

6.
All important contingencies are either accrued in the accounts or 


disclosed in footnotes.

12.18
Investment cost can be vouched to brokers' advices, monthly statements and cancelled checks. The auditors can similarly vouch the price of securities sold and investment income to this documentary evidence and then trace amounts to income, gain and loss, and cash accounts.

12.19
If investments are sold at substantial losses early in the period following year-end, there is evidence that the securities were overvalued at the balance sheet date. Accordingly, the auditor will consider whether such securities should be written down in the financial statements of the period under audit.

12.20
The importance of "substance versus form" is significant in the recognition and reporting of assets, liabilities, income, and expense of transaction and relationships. The concept is that financial statements should contain numbers and descriptions reflecting the real relationships in transactions and relationships, not the narrowly defined legal relationships that may be contrived in contracts designed to withhold disclosure and reporting. Verity Company's product repurchase agreement was a secured loan obscured by a contrived "sale" with a related party. Digilog's failure to consolidate DBSI was a too-clever skirting of the consolidation principles.

12.21
Some of the "trouble spots" for auditors in the audits of investments and intangibles are:

#
Valuation of investments at lower of cost, market, or value impairment that is other than temporary.

#
Determination of significant influence relationship for equity method investments.

#
Proper determination of goodwill in purchase-method consolidations. Reasonable amortization life for goodwill.

#
Realistic distinction between purchase and pooling consolidations. Capitalization and continuing valuation of intangibles and deferred charges.

#
Realistic distinctions of research, feasibility, and production milestones for capitalization of software development costs.

#
Adequate disclosure of restrictions, pledges, or liens related to investment assets.

12.22
The single most significant control consideration in connection with clever accounting and fraud in finance and investment cycle accounts is the integrity and accounting knowledge of senior managers. They are the people who initiate, authorize, have custody, and order the accounting treatment of these accounts.

12.23
Fraud in financial and tax reporting is more likely to exist in the finance and investment accounts. Senior officials concerned with stock market reactions or loan applications may desire to falsify financial statements or tax returns "for the good of the company," without much regard to the good of investor and lender decisions or tax collection.

12.24
When an auditor suspects violation of securities laws, the factual and descriptive information should be taken to a competent lawyer for review and an opinion. Auditors can advise company management to consult with the regulatory authorities about the necessity for conforming with the law in connection with contemplated transactions.

12.25
The danger for auditors when company officials engage in undisclosed related party transactions is that accounting values may be manipulated in a number of ways involving purchase of assets at inflated prices, leases with affiliates, acquisitions of patents for stock given to an inventor or promoter, sales to affiliates, and fallacious decisions about amortization. Business history has recorded several cases of nonarm's-length transactions with promoters, officers, directors, and controlled companies (even "dummy" companies) designed to drain the company's resources and fool the auditors.

All transactions with persons closely associated with the company (related parties) should be audited carefully with reference to market values, particularly when a nonmonetary transaction is involved (such as stock exchanged for patent rights). Sales and lease-back and straight lease transactions with insiders likewise should be audited carefully.

Special efforts should be made to determine whether other parties to major transactions are related parties, even if the relationship is not disclosed by management.

12.26
Long Term Liabilities and Owners' Equity Adjustments

1.
Adjusting and reclassification entries:

(1)
Interest Expense
$ 41,250

Accrued Interest Payable

$ 41,250

Six months interest expense: 11% on $ 750,000

(2)
Notes Payable
$200,000

Current Portion of Long Term Debt

$200,000

Reclassify debt from long term to current

(3)
Retained Earnings
$ 50,000

Dividends Payable

$ 50,000

Record the dividend declared in January to holders of record December 31. Payable February 15

(4)
no entry needed for 1999 financial statements

2.
Suggested disclosure:

(1)
Footnote disclosure of the amount, due date, interest rate, and any other terms (e.g. pledge of assets) related to the bank loan.

(2)
Footnote disclosure of the full balance due, payment schedule, interest rate, and any other terms (e.g. pledge of assets, financial ratio requirements) related to the long-term loan. Show the amount classified as current portion of long term debt in the current liabilities.

(3)
Footnote disclosure of the declaration and date (January, 2003), record date (December 31), and payment date (February 15), as well as the amount.

(4)
Footnote disclosure of "subsequent event" describing the purchase opportunity, the board approval, and the amount deposited in escrow. Depending upon the nature of the acquisition, disclosure may need to contain information about SEC filings, if required.

12.27
Kingston Company: Notes Payable and Interest Working Paper

[SEE FIGURE ON NEXT PAGE]

12.27
Kingston Company: Notes Payable and Interest Working Paper (Blank Form for Student Homework)

[SEE FIGURE ON NEXT PAGE]

12.27 Kingston Company, Notes Payable and Interest Working Paper
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12.27 Kingston Company, Notes Payable and Interest Working Paper



(Blank Form for Student Homework)
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SOLUTIONS FOR MULTIPLE-CHOICE QUESTIONS
12.28
d.
Independent evidence from an outside dividend reporting service is the best evidence for existence, completeness, and valuation.

12.29
c.
The danger is that someone might move securities so the auditor counts them twice.

12.30
d.
Among the choices available, obtaining an opinion from legal counsel is the best response. The legality of a bond issue is important, although not the only important thing.

12.31
d.
Capital stock transactions are important by definition, and the directors should have approved all of them.

12.32
c.
Losses on investment should be recorded in the accounts and shown in the financial statements. (Only losses on noncurrent securities are shown in the equity section.)

12.33
d.
"Detect unrecorded liabilities" is the best response, but the procedure might be ineffective if the interest expense on an unrecorded liability is also unrecorded.

12.34
d.
A client representative should be present so acknowledge return so the auditor will not be accused of theft.

12.35
a.
Stock certificates should be defaced but retained so the auditors can actually see the cancelled certificate.

12.36
a.
Incorrect.
Registrar/transfer agent has no record of restrictions on the payment of dividends.

b.
Correct.
The number of shares issued and outstanding is the record kept by the registrar/transfer agent.

c.
Incorrect.
Registrar/transfer agent has no record of guarantees of preferred stock liquidation value.

d.
Incorrect.
Registrar/transfer agent has no record of the number of shares subject to agreements to repurchase.

12.37
a.
Capital stock transactions are important by definition, and the directors should have approved all of them.

12.38
a.
A representation from a patent attorney is the best independent evidence that is easiest to obtain.

12.39
c.
Dividends should be authorized.

d.
Gain or loss on treasury stock transactions should be audited.

SOLUTIONS FOR EXERCISES AND PROBLEMS
12.40
The three questions in the problem could be called "environment" questions. Questions specific to control objectives are:

Validity
1.
Are marketable securities investment transactions supported by invoices from brokers or other documents supporting securities not obtained through brokers?

Completeness
2.
Do the cash disbursements procedures contain directions for identifying and accounting for investments in marketable securities?

Authorization
3.
Are written authorizations to purchase marketable securities transmitted to the controller's office for reference awaiting completion of transactions?

Accuracy
4.
Does the controller approved investment security transactions for proper calculation of interest purchased in bond transactions, special terms of options, warrants, and other features of complicated investment securities?

Classification
5.
Does the board of directors, vice president of finance, or treasurer tell the controller in writing the intent of the management in connection with classifying investments as long term of short term?

Accounting
6.
Are subsidiary records of investments kept? Reconciled periodically with a control account? Are sales proceeds analyzed to account for gains and losses?

Proper Period
7.
Does the controller's office receive notice of dividends declared in companies in which investments are held so accounting can match the proper period? Do accountants have instructions to accrue interest to the date of the financial statements?

12.41
a.
The objectives (specific assertions) for the audit of non-current investment securities at to obtain evidence regarding the:

(Answer per the AICPA)
*
Existence of the investment securities at the balance sheet date.

*
Ownership of the investment securities.

*
Cost and carrying value of the investment securities.

*
Proper presentation and disclosure of the investment securities in the financial statement.

*
Proper recognition of interest income.

*
Proper recognition of investment gains and losses.

(Answer in the text)
*
Investment securities are on hand or are properly held by a trustee.

*
Investment cost does not exceed market value.

*
Investments pledged as collateral are properly disclosed.

*
Controlling investments are accounted for by the equity method.

*
Investment income has been received and recorded.

b.
The following audit procedures should be undertaken with respect to the audit of Bass' investment securities:

*
Inspect and count securities in the company's safe and safe deposit box.

*
Examine brokers' statements to obtain assurance that all transactions were recorded.

*
Examine documents in support of purchases and sales of investment securities.

*
Inspect the minutes of the board of directors meetings.

*
Review the audited financial statements of the (25 percent) investee.

*
Verify the equity method of accounting was used for carrying value of the investment in Commercial Industrial.

*
Obtain a client representation letter that confirms the client's representations concerning the noncurrent investment securities.

*
Verify the calculation of interest income.

*


*
Review the propriety of the presentation and disclosure of the securities in the financial statements.

*
Make certain that the client representation letter includes the proper assertions concerning accounts payable.

*
Investigate and resolve confirmation exceptions and other matters requiring followup.

12.42
a.
Instructions to be given to the assistant regarding the examination of the securities kept in the safe deposit box include the following:

1.
A copy of the client's inventory of the contents box should be obtained and used in connection with the inspection of the securities. Comparing the contents of the box and the inventory will provide assurance that all securities listed in the inventory are on hand. (The validity of the inventory will be determined by examination of the transactions pertaining to investments.) The copy of the inventory, after being checked, should be added to the auditor's working papers as evidence of work performed.

2.
The bank's record of persons entering the deposit box should be examined to determine that only authorized persons have had access to the box and that there was no entry to the box between December 31 and January 11. Entry to the box between those dates may be an indication that a security was returned to safekeeping after being "borrowed" at year-end. The security may have been "borrowed" and used as collateral to obtain cash to cover a shortage at December 31.

3.
The assistant should be instructed to insist that the treasurer be present while the securities are being examined. His presence will deter any future claim that, if a security is missing at a later date, the assistant took it.

4.
The following details of the securities should be examined:

a.
The name of the registered owner (Demot Corp.) appearing on each security other than bearer bonds should be noted.

b.
The dates stamped on stock certificates giving the dates that the certificates were prepared should be noted and subsequently compared with cash disbursements.

c.
The name of the corporation issuing the security and the class of the security (Class A, Par Value, 1st Preferred, etc.) should be noted for assurance that a lower priced security (perhaps somewhat similar in corporate name or a different security of the issuing corporation) has not been substituted for a higher priced security.

d.
The face value of bonds and the number of shares represented by each stock certificate should be compared with the inventory to determine that the entire amount of the corporation's holdings of each security is on hand.

e.
The serial numbers of the securities should be compared with those on the inventory and, for those securities carried over from the prior year, compared with the serial numbers of securities listed in the prior year's working papers. A change in serial numbers that cannot be properly explained may be an indication of manipulation of the securities.

f.
The certificate should be read to ascertain that interest rates and payment dates for bonds and the dividend rates and payment dates, if given, for preferred stocks. This information may be used later in the verification of investment income.

g.
Bonds should be examined to determine maturity dates. Maturity dates are needed for checking the computation of the amortization of bond premiums or discounts.

h.
Coupon bonds should be inspected to determine that no past-due interest coupons are unclipped and all future interest coupons are attached.

i.
The auditor should be alert for any obvious alterations to securities or forged certificates.

j.
The auditor should also examine the reverse side of the certificates to determine whether they have been endorsed for transfer. The presence of an endorsement may be an indication that the security had been converted temporarily for some use, perhaps fraudulent, in the past.

k.
Any worthless securities on hand should also be examined and compared with the client's inventory and with prior-year working papers. Any missing securities should be noted for subsequent follow-up to determine that the client had received the funds derived from the sale or redemption of securities deemed worthless in error.

b.
The treasurer's entry into the safe deposit box on January 4 has violated the auditor's control over liquid assets which must be counted simultaneously or kept under control until counted to avoid the substitution of a counted asset for an uncounted asset in an attempt to conceal a shortage. The auditor would probably apply the following additional procedures:

1.
Reconcile bank balances at both year-end at the count date.

2.
Obtain a bank confirmation as of the count date.

3.
Examine cash entries between year-end and the count date for any unusual entries.

4.
Examine all investment transactions taking place between the balance sheet date and the count date to verify the amount of the investments at the balance sheet date.

5.
If the client keeps a large fund of cash on hand, make a surprise count of the cash fund.

6.
Review the transactions since year-end relating to any other assets, such as mortgages owned, to determine if any substitutions have been made.

7.
Visit the Chamber of Commerce and take a look at the photograph.

12.43
a.
The dividend and interest income should be verified by comparing the income as recorded to an independent source, i.e., a newspaper, dividend record, etc. Bond interest income may be verified by computation.

b.
Market value can be checked by reference to independent sources, such as newspapers. In cases where there is no ready market, estimates may be based on the best information available. (A recent sale would be regarded as best.)

c.
Authority for security purchases could be established by reading

1.
The document containing the authorization, such as company's minutes, and

2.
The loan agreement with the bank. Permission from the bank may be required to invest loan proceeds in securities.

12.44
a.
Audit program

1.
Discuss the nature of the project and the people, materials, and facilities used on it with someone well acquainted with it.

2.
Examine internal control surrounding the use of materials, personnel, and facilities used in research, and the related accounting.

3.
Secure or prepare an analysis of the total cost and

a.
Vouch materials charged to the project with requisitions, invoices, or other documents, scrutinizing them for appropriateness to the job (test the period January 1991 to October 1992).

b.
Ascertain that labor charged to the project was actually performed on it by testing payroll using time or job cards or other available records of work.

c.
Scrutinize any charges for overhead made to the project for equitableness in the light of total overhead cost, other applications of overhead, and the possibility of idle capacity.

d.
Compare the actual cost to the original and revised budgeted or appropriated amounts. Investigate any substantial difference.

e.
Investigate and test the possibility of proper costs of the project being charged to expense over the three years involved.

4.
Examine letters, patent, and applications therefor and correspondence thereon to satisfy yourself that the patent application resulted from the work on "Project Able."

5.
Trace research and development costs to the expense account.

b.
The problem with the purchased computer program is the allocation of its costs to Project Able and to future projects.

1.
Discuss with informed executives and R & D personnel the applicability of the program in Project Baker and future projects.

2.
Review the record of the use of the program on Project Able.

3.
The recorded amortization of $5,000 indicates that the program is usable on nine projects of the magnitude of Project Able.

a.
Discuss the planned use of the program on Project Baker.

b.
Ascertain whether there are plans for future projects or if the $5,000 is simply a guess.

12.45
1.
Machinery ______________________________
17,000

Patents ___________________________

17,000

  To transfer cost of improving machinery to

  the fixed asset account. (Since this cost

  was incurred in December of the year under

  audit, depreciation would not be material.)

Cost of goods sold _____________________
4,000

Patents ___________________________

4,000

  To record straight-line amortization of

  patents for the year.

2.
Casualty loss--error correction ________
30,000

Licensing Agreement No. 1 _________

30,000

  To record the 60% loss caused by the

  explosion in the prior year. Correction of

  an accounting error of the prior year.

Note: Licensing Agreement No. 1 became worthless in January as a result of a flood. Strictly speaking, this event is a "subsequent event" which would require disclosure only, but a conservative auditor might wish to reflect the loss in the financial statements.

Licensing Agreement No. 2 ______________
1,000

Revenue received in advance _______

1,000

  To record unearned revenue in a deferred


credit account.

Cost of goods sold _____________________
5,000

Licensing Agreement No. 2 _________

5,000

  To record amortization for the year on

  straight-line basis, 10-year life.

3.
Advertising expense--error correction __
24,000

Goodwill __________________________

24,000

  To correct the accounting error of last year

  of improperly capitalizing an expense

  item.

4.
Equipment ______________________________
8,500

Accounts receivable--nontrade __________
2,500

Leasehold improvements ____________

11,000

  To record equipment in the proper account

  and to record a receivable for the real

  estate taxes.

Amortization expense--current year _____
1,500

Amortization expense--error correction _
1,500

Leasehold improvements ____________

3,000

  To record current amortization and

  correct the error of failure to record

  amortization of leasehold improvements

  on a straight-line, 10-year basis. No

  adjustment to depreciation of equipment

  since it was acquired in December.

12.46
a.
The audit objectives in the examination of long-term debt are to determine that:

1.
All liabilities were properly recorded.

2.
Items recorded as liabilities are bona fide obligations.

3.
Interest expense and/or amortization was properly computed and recorded.

4.
The client is not in violation of restrictions or requirements imposed on it by the terms of the loan agreement.

5.
Satisfactory authority existed to enter into long-term obligation agreements.

6.
All long-term obligations are properly classified in the balance sheet.

7.
Assets pledged as security are adequately disclosed.

b.
The following procedures should be included in an audit program for the examination of the long-term note between Ronlyn and Second National Bank:

1.
Confirm the loan and terms of the agreement with the bank.

2.
Review the agreement between Ronlyn and the bank to determine that:

a.
The debt is long term (by reference to dates).

b.
Provisions of the agreement have not been violated, e.g., that Ronlyn is complying with any restrictions on the payment of dividends, on the amount of working capital to be maintained, or on the uses to which the funds may be employed and is maintaining the plant pledged as security for the loan.

c.
The agreement was signed by person(s) having authority.

3.
Trace the receipt of funds into the bank account and cash receipts book.

4.
Check the computation of interest expense for the period May 1 to June 30, and trace the recording of the expense and the accrual on the books.

5.
Determine that authority to borrow was granted and is recorded in the board of directors' minutes.

12.47
a.
The procedures you should employ in examining the Broadwall loans are as follows:

*
Obtain an understanding of the business purpose of the loans made by the president.

*
Confirm the loans, including terms, by direct communication.

*
Recompute interest expense and interest payable.

*
Review minutes of meetings of the board of directors for proper authorization.

*
Verify payments made during the year and transactions after the year end.

*
Read the notes to the financial statements regarding the loan agreements and evaluate the adequacy of disclosure and compliance with restrictions.

*
Obtain a management representation letter.

b.
Broadwall's financial statements should disclose the following information concerning the loans from its president:

*
The nature of the related-party relationship.

*
The dollar amounts of the loans.

*
Amounts due the president and, if not otherwise apparent, the terms and manner of settlement.

12.48
In each case any actual failure to comply would need to be reported in a footnote to the statements in view of the possible serious consequences of advancing the maturity date of the loan. The individual audit steps follow:

1.
Check balance sheets at beginning and through the previous fiscal year for working capital ratio. If under 2 to 1, check compensation of officers for compliance with limitation.

2.
Examine client's copies of insurance policies or certificates of insurance for compliance with the covenant, preparing schedule of book value, appraised or estimated actual value and coverage for report. Confirm policies held with trustee.

3.
Examine vouchers supporting tax payments on all property covered by the indenture. By reference to the local tax laws and the vouchers, determine that all taxes have been paid before the penalty-free period expired. If vouchers in any case are inadequate, confirm with trustee who holds the tax receipts.

4.
Vouch payments to sinking fund. Confirm bond purchases and sinking fund balance with trustee. Observe cremation certificates or equal evidence of destruction of bonds for bonds canceled. Report the fund as an asset, preferably giving the composition as to cash and bonds held alive, if any.

12.49
Common Stock and Treasury Stock Audit Procedures

	Common Stock
	Treasury Stock

	
Existence
1.
Verify authorized shares with reference to corp charter.

2.
Confirm outstanding shares with owners.

3.
Count outstanding shares as shown in the stock record book stubs.

4.
Verify authorization in board minutes to issue new shares.

5.
Obtain written representations about the number of shares authorized, issued and outstanding.
	1.
Inspect the certificates held as treasury stock.

	
Completeness
6.
Reconcile the number of shares: Issued - Treasury = Outstanding
	same

	
Valuation
7.
Vouch amount of paid-in capital to cash receipts.
	2.
Vouch amounts recorded for 


purchase to cash disbursements


and amounts received on resale 


to cash receipts. Recalculate 


gain (loss) and trace to 


retained earnings or other 


capital account.

	
GAAP Disclosure
8.
Read the financial statements and footnotes to determine whether all numbers of shares, terms, and descriptions are accurate.
	3.
Read the financial statements,


particularly the schedule of 


capital changes and the 


footnotes, to determine 


whether the treasury stock 


amounts (including gains and 


losses) are properly


classified and described.

	9.
Vouch stock option and profit sharing plan disclosures to contracts and plan documents.
	


12.50
a.
(i)
The audit program for the examination of Pate Corporation's Capital Stock account would include the following procedures:

1.
Examine the articles of incorporation, the bylaws, and the minutes of the board of directors from the inception of the corporation to determine the provisions or decisions relating to the capital stock such as classes of stock, par value or stated value, authorized number of shares, authorization of the sale of new issues or additional sales of unissued stock, declarations of stock split-ups and dividends in the form of cash or stock, and granting of stock options or stock rights. (Presentation and Disclosure audit objectives.)

2.
Examine the stock certificate stub book and determine whether the total of the open stubs agrees with the Capital Stock account in the general ledger. Examine canceled stock certificates which are generally attached to the corresponding stub. Information on the stubs regarding the number of shares, date, etc., for both outstanding and cancelled stock certificates should be compared with the Capital Stock account. All certificate numbers should be accounted for. (Existence and Completeness audit objectives.)

3.
Analyze the Capital Stock account from the corporation's inception and audit all entries. Trace all transactions involving the transfer of cash either to the cash receipts or the cash disbursements records. If property other than cash was received in exchange for capital stock, trace the recording of the property in the proper asset account and consider the reasonableness of the valuation placed on the property. If the analysis of the Capital Stock account disclose that the corporation has engaged in treasury stock transactions, determine that the increases or decreases in net assets resulting from these transactions have not been placed in the Retained Earnings account. (Valuation objective.)

(ii)

The audit procedures to be applied to the examination of the Capital Contributed in excess of Par Value account are usually applied at the same time that the Capital Stock account is being examined because the two accounts are interrelated. The account should be analyzed and the entries audited when the related entries in the Capital Stock account are audited.

(iii)
The following audit procedures would be applied to the Retained Earnings account:

1.
Analyze the account from its inception. Consider the validity of the amounts representing income or loss that were closed from the Profit and Loss account. (Valuation objective.)

2.
Any charges or credits made directly to the Retained Earnings account should be investigated and their treatment reviewed in relation to generally accepted accounting principles. (Valuation objective.)

3.
Actions of the board of directors that affected retained earnings should be traced to the account analysis. (Presentation and Disclosure objective.)

4.
Conditions, such as loan covenants or contingent liabilities, that were uncovered during the audit that might require or make desirable the placing of restrictions on retained earnings should be brought to the client's attention, and provision should be made for proper disclosure in the financial statements. (Presentation and Disclosure objective.)

5.
Entries recording cash or stock dividends should be traced to the minutes of the board of directors for authorization and to the Cash account or the Capital Stock account. A separate computation should be made by auditors of the total amount of dividends paid based upon their schedules of outstanding stock as an overall test of the validity of the distributions. If stock dividends have been distributed, the amount removed from retained earnings should be reviewed for compliance with generally accepted accounting principles. (Valuation audit objective.)

b.
In conducting the audit, the auditors audit retained earnings as they do other items on the balance sheet for several reasons. A principal reason is that this part of the audit is an assurance or double check that no important item was overlooked in the examination of the accounts that were the contra or balancing part of the entry recorded in retained earnings. An example of an important item that may be overlooked would be a balance sheet account that was closed during the year under audit and the ledger card for the account removed from the general ledger current file. Another reason is that, though the entry in the contra account may have been examined, the auditors may have overlooked that the balancing part of the entry was to retained earnings, a treatment that may have been contrary to generally accepted accounting principles; their examination of retained earnings would bring this noncompliance to their attention.

SOLUTIONS FOR DISCUSSION CASES
12.51
a.
When there is a prior or concurrent understanding that some of the capital stock will upon issue be donated back to the corporation, the par value of the donated stock issued nominally for the leases may not be treated as part of the cost of the property to the extent of the amount so donated. If the donated stock is later sold, the proceeds may not be treated as capital in excess of par value but should be accounted for as capital stock.

There remains the amount of $150,000 par value stock as having been issued for the leases. For balance sheet reporting purposes it is generally accepted as good presentation to state the assets (in this case the leases) at the net amount of par value stock issued therefor followed by a footnote reference or parenthetical explanation such as "at values determined by the board of directors represented by $300,000 par value common stock issued therefor less $150,000 par value common stock donated to the corporate treasury concurrently ... $150,000."

Disclosure of the prior acquisition (and development history, if any) would be appropriate and if there is any indication of the use of an exaggerated lease basis for the capital stock issue, disclosure would be mandatory.

b.
The principal audit procedures which should be employed would be the following:

1.
Examine minutes of the board as to their action on the leases.

2.
Examine the reports of the geologist. Consult with an independent geologist.

3.
Review or obtain the opinion of the company attorney as to the validity of the leases and of the assignment of them to the corporation.

4.
Determine the cost of the leases to Al and Billy Bob.

5.
Examine the principal provisions of the leases.

c.
The issue in the present case will require no formal compliance with the securities and exchange laws and regulations.

The issue is within the exemption provided for "small" issues of securities. Also, this may be entirely a sale within a province, depending on the nature of the public offering of the donated stock. (Also, the subsequent sale may not be made in a "public distribution.")

12.52
This case is intended to evoke discussion of significant controlling interests in investments.

a.
The issues revolve around

1.
Conflicts of interest. Students should recognize the apparent existence of nonarm's-length transactions in the transfer prices of products to Hardy Hardware from Hardy Products. However, whether the prices are not equivalent to market prices is not certain. Hardy Hardware may outperform the rest of the industry for other reasons, and Hardy Products' net of 1 percent on sales may be characteristic of its business (although the 1 percent is extremely low). The brothers have no apparent conflict between themselves. Any conflict would have to be perceived as being between the brothers and the public shareholders.

2.
The criterion presumption for using the equity method is a 20 percent stock ownership, and Hardy Hardware's ownership amounts to only 15 percent. However, there are other controlling influences at work, namely James Hardy's effective control of Hardy Hardware (20 percent) and his consequent ability to dictate the voting of the 15 percent interest in Hardy Products.

b.
Some might say that this interrelationship of investments constitutes a significant controlling influence that, while not vested entirely in the investor corporation (Hardy Hardware), certainly operates to the benefit of Hardy Hardware. Whether to insist upon the equity method in this case re-presents a difficult decision, as the former auditor apparently found out.

c.
The auditor should seek to compare the transfer prices to market-determined prices for the same or similar goods. The possibility exists that Hardy Products is charging breakeven prices so that Hardy Hardware can show better operating results.

d.
Adequate disclosure in this case is not an easy issue. Certain provincial Security Commission rules require disclosure of transactions with controlling persons. Hardy Hardware will certainly have to observe regulations in statements filed with the provincial Commission, and the auditor might protect himself as well as serve the public shareholders by insisting upon similar disclosures in the annual report.

The "related party transaction" disclosures specified in Handbook Section 3840 would be appropriate.

12.53
Hide the Loss Under "Goodwill:" Related Party Transaction Manipulation


AUDIT APPROACH

Objective: Obtain evidence of the valuation of assets given in exchange for stock and notes to find the proper valuation of recorded goodwill.

Control: Control rests with the management and accounting estimates of the value of the assets given in exchange. Estimates of this type should be made with faithfulness to the underlying nature of the assets and their proper valuation.

Test of Controls: Auditors should determine the extent of management involvement in major investment and disposal transactions. Studying the minutes of the board and internal correspondence can help contribute this information. All other procedures bear directly on the substantive valuation evidence.

Audit of Balance: Since the Amron stock asset valuation was based on the transfer of the ammunition business assets to the new corporation, the underlying composition and book value of the assets should be determined in detail. This work should reveal that the Amron stock carrying value included the deferred cost amount of $7 million. The hard part is discerning that the business purpose of the transactions is to get out of the sporting ammunition manufacturing business. If the auditors concentrate on the flow of the transaction and don't get the big picture, they might miss the event of discontinuance.

The Big Industrial-Gulwest transaction appears to be clear. Gulwest received stock and a note with total value of $5.4 million. Piercing the veil of the intervening corporate creation transactions and transfers, Gulwest gave assets that were on its original books at $12.4 million.

Discovery Summary. The evidence of value received and cost given indicated a loss of $7 million. Auditors may need to be perceptive and a bit clever to identify it directly with the discontinued line of business, or even to call it "discontinued." Nevertheless, they were able to identify the amount as a loss and force its recognition in the Gulwest income statement. The spurious "goodwill" was removed from the Gulwest balance sheet.

12.54
In Plane View: Related Party Transaction Valuation


AUDIT APPROACH

Objective. Obtain evidence to determine the proper valuation of asset exchanges involving noncash property.

Control. Management should have policies and procedures for documenting the valuation of noncash property given and received in exchanges of assets. In this case, since the Wing stock had a quoted market value, its value was the proper amount to use when valuing the airplane received by Whiz. (The value of the airplane is less reliably determinable.)

Test of Controls. Auditors should inquire about investment asset dispositions, especially any involving noncash consideration. Upon learning from inquiries or from scanning the accounts, the transaction documentation should be studied to determine whether control of the accounting determinations was exercised. This procedure is part of the substantive work as well as a test of control.

Audit of Balances. Upon knowing the date of the transaction purchasing the airplane from Wing and the number of Wing shares transferred, the auditors can look up the quoted market price in newspapers or other library sources for market price history. The finding of the market price should determine the proper amount to record for the airplane.

Auditors should have a list of all subsidiary companies and should be able to recognize the Mexican subsidiary as a related party. With this relationship, the amount of the transaction price is suspect. However, efforts can be made to obtain new and used airplane prices to determine whether the $3,750,000 price to the Mexican subsidiary bore any relation to observable airplane valuations.

If the value were $3,750,000, the "gain" exists in the transaction with the subsidiary, subject to elimination in consolidation. This "gain," if any, should not be offset against the loss from the exchange with Wing.

Discovery Summary. The auditors were astute. They found that the market value of the Wing stock was $2,520,000, and insisted that the airplane be valued at $3 million instead of $3,750,000, thus making the loss on the exchange of Wing stock $750,000 larger. They also made sure that the subsequent gain on the sale to the Mexican subsidiary was eliminated in consolidation, awaiting any future profit confirmation by a sale to an outside party.

12.55

The main assertions for long-term debt and interest expense are
· Validity

· Completeness

· Authorization/ownership

· Valuation

· Presentation

Audit procedures would include:

· Review of Board minutes for approvals (authorization, validity)

· Confirmation with lenders (all assertions)

· Reasonability test of interest expense (validity, completeness)

· Etc.

12.56
Long-Term Debt Working Paper Review

Please refer to the PowerPoint slides on this CD.

The working paper contains the following deficiencies:

1.
The subject matter of the working paper is not properly indicated in the title.

2.
There is no indication of any follow-up on the identified error in the accrued interest payable computation.

3.
There is no indication whether the confirmation exception was resolved.

4.
The loan with the unwaived violation of a provision of the debt agreement is misclassified as long-term.

5.
The liability activities of Lender's Capital Corp. and the working papers totals do not crossfoot.

6.
There is no indication of cross-referencing of the stockholder loan to the related party transactions working papers.

7.
There is no investigation of the payment on the stockholder loan that was reborrowed soon after year-end.

8.
There is no consideration of the need to impute interest expense on the 0% stockholder loan.

9.
There is no indication that the dates under "interest paid to" were audited.

10.
There is no indication that the unusually high average interest rate ($281,333/$1,406,667 = 20%) was noted and investigated.

11.
The working paper does not support the overall conclusions expressed.

12.
The tickmark "R" is used but not explained in the tickmark legend.

13.
There is no indication that the working paper was prepared by client personnel.

12.57

a.
In order for the auditor to place reliance on evidence obtained from another professional, the auditor must be satisfied tha the other professional is competent and independent.  If the professional is another auditor, an additional requirement is that the evidence must not be otherwise economically available.

b.
The procedure which Clark should follow in determining whether to rely on Lane’s work are:

   i)
Satisfy herself that Lane’s findings appear reasonable.

  ii)
Have or obtain assurance that the data supplied to Lane by the client is appropriate.


 iii)
Satisfy herself that Lane’s findngs support the related assertions in the financial statements.

c.
If Clark is issuing an unqualified report, Lane should not be mentioned in the auditor’s report.  In the case where Lane’s work has led to a scope limitation it’s appropriate to mention Lane’s involvement in connection with the qualification.

12.58 

The role of the Board is set out in corporate by-laws. In many corporations the Board hires, fires and oversees the activities of the top management. Generally, the Board is required to approve management decisions that can have a significant impact on the corporation’s financial condition and future viability. Financing and investing activities tend to be large dollar value, long-term commitments and so Board oversight is most needed for these kinds of decisions, so generally they must be approved by the Board and documented in the minutes. Day-to-day operating decisions are not monitored as closely by the Board, which generally would monitor operating performance by reviewing period financial reports from management. The auditor can assess the effectiveness of the Board’s oversight by reviewing the composition of the Board, the qualifications and experience of its members, its meeting frequency, the decisions and actions the Board takes as documented in the minutes of its meetings. Other relevant points can also be discussed.

12.59 

The case requires one to analyze control risks arising from contracting on movements in economic variables. One possible approach is as follows.

a) the control risks of derivatives  also are ‘derivative’ in that what can go wrong depends on the future movements in commodity prices, foreign exchange and interest rates. Assessing the probabilities of various outcomes and their financial impact on Barrick requires assessing these probabilities, monitoring the movements in the underlying economic variables, assessing the financial impact of these movements on the contracts and positions Barrick has in place, and determining when actions are required based on the risk management parameters established by the company’s Finance Committee. Key controls appear to include the oversight of the Finance Committee in establishing and monitoring the derivatives positions and trading, and segregation of duties of the execution of the derivatives activities to the company’s Treasury function. The Treasury department likely uses an on-line service to constantly track the movements in the relevant economic variables, financial models to generate current impact on Barrick’s positions, with benchmark position values that produce red flags when trading or other action is required to keep within the risk management limits prescribed by the Board’s Finance Committee.

b) Audit procedures could involve enquiries about procedures and decisions, reviews of reports and data sources, verification of input data to original sources, evaluation of model functions and whether they comply with the Finance Committees’ policy, evaluation of the risk management policy itself and whether the financial statement disclosures are adequate to communicate the impact of the risk strategy on Barrick’s future performance. 

12.60
Sharp Hedge Clippers: Loss Deferral on Hedged Investments

a.
What is the objective of the audit work on the investment account described in the Sharp Hedge Clippers case?

Objective. Obtain evidence to determine whether the securities transactions were a wash sale--simultaneous and involving substantially similar securities--thus qualifying for loss deferral accounting. Obtain evidence of the market value of the investment to determine whether it exceeds the carrying value in the balance sheet.

b.
What is your conclusion about the propriety of deferring the losses on the hedged investments sales and the futures contracts? About the proper carrying amount of the investment in the balance sheet?

The SEC, in Accounting and Enforcement Release No. 32, concluded that the deferral was improper because the transaction were not wash sales. The sales and purchases were not entirely simultaneous. The securities were not substantially similar.

The SEC also faulted the company and the auditors for reporting the assets at amounts in excess of the market value.

c.
Do you believe the successor auditors were independent? Competent? 

           Discuss the practice of "shopping around" for an unqualified audit                  report.

The SEC alleged the auditors were not independent. They seemed to have given the opinion management wanted on the accounting management wanted justified. They skirted important facts and perceptions that would have led to the non-deferral conclusion already reached by two other CPA firms in their consideration of the issues. The SEC censured the auditors for lack of care in considering the issues, the facts, and for failing to consult with enough experts in the firm. The auditors were not explicitly labeled "incompetent," but they were criticized for seemingly being more interested in pleasing the client than in exploring the issue thoroughly.

The SEC deplored the practice of "shopping around" for an audit report. This proceeding led directly to SEC pressure for an "opinion shopping" SAS, and the Auditing Standards Board later issued SAS 50, AU 625 ("Reports on the Application of Accounting Principles").  Several years later the CICA issued section 7600 of the Handbook.

Three audit partners were disciplined by the SEC. They were prohibited from involvement with audits of public companies for three years.

