Chapter 10 Verification of Balance Sheet Items

1.
Objectives

1.1
Explain and tabulate tests of control, suitable for inclusion in audit working papers, for

(a)
cash and bank

(b)
inventory
(c)
non-current assets

(d)
liabilities other than trade creditors

1.2
Explain those substantive used in auditing each balance.

1.3
tabulate those substantive procedures in a work program, for the following areas:

(a)
cash and bank

(b)
inventory

(c)
non-current assets

(d)
non-current liabilities
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2.
General Aspects Relating to Verification of Assets

2.1
The business activities related to assets other than stocks and debtors (except cash which will be discussed in another section of this chapter) usually are not frequent. Therefore, auditors would not worry much about the completeness and cut-off objectives in verifying these assets.

2.2
Verification methods
	Audit objectives
	Audit Procedures

	Classification / detail tie-in / accuracy
	(i)
Obtain a lead schedule and supporting schedules for different types of assets (current and non-current) that would appear on the balance sheet. (classification)

(ii)
This lead schedule should contain the opening, acquisitions, disposals and depreciation or amortization for different types of assets.

(iii)
Opening balance – agrees to previous year’s balance sheet and audit files.

(iv)
Acquisitions

· Check to evidence for the acquisition cost, like contract or third party’s invoice.

· Ensure that the acquisition is authorized and the authority complies with the company’s procedures.

· Check to minutes of directors’ meeting for the proper authorization and reasons for acquisitions.

(v)
Disposals

· Ensure the disposal is authorized.

· Check to minute of directors’ meeting.

· Ensure that the profit or loss on disposal has been accurately calculated, accounting entries are properly accounted for and supporting schedules are updated.

(vi)
Depreciation / Amortisation

· Examine for adequate provision and appropriateness of the depreciation policy.

· Check calculations.

· Ensure that depreciation policy is consistent and acceptable and enquire for reasonableness if there are any changes during the year.

(vii)
Closing balance

· Check the balance of each lead schedule to the general ledger and to the financial statements.

	Existence / rights of ownership
	Existence does not imply ownerships.

(i)
Physical inspection (existence) – ensure the assets physically exist so they should inspect the condition of the assets.

(ii)
Inspection of title deeds for land and building (or land search for owner’s name) and certificates of ownership, e.g. share certificates.

(iii)
Confirmation/documents for assets held by third party.

(iv)
Ancillary evidence, e.g. rates demands, receipt of dividends and interest.

	Realisable value / presentation and disclosure
	(i)
If assets have been revalued, supporting documents for the valuation, e.g. valuer’s report or market value, have to be obtained for verification.

(ii)
Ensure appropriate accounting policies consistently adopted and adequately disclosed.

(iii)
Whether accounting standards are followed.

(iv)
Distinction between revenue and capital expenditure.

(v)
Classification of assets under appropriate class or headings.

(vi)
The concept of substance over form.


2.3
There are certain kinds of business nature that expert advice is obtained on matters affecting the accounts. There are also circumstances that the auditors consider necessary to obtain specialist opinions which in fact are primary sources of evidence.
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3.
Cash Balances

3.1
Unless the client’s business is a retail business which involves significant amount of cash balances daily, the cash balance is usually immaterial in most audit.

3.2
From a good internal control point of view, an imprest petty cash fund is usually maintained. It is operated by established a fixed amount of petty cash fund transferred from the business’s general cash in bank account.

3.3
Internal control
	Control objectives
	Description

	Existence
	(i)
Division of duties among custody, recording, authorization and replenishing petty cash fund.

(ii)
Imprest petty cash fund system in existence to control petty cash. (accuracy, existence and completeness)

(iii)
All disbursements should be authorized and claims be on approved forms.

(iv)
Independent cash counts on a regular and surprise basis.

	Completeness
	(i)
Prenumbered petty cash vouchers should be used for withdrawing cash from the fund and a limit should be placed on the size of reimbursements.


3.4
Verification
	Audit objectives
	Audit Procedures

	Existence
	If immaterial:

(i)
To confirm the amount of balance at year end, obtain a certificate from senior responsible person of the company.

If material or if the entity is retail business, the auditor will decide to test petty cash:

(i)
count the petty cash balance at year end

(ii)
examining the petty cash vouchers for authorization and the attached documentation for reasonableness.

	Accuracy
	Footing the petty cash payment vouchers supporting the amount of reimbursement.

	Completeness
	Accounting for a sequence of petty cash vouchers.


3.5
Cash count

(a)
Count all the cash float (備用零錢) simultaneously in order to reduce the risk of substitution of funds to cover up deficiency.

(b)
Identify irregular practices under the period reviewed.

(c)
Ensure that the count is carried out in the presence of the client’s staff to avoid the suspicion directed to the auditor if any shortfall has occurred.

(d)
Reconcile it to the balance in petty cash book and any petty cash payment vouchers outstanding at the end of the count.

4.
Bank Balances

4.1
As cash is more susceptible to theft, there is high inherent risk for the existence, completeness and accuracy objectives.

4.2
Testing of detail transactions on bank balances has been covered in the previous chapters of discussing the audit of sales and collection cycle, and purchases and payment cycle.

4.3
In the following, the emphasis is on the review of internal controls and audit procedures to be performed to verify the balance at year end date.

4.4
Internal control
	Objectives
	Descriptions

	Existence and cut-off
	(i)
To prevent misappropriation of bank balances and kiting (lapping) / teeming and lading. (existence)

· Kiting (補空) means the transfer of money from one bank to another and improperly recording the transfer so that the amount is recorded as an asset in both accounts; in making this transfer, the embezzler (盜用公款者) is careful to make sure that the cheque is deposited at a late enough date so that it does not clear the first bank until after the end of the period. This practice is used y embezzlers to cover a defalcation (挪用公款) of cash.

(ii)
Division of duties among persons performing the functions of recording, custody and reconciliation. (existence)

(iii)
Bank reconciliation prepared regularly and reviewed by a senior responsible official. (existence, cut-off)


4.5
Verification

	Processes
	Audit Procedures

	Review internal control system
	To access control risk and determine the extent of the substantive tests.

	Examination of cash book entries
	(i)
Vouch payments and receipts to supporting documents (existence).

(ii)
Scan through the entries and trace all the unusual items, like contra items, stopped payment items and cancelled cheques, to supporting documents and authorization. (existence).

(iii)
Vouch direct transfers to supporting documents and proper authorization, paying attention to transfers between bank accounts in order to uncover any kiting (cut-off, existence).

· If kiting suspected, request a list of all interbank transfers for a few days before and after the balance sheet date in order to ensure that proper recording has been done in all relevant bank accounts.

(iv)
Test casts and cross casts of cash book (accuracy).

(v)
Obtain interbank transfer schedule if there are numerous bank transfers, regardless of internal controls or for the purpose of detecting suspected fraud.

	Examination and inspection of bank reconciliation statements
	(i)
Obtain the cut-off bank statement which should contain at least one or two weeks’ transactions subsequent to balance sheet date (cut-off).

(ii)
Test check the reconciliation to verify whether it is mathematically accurate and the recorded balance is the same amount as the actual cash in bank at balance sheet date (accuracy, existence).

(iii)
Trace the reconciling items (outstanding cheques or deposits in transit) into the bank statements of succeeding period, noting the date of recording in cash book and the date appearing in bank statements (cut-off).

(iv)
Trace all bank transfers for last week of financial year under review and first week of the following year (cut-off).

(v)
Identify irregular items and obtain necessary explanation (existence).

	Bank confirmation (accuracy, existence, presentation and disclosure)
	(i)
Obtain from client the authority to send the letter, using the standard bank request form (agreement has been made with Hong Kong Association of Banks to use the standard request form which is reproduced as an attachment to HKAS 505) to the bank for confirming the bank balances at year end.

(ii)
Agree the confirmed bank balances with client’s records and identify any charges on assets, contingent liabilities and assets held by the bank on behalf of client.

	Analytical procedures
	(i)
Identify whether bank balances are reasonably stated and there is any window dressing position.

(ii)
Identify receipts recorded in the book of the next accounting period and investigate the long outstanding cheques, determining whether they should be reflected in the balances at year end date.

(iii)
Compare the balances with prior years’ and to budgeted amounts and review the reasonableness of the current ratio, quick ratio. Discuss with management for significant deviation necessary.


4.6
Test your understanding 1
	Alex Horborn is the external auditor of Xiao Lo Ltd and is carrying out the audit of the financial statements for the year ended 31 December 2001. He receives the following bank reconciliation statement from an accounting clerk of Xiao Lo Ltd and is preparing to perform audit procedures (I) to (VI).

Xiao Lo Ltd

Bank Reconciliation Statement at 31 December 2001

(HK Bank Account No. 123-456-001, Hong Kong Dollars Current Account)

$

$

Balance per bank (I)

23,750

Add: Deposits not yet credited by bank (II)

30 December 2001

62,000

31 December 2001

30,450

92,450

Less: Unpresented cheques (III)

No. 123256

80,000

No. 123457

40,000

No. 123458

30,000

No. 123459

1,400

No. 123460

20,000

(171,400)

Less: Items credit by bank (IV)

Direct credit by customer A

50,000

Direct credit by customer M

70,000

(120,000)

Add: Items debited by bank (V)

Autopay on electricity bills
750

Overdraft per cash book (VI)

(174,450

Required:

(a)
State the details of the audit procedures (I) to (VI).
(6 marks)
(b)
Give the reason for performing each of the audit procedures (I) to (VI).



(6 marks)

(c)
Apart from obtaining confirmation from bank on the balance per bank, state what other audit evidence auditors can obtain from bank confirmation.
(4 marks)

(d)
What is the meaning of kiting? Suggest an audit procedure for the detection of kiting and explain how it works.
(4 marks)



(Total 20 marks)



(Adapted HKAAT Paper 8 Auditing December 2002)


5.
Verification of Inventory

(A)
Inventory cycle

5.1
Procedures flow in inventory cycle

(a)
Requisition and ordering of goods or raw materials

(b)
Receipts of goods or raw materials

(c)
Recording receipts and issues of goods or raw materials

(d)
Issuing of raw materials/finished goods from inventory

(e)
Storekeeping procedures of raw materials/finished goods
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Note 1: This function occurs in a manufacturing environment only.

Note 2: This function occurs in a manufacturing environment and also occurs in a trading environment.
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(B)
Inventory internal controls

5.2
Inventory controls are designed to ensure safe custody. Such controls include restriction of access, documentation and authorization of movements, regular independent inventory counting and reviews of inventory condition.

5.3
Control objectives, controls and tests of control
	Assertion
	Control objectives
	Controls
	Tests of controls

	Occurrence and existence
	· All inventory movements are authorized and recorded
	· Prenumbered documentation such as GDNs and GRNs in use.

· Reconciliations of inventory records with general ledger.

· Segregation of duties
	· Review documentation in use.

· Review a sample of reconciliations to confirm they are performed and then reviewed by an independent person.

· Observe and evaluate proper segregation of duties.

	
	· Inventory included on the statement of financial position physically exists.
	· Physical safeguards in place to ensure inventory is not stolen.

· Separate responsibilities for maintenance of records and custodianship

· Inventory counted regularly.
	· Review security systems in place (e.g. locked warehouses, CCTV, etc.)

· Review policies and procedures in place; discuss procedures with relevant staff.

· Review procedures for counting inventory.
· Attend inventory count.


	Assertion
	Control objectives
	Controls
	Tests of controls

	Completeness
	· All purchases and sales of inventory have been recorded in the accounting system.
	· Procedures in place to include inventory held at third parties and exclude inventory held on consignment for third parties.

· Reconciliations of accounting records with physical inventory.
	· Review entity’s procedures relating to consignment inventory.

· Review reconciliations performed and whether reviewed by independent person.

	Rights and obligations
	· Inventory records only include items that belong to the entity.
	· Procedures in place to include inventory held at third parties and exclude inventory held on consignment for third parties.
	· Review entity’s procedures relating to consignment inventory.

	Accuracy, classification and valuation
	· Inventory quantities have been accurately determined
	· Periodic or annual comparison of inventory with amounts shown in continuous (perpetual) inventory records.

· Standard costs reviewed by management.

· Review of cost accumulation and variance reports.
	· Review and test entity’s procedures for taking physical inventory.

· Review and test entity’s procedures for developing standard costs.

· Inspect variance reports produced.


	Assertion
	Control objectives
	Controls
	Tests of controls

	
	· Inventory is properly stated at the lower of cost and NRV
	· Inventory managers review inventory regularly to identify slow-moving, obsolete and excess inventory.
	· Discuss with inventory managers how this is done.

· Observe the procedure being performed.

	Cut-off
	· All purchases and sales of inventory are recorded in the correct accounting period.
	· All dispatch documents processed daily to record the dispatch of finished goods.

· All goods inwards reports processed daily to record the receipt of inventory.

· Reconciliations of inventory records with general ledger.
	· Inspect documentation to confirm daily processing.

· Inspect documentation to confirm daily processing.

· Review reconciliations performed.

	Presentation and disclosure assertions
	· Inventory transactions and balances are properly identified and classified in the financial statements
	· Orders fro materials and production data forms used to process goods through manufacturing.
	· Review entity’s procedures and documentation used to classify inventory.

	
	· Disclosures relating to classification and valuation are sufficient.
	· Approval by Finance Director
	· Review entity’s working papers for evidence of review.


(C)
The physical inventory count

5.4
Audit procedure for stocktaking
	Stocktaking
	Audit Procedures

	1.
Before the stocktaking


	· Consider the risk of material misstatement related to inventory

· Consider the internal control

· Whether adequate procedures are established and proper instructions issued? (Appendix I)
· The timing of the count

· The locations at which inventory is held

· Whether an expert’s assistance is needed

· Materiality of the inventory and the sample size

	2.
During the stocktaking


	· Obtain evidence whether the management’s control activities are adequately carried out

· Perform test count over both the completeness and the accuracy of the count records by tracing items from those records

· For cut-off test, obtain necessary information of documentation regarding the details of movement of inventory just prior to, during and after the count for subsequent checking

· Consider whether the procedures for identifying obsolete, damaged or slow moving items are operated properly

· Consider whether the overall stocktaking has been properly carried out and is sufficiently reliable as a basis for determining the existence of inventories

	3.
After the stocktaking
	· Follow up the matters recorded in working papers at time of count

· Test the final inventory schedules to assess whether they accurately reflect the actual inventory counts

· Obtain copies of inventory sheets with count results and use them to validate the final inventory balance

· Ensure the differences between the stock sheets and physical counts have been investigated and solved


5.5
Valuation verification

	Valuation
	Audit Procedures

	1.
In general
	· Ascertain (確定) the accounting policies and accounting methods, e.g. only FIFO or weighted average are adopted for valuing stock

· Select items from stock sheets and trace them to relevant documents, such as invoices and costing records, to determine if cost has been correctly arrived at

· Examine and test check the treatment of overheads

· Select items to consider the NRV which can trace them to supporting documents such as sales invoices subsequent to year end

· Test check the arithmetic accuracy of all calculations

	2.
WIP
	· Inquire into the costing system from which WIP is ascertained and ensure its reliability
· Consider the system of inspection and reporting of the production process whether it can ensure that due allowance for scrapping and rectification work

· Consider whether the basis of overheads allocation to unit cost is based on HKAS 2

· Examine the basis of including profit element in WIP. In general, no profit is allowed

	3.
Analytical procedure
	· GP margin

· Inventory turnover

· Unit cost of inventory

· Expected inventory value

· Manufacturing costs


5.7
Test your understanding 2
	The stock balance of Y2K Manufacturing Co. Ltd represents 60% of total assets of the company and is this a significant amount in the financial statements. Failure to observe physical stocktaking may lead to a qualified opinion. It may be costly or impracticable to request the audit client to perform another stocktaking. As a result, auditors have to plan their stocktaking carefully during the planning stage of the audit.

Required:

(a)
List seven matters that auditors may have to consider in planning attendance at the physical stocktaking.
(7 marks)

(b)
What are the purposes of cut-off procedures for stocks?
(2 marks)

(c)
For each of the following areas of concern, list the audit procedures performed by the auditors during the stocktaking.

(i)
Existence and completeness
(3 marks)

(ii)
Valuation
(3 marks)

(iii)
Cut-off
(1 mark)

(iv)
Ownership
(1 mark)

(d)
List three audit procedures that may be used by auditors for the verification of stocks held by third party.
(3 marks)



(Total 20 marks)



(Adapted HKAAT Paper 8 Auditing June 1999)


6.
Verification of Liabilities other than Creditors

(A)
General aspects relating to verification of liabilities

6.1
Audit objectives

	Audit objectives
	Description

	Existence and cut-off
	· Liabilities recorded are the present obligation of the client (existence) and they are recorded in the proper accounting period (cut-off).

	Completeness
	· All liabilities are included in the financial statements.

	Classification, presentation and disclosure
	· All liabilities are classified under appropriate headings and any attached lien or charges properly disclosed.

· All contingencies and commitments are identified and disclosed.

	Accuracy
	· Provisions for liabilities and charges are computed on an acceptable basis and considered adequate.


6.2
Verification method

	Processes
	Audit Procedures

	Obtain a schedule for different types of liabilities
	· Should show the opening balance, changes during the year and the closing balance.

· Agree the opening balance to previous years’ balance sheet and audit files (completeness, existence and accuracy)

· Check the closing balance to current years trial balance.

	Existence
	· Agree to the previous audit file for the balance brought forward from previous year.

· Check to directors’ minutes for authority of the creation and other relevant documents.

· Trace to bank receipt (for loan received).

· Examine ancillary evidence like interest payment.

· Obtain external confirmation.

	Obligation, accuracy, presentation and disclosure
	· Clearance of liabilities – previous liabilities or provisions should not be included if they have been discharged or cleared.

· Legal documents – e.g. debenture deed, should be obtained for examination of the original amount, terms and conditions.

· External verification – confirmation of the outstanding amount may be obtained from the creditor(s) concerned.

· Security of the loan – if the loan is secured, it has to be registered and disclosed in the financial statements.

· Accounting policy – ensure that it is appropriate and consistent with previous years.

	Other matters relevant to verification
	· Letter of representation

· Analytical procedure

· Events after the balance sheet events

· Contingencies


(B)
Non-current liabilities

6.3
Special disclosure is required for the purpose of Companies Ordinance.

6.4
The auditor will carry out the following procedures in addition or in complement to those procedures mentioned above.

	Processes
	Audit Procedures

	Terms and conditions
	· Examine the loan agreement for interest rate, nature of security and repayment terms.

· If loan is issued as a debenture, examine the trust deed for the terms and dates of redemptions, security if any, borrowing power restrictions compliance with certain conditions such as maintaining certain key ratios.

	Verification on outstanding balances
	· If the loan has been redeemed during the year, check if there is authority to do so.

· Trace payment to cash book and check the accrued interest paid on redemption.

· Recalculate the discount or premium on redemption and check to the register for deletions of the respective holders.

· Check for accuracy of the interest charges and interest accrual with reference to the interest rate specified in the agreement.

	Disclosure
	· Borrowings, other than bank loans and overdrafts, which are repayable either wholly or in part more than five years from the date of the balance sheet, in aggregate.

· Details of terms on which the borrowings of above are repayable and rates of interest payable.

· Debentures and other long term indebtedness, show the:

· Dates and terms of redemption or conversion,

· Details of security, and

· Accrued interest on mortgage debentures and secured loans under current liabilities.


Appendix I – Instructions for Physical Inventory
ABC Department Stores
Instructions for Physical Inventory

July 26, 2009

To All Supervisors

A complete physical inventory of all departments in each store will be taken Sunday, August 5, 2009, beginning at 8:30 am and continuing until completed. Employees are to report at 8:15 am to receive their final briefing on their instructions, which are appended hereto.

Within one week prior to August 5, supervisors should make sure that merchandise in departments is well organized. All merchandise with the same stock number should be located together. Merchandise that is damaged should be segregated for separate listing on inventory sheets.
Each count team should be formed and started by a supervisor, and should be periodically observed by that supervisor to assure that instructions are being complied with in the counting and listing processes.
A block of sequential prenumbered inventory sheets will be issued to each supervisor at 8:00 am August 5, for later issuance to count teams. Each supervisor is to account for all sheets – used, unused, or voided. In addition, each supervisor will be furnished at that time with a listing of count teams under his or her supervision.
When a count team reports completion of a department, that team’s supervisor should accompany a representative of the independent auditors, McDonald & Company, in performing test counts. A space is provided on each inventory sheet for the supervisor’s signature as reviewer. When the independent auditors have “cleared” a department, the supervisor responsible should take possession of the count sheets. All completed count sheets are to be placed in numerical sequence and turned over to me when the entire inventory has been completed.
Before supervisors and employees leave the stores Saturday evening, August 4, they are to make certain that “housekeeping” is in order in each department, and that all merchandise bears a price ticket.

If you have any questions about these instructions or any other aspect of the physical inventory, please see me.
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