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CHAPTER 8
8.115 Analytical Procedures, Comparison to Industry Av-

erages, Financial Ratios. In the planning stage of the
Folmar limited audit, the auditor is performing analyti-
cal procedures that involve comparing Folmar’s finan-
cial ratios with industry averages. Folmar is in the
equipment rental business, renting construction and
landscaping equipment mainly to small contracting
companies. The auditor has obtained industry statistics
for commercial equipment rental and leasing compa-
nies. The analysis shows that Folmar’s ratios differ sub-
stantially from industry averages. In particular, its re-
ceivable turnover is significantly slower than average,
and its ratio of rent revenue to total assets is consider-
ably higher than average.

Required:
a. Provide two or more possible explanations for these

findings.
b. For each of the explanations you provided, indicate

whether it is reasonable or not from the auditor’s per-
spective. If not, what possible errors may have
occurred in the financial information?

8.116 Analytical Procedures, Comparison to Budgets.
Storm Company has a management bonus plan that al-
locates 10 percent of pre-tax profit to senior managers
if the company meets its budget for the year. You are in
charge of the audit for the current year. The Storm CFO
informs you that every year in the six years since this
bonus plan was implemented, the company has met its
budget and the bonuses have been paid. In the CFO’s
view, this success indicates that Storm’s budgeting
process provides a strong control over the operation,
and that an analysis of the income statement in compar-
ison to the budget is strong substantive evidence for the
purpose of auditing the income statement. As a result,
the CFO believes that your audit firm can lower the
amount of time your staff spends on control evaluation
and substantive verification of income statement
amounts, and lower its audit fee accordingly.

Required:
a. What factors should you take into consideration

when using comparisons to the budget as an analyt-
ical audit procedure?

b. Evaluate the CFO’s suggestion. Do you agree or dis-
agree? How would you respond to the CFO’s sug-
gestion?

8.117 Analysis of Cash Flows, Audit Planning. Prepare a
cash flow statement using the information provided in
Exhibit 8–1 for Anycompany, Inc. Discuss the informa-
tion that this statement provides about the company’s
current situation, and how this information can be used
in planning the current year’s audit procedures.

8.118 Materiality. You are the audit manager on the current
year audit of Kestrel Limited. The audit staff’s field
work for the Kestrel audit was completed on September
2, 20X4. You are reviewing the working paper files on
September 4, 20X4. You notice an interesting comment
on a payroll audit working paper prepared by the junior,
Rishmi, a summer co-op student who has since returned
to university for her third year of business studies. In
testing a sample of 50 payroll transactions, Rishmi
found that one payroll cheque for $2,500 was paid to a
person who was not listed as an employee in the com-
pany’s personnel files. Following up on this payment,
Rishmi enquired of the assistant controller and noted
her reply as follows: “The assistant controller explained
that there were many possible reasons the person would
not be listed in personnel files, but since the payment is
only $2,500 and our audit materiality is $100,000, it is
not significant to the audit and it would be inefficient to
investigate the payment further.”

Required:
a. Discuss the role of materiality in the above situation.

What issues does this situation raise about the use of
materiality in performing audit procedures?

b. As the audit manager in this situation, what action
would you take?

8.119 Inherent Risk. Auditors tend to take the view that the
inherent risk of overstatements for assets and revenues
is greater than the risk of understatements, while the in-
herent risk of understatements for liabilities and ex-
penses is greater than the risk of overstatements.

Required:
a. What factors would lead auditors to take this view?
b. Do you agree or disagree with this view? Give rea-

sons that support your position.
c. How does this view affect auditor’s planning and

procedures?
d. Would overstatements have a different impact on

financial statement users than understatements?
Provide specific examples to support your response.

8.120 Analytical Review. Kermit Griffin, an audit manager,
had begun a preliminary analytical review of selected
statistics related to the Majestic Hotel. His objective
was to obtain an understanding of this hotel’s business
in order to draft a preliminary audit program. He wanted
to see whether he could detect any troublesome areas or
questionable accounts that might require special audit
attention. Unfortunately, Mr. Griffin caught the flu and
was hospitalized. From his sickbed he sent you the
schedule he had prepared (Exhibit 8.120–1). He has
asked you to write a memorandum identifying areas of
potential misstatements or other matters that the pre-
liminary audit program should cover.
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Required:
Write a memorandum describing Majestic’s operating
characteristics compared to the “industry average” in-
sofar as you can tell from the statistics. Does this ana-
lytical review identify any areas that might present
problems in the audit?

This assignment gives you some practice using the
number 4 general type of analytical procedures dis-
cussed in the chapter: “Comparison of current year ac-
count balances and financial relationships (e.g., ratios)
with similar information for the industry in which the
company operates.”

8.121 Analytical Review. The use of analytical procedure is
becoming more frequent as auditors strive to improve
the efficiency with which they conduct their audit ex-
aminations.

Required:
a. What are the two required uses of analytical proce-

dures in an audit?
b. List the basic steps in the process of performing ana-

lytical procedures.
c. What is the auditor’s objective in using analytical

procedures in each stage of the audit?

(CGA-Canada Adapted)

8.122 Long-term Financing, Assertions, Evidence, Min-
utes. A company takes out a significant new long-term
bank loan to finance the expansion of its manufacturing
plant, and pledges various assets as security for this
loan. Which of the company’s financial statements and
notes will be affected by this transaction? How? What
assertions are involved in accounting for this new loan?

E X H I B I T 8 . 1 2 0 – 1 MAJESTIC HOTEL PRELIMINARY ANALYTICAL PROCEDURES FYE 3/31/20X1

The Majestic Hotel, East Apple, British Columbia, compiles operating statistics on a calendar-year
basis. Hotel statistics, below, were provided by the controller, A. J. Marcello, for 20X1. The parallel col-
umn contains industry average statistics obtained from the National Hotel Industry Guide.

Average annual percent of rooms occupied, Majestic (percent)

Majestic (percent) Industry (percent)

Sales:
Rooms 60.4% 63.9%
Food and beverage 35.7 32.2
Other 3.9 3.9

Costs:
Rooms department 15.2% 17.3%
Food and beverage 34.0 27.2
Administrative & general 8.0 8.9
Management fee 3.3 1.1
Advertising 2.7 3.2
Real estate taxes 3.5 3.2
Utilities, repairs, maintenance 15.9 13.7

Profit per sales dollar 17.4% 25.4%
Rooms dept. ratios to room sales dollars:

Salaries and wages 18.9% 15.7%
Laundry 1.0 3.7
Other 5.3 7.6

Profit per rooms sales dollar 74.8% 73.0%
Food/beverage (F/B) ratios to F/B sales dollars:

Cost of food sold 42.1% 37.0%
Food gross profit 57.9 63.0
Cost of beverages sold 43.6 29.5
Beverages gross profit 56.4 70.5
Combined gross profit 57.7 64.6
Salaries and wages 39.6 32.8
Music and entertainment — 2.7
Other 13.4 13.8

Profit per F/B sales dollar 4.7 15.3
Average annual percent of rooms occupied 62.6 68.1
Average room rate per day $160 $120
Number of rooms available per day 200 148
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Describe the specific procedures the company’s auditor
can use to verify the accounting for this loan.

8.123 Dividends, Minutes. Phoebe Company Ltd. has paid
out $400,000 of dividends in the current year to com-
mon and preferred shareholders. What assertions are in-
volved in accounting for dividends? How does the au-
ditor verify the dividends?

8.124 Cheque Signing Authorization. A. Kea is auditing the
cash disbursements of Muscovy Inc. According to the
prior year’s working papers, a key control in the com-
pany is that all cheques for amounts greater than $5,000
must be signed by two authorized officers of the com-
pany, one of whom must be the CFO or the president.
Cheques less than $5,000 require only the controller’s
signature.

Required:
Consider the following independent situations.
a. In scrutinizing the banking records, the auditor dis-

covers 16 cheques for amounts ranging from $5,000
to $9,999 which have only one signature, the con-
troller’s. What further action should the auditor take
in this situation?

b. In scrutinizing the banking records the auditor
observes that the cheque signing limits have been
followed without exception. The auditor also notes
that a large number of cheques were written for
$4,999, often to the same payee in the same month.
What further action should the auditor take in this
situation?

8.125 Minutes. In her second year on the audit of Adjutant
Corporation, the auditor is assigned the responsibility of

reviewing the minutes of all board of directors’ meet-
ings for the current year. However, the company lawyer
refuses to allow her to see the minutes because, in the
lawyer’s words, “The minutes may contain confidential
discussions of sensitive legal matters. Your audit work-
ing papers can be subpoenaed as evidence in a legal trial
and so these minutes cannot be released to you for au-
dit purposes.”

Required:
a. What is the purpose of reviewing the minutes in a

financial statement audit?
b. What action would you recommend the auditor take

in the situation above?
c. If it is not possible for an auditor to read the com-

pany’s minutes, is it possible to issue an unqualified
audit opinion?

8.126 Misstatements, Qualitative Evaluation. For each of
the following misstatements in the current period, indi-
cate what other account (or accounts) would be affected,
in what periods, and whether it would be overstated or
understated. State any assumptions you make.
1. Understatement of accounts payable (for inventory

purchases),
2. Overstatement of accrued lawyer’s fees,
3. Understatement of vacation pay accrual,
4. Overstatement of interest receivable,
5. Understatement of repairs expense (repairs were

capitalized as building cost),
6. Overstatement of work-in-process inventory,
7. Understatement of allowance for bad debts,
8. Overstatement of percentage of completion revenue

recognized.


