
WK 6 

 Analytical Procedures – Important for FINAL  

 

1. Analytical procedures’ refer to evaluation of financial information through analysis 

of plausible relationships among both financial & non-financial data 

 

2. Analytical procedures also encompass such investigation as is necessary of identified 

fluctuations or relationships that are inconsistent with other relevant information or 

that differ from expected values by a significant amount  (ASA 520.4) 

 

 

3. Analytical procedures may therefore assist in identifying the existence of unusual matters 

that have financial report / audit implications i.e. risk of misstatement 

 

4. Nature of analytical procedures (APs) - ASA520.A1 & A2 

 

 

APs include consideration of comparisons 

of entity’s financial information with: 

 

 

a) Anticipated results of the entity, 

e.g. budgets, forecasts  

b) Comparable info for prior periods 

c) Similar industry information  

                                               

APs also include consideration of 

relationships: 

 

a) among elements of financial information 

expected to conform to a predicted 

pattern, e.g. gross margin percentage 

b) between financial information & relevant 

non-financial information, e.g. payroll 

costs to number of employees

 

5. Purpose of analytical procedures 

 

a) Planning  

i. As risk assessment procedure to obtain an understanding of entity and its environment 

ii. Identifying areas of potential risk 

iii. Assessing the extent of testing transactions and balances 

b) audit evidence 

i. As substantive procedure (efficient/effective) 

c) opinion formation  

i. Assist the auditor when forming an overall conclusion as to whether the financial 

report is consistent with the auditor’s understanding of the entity  

 

6. Ratios commonly used at the planning stage what variable influence ratio 

 

a) Short-term liquidity 

 

ratio formula 

Current ratio Current assets to current liabilities 

Quick asset ratio  

= Liquid ratio 

Liquid assets to current liabilities (only difference: 

inventory) 

Operating cash ratio Cash flow from operations to current liabilities 

 



b) Long-term liquidity (solvency)  

 

ratio formula 

Debt equity ratio (the smaller the 

better) 

Long- and short-term debt to shareholders’ equity 

Times interest earned  Net profit to annual interest expense 

 

c) Profitability 

 

ratio formula 

Gross / Net profit ratio Gross / Net profit to Net sales 

Return on total assets Net profit to Total assets 

Return on shareholders’ equity Net profit to Ordinary shareholders’ equity 

 

d) Activity   exam only?? 

 

ratio formula 

Receivables turnover *times/days Net sales to average accounts receivable 

Inventory turnover：*times/days Cost of goods sold to average inventory 

 

7. Discussion question 

 

While performing analytical procedures of Getrich Ltd you noted that a number of ratios 

had changed significantly since the prior year’s audit: 

 2013 2014 

Current ratio 1.3 1.9   

Liquid ratio – 1.Starting point: <1 à potential CF 

difficulty 

0.8 0.6 

Days debtors outstanding – 2. A/R - less like to be 

paid 

40 days 54 days 

Inventory turnover – 3. problem to sell inventory 63 days 118 days 

You are also aware of the following information: 

• The company has doubled their overdraft limit (= limit for negative bank balance.) The 

limit had been exceeded on a number of occasions during the year à may experience a CF 

difficulty 

• The directors propose to recommend a final dividend, which is less than half of the prior 

year’s dividend à may experience a CF difficulty 

• The company’s gearing ratio (long-term debt/equity capital) has significantly increased 

as a result of a $2 million long-term loan which has been entered into in order to finance 

a major capital project. The issued capital of $4 million remains unchanged à may experience 

a CF difficulty 

Required 

Discuss the financial position of Getrich Ltd. Support your answer using the above information.  

Answer： 

1. Potential overstatement of inventory 
a) Deteriorating inventory turnover and movements in current and liquid ratio (inventory 

excluded from liquid ratio) indicate slowing sales of inventory 

2. Potential overstatement of accounts receivable 
a) Deteriorating day debtor outstanding indicate debtors taking longer to pay and hence 

4. ** compare: 
increased CR vs 

decreased 
LRàinventory 

cannot be sold，if 
other assets remain 

the same	



increased likelihood of doubtful debts 

3. Cash flow difficulties 
a) Deterioration in liquid ratio 

b) Need to increased overdraft limit and subsequent breaches of the limit 

c) Decrease in dividend payout (potentially indicating decline in profitability as well) 

d) Potentially high interest repayments for new loan 

 

8. Substantive analytical procedures (SAPs) – *data, whether the number is reasonable or not 

 

a) Analytical procedures can be used a substantive procedure in order to anticipate 

results. 

b) SAPs may be applied to overall financial information. These involve comparison of 

current period financial information with: 

1) Expected results  
2) Prior period information  
3) Industry information  
4) Predictable pattern information 
5) Non-financial information  

 

9. Factors to consider in using SAPs  

 

a) Suitability of SAP given the nature of account/ transaction and the relevant assertion 

i. consider assessment of the risk of material misstatement & tests of details 

b) Reliability of data (check if internal control is good or not) from which auditor’s 

expectation of recorded amount/ratio is developed 

i. source of the information available 

ii. comparability of the information available 

iii. nature and relevance of information available 

iv. controls over the preparation of the information 

c) Preciseness of expectations  

i. accuracy of predicted results 

ii. level of disaggregation 

iii. availability of data 

d) Acceptable difference between recorded and expected amt (actual vs expected) 

i. investigate significant fluctuations/deviations (enquiries of management, other 

audit procedures) 

 

 

10. Analytical procedures when forming overall conclusion - ASA 520.6 &A17-19) 

a) Auditor needs to design & perform analytical procedures near END of audit to: 

i. Assist in overall review of reasonableness of financial report 

ii. Corroborate conclusions formed during the audit 

iii. Ensure financial report is consistent with auditor’s understanding of the entity 

 

 

11. Discussion Question 

Develop a substantive analytical procedure to substantiate each of the following balances: 

Balance Substantive analytical procedure 

Depreciation Average carrying amount of PPE x average depreciation (%) 



expense (To improve accuracy: calculate by different classes of PPE (as different 

PPE has different dep rate) 

Interest expense Average loan balance for the period * average interest rate for the period 

(To improve accuracy: Calculate by different types of loan/s) 

School fee revenue Average number of students per year x average student fee  

(To improve accuracy: Calculate by different grades and exclude scholarship 

students ) 

 

 

12. Research insights: Using SAP in Auditing Large P&L Accounts - Glover, Prawitt & Drake, 

2014 

 

a) Despite their usefulness in some instances, there is a growing trend for auditors to 

forego substantive analytical procedures on large income statement accounts, such as 

revenue, due to criticisms from regulatory inspectors that such procedures are not 

capable of providing useful substantive evidence 

b) Authors suggest that SAPs may be used to provide moderate or low assurance by comparing 

against a ‘significant difference threshold that is a relatively small percentage of 

the account’ rather than just comparing variance of SAP against materiality threshold. 

 

Audit sampling - ASA530 

 

1. Application of audit procedures to less than 100% of items within a class of transactions 
or account balance, such that all sampling units have a chance of selection to provide 

the auditor with a reasonable basis on which to draw conclusions about the entire population 

(ASA 530.5) 

2. Sampling is used in both tests of controls and substantive testing 
3. Sampling risk 

a. The risk arising from the possibility that the auditor’s conclusion based on a sample 
may be different from the conclusion reached if the entire population were subjected 

to the same audit procedure 

b. Can lead to erroneous conclusions, in the case of: 
i. Tests of controls 

1. The risk the auditor will conclude that control risk is lower than it actually 

is (risk of over-reliance) 

2. The risk the auditor will conclude that the control risk is higher than it 

actually is (risk of under-reliance) 

ii. Substantive testing 

1. The risk that the auditor will conclude that a material error does not exist 

when in fact it does (risk of incorrect acceptance) 

2. The risk that the auditor will conclude that a material error exists when in 

fact it does not (risk of incorrect rejection) 

 

4. Non-sampling risk 
 

a. The risk that the auditor to reaches an erroneous conclusion for any reason not related 
to sampling risk 

b. Examples of non-sampling risk: 
i. inappropriate audit procedures 



ii. misinterpretation of audit evidence/failure to recognise a misstatement or 

deviation, e.g. reliance on erroneous information received from another party 

c. How to keep this risk to a minimum?  
i. proper planning and supervision 

ii. adherence to quality control standards 

 

5. Statistical and non-statistical sampling 
 

a. Statistical sampling means an approach to sampling that has the following 

characteristics:  

i. random selection of sample items 

ii. use of probability theory to evaluate sample results, including measurement of 

sampling risk 

b. Non-statistical sampling means an approach to sampling that does not have the above 
characteristics 

i. In non-statistical sampling, the auditor uses judgment in selecting the sample size 

and in interpreting the results against the audit objective 

 

6. Sample selection 
 

a. Many audit firms use non-statistical sampling, as the auditor has a greater degree of 
judgement in: 

i. selecting a sample size 

ii. evaluating results based on knowledge of previous client 

b. Common approaches used include: 
i. systematic selection 

1. Sampling units in population divided by sample size to give sampling interval 

e.g. if sampling interval is 50, starting point will be determined within the 

first 50, then each 50th unit thereafter is selected 

ii. haphazard selection 

1. Selection of sample without following a structured technique (avoiding any 

conscious bias or predictability) 

 

7. Sample size 
 

a. Sample size required depends on level of sampling risk the auditor is willing to accept 

(inverse relationship) 

b. Examples of factors affecting sample size: 

i. Increase in assessment of risk of material misstatement 

ii. Increase in use of other substantive procedures directed at same assertion 

iii. Stratification of the population when appropriate 

a. * Stratification involves dividing a population into sub-populations, each of 

which is a group of sampling units with similar characteristics (often monetary value) 

 

8. Projecting misstatement and evaluating results 
 

a. Auditor is required to project misstatements to population to obtain broad view of scale 
of misstatement and establish auditor’s best estimate  

of misstatement in the population 

b. Misstatements established as anomalies may be excluded in projecting misstatements, 



although  effects of such misstatements should be considered 

c. Projected misstatement is compared to tolerable misstatement to determine further 
procedures, e.g. collecting further evidence 

 

 

Using the work of others 

1. Reliance on the work of others 

 

a) Auditors often use the work of other parties 

Party Relevant standard 

Auditor’s expert ASA 620 

Management’s expert ASA 500 

Component auditor ASA 600 

Internal auditor ASA 610 

b) This may impact on planning, including business risk and internal control evaluation, 

as well as on audit evidence gathering processes. 

 

2. Using the work of an expert 

 

a) Given the complexity and highly specialised nature of many client’s operations, auditors 

often find they are unable to service clients effectively without the aid of specialist 

knowledge. 

b) Examples include: 

i. valuation of assets 

ii. determination of quantities or physical condition of assets 

iii. need for specialised techniques, e.g. actuarial valuation 

iv. legal opinions 

c) Considerations on whether to use an expert include: 

i. whether management has used their own expert 

ii. engagement team’s knowledge and experience with work of expert 

iii. risk of material misstatement (due to nature, complexity and materiality) 

iv. other available evidence (quantity/quality) 

 

3. Auditor’s responsibilities when using expert’s work 

 

a) Evaluate expert’s professional competence, considering: 

i. professional certification 

ii. membership of professional body 

iii. experience 

iv. reputation 

b) Evaluate objectivity of expert 

c) Communicate with expert to understand field of expertise: 

i. to determine nature, scope and objectives of expert’s work 

ii. to evaluate adequacy of expert’s work 

d) Evaluate appropriateness of expert’s work as audit evidence by reviewing: 

i. consistency of expert findings with other audit evidence 

ii. source data 

iii. assumptions and methods used 

iv. auditor’s own knowledge of business 

 



4. Reference to auditor’s expert in auditor’s report 

 

a) If auditor concludes that the expert’s is adequate for the auditor’s purposes, the 

expert’s findings or conclusions may be accepted as appropriate audit evidence 

b) However, 

i. The auditor should not refer to use of an expert when audit report is unmodified 

unless required by law. 

ii. The auditor has sole responsibility for the audit opinion expressed. Responsibility 

is not reduced by the use of the work of an expert 

iii. Reference may be made in audit report where relevant to understanding of a 

modification to auditor’s opinion, but must state that this does not reduce auditor’s 

responsibility for the opinion 

 

5. Auditor’s procedures 

 

Specific procedures to evaluate adequacy of auditor’s expert’s work may include:  

a) Enquiries of auditor’s expert 

b) Reviewing auditor’s expert’s working papers and reports 

c) Observing auditor’s expert’s work 

d) Performing detailed analytical procedures 

e) Re-performing calculations 

f) Discussion with another expert with relevant expertise when e.g. findings or conclusions 

of auditor’s expert are not consistent with other audit evidence  

g) Discussing auditor’s expert’s report with management 

 

6. Using management’s expert’s work 

 

a) If information to be used as audit evidence has been prepared using management’s expert 

work, the auditor shall: 

i. Evaluate competence, capabilities and objectivity of that expert; 

ii. Obtain an understanding of the work of that expert; and 

iii. Evaluate appropriateness of that expert’s work as audit evidence for the relevant 

assertion. 

b) A major concern for the auditor is the extent to which management can exercise control 

or influence over the work of the management’s expert.  

  

7. Using the work of component auditors 

 

a) Principal auditor may have to use work of another independent (i.e. component) auditor 

e.g. for financial reports of one or more significant components (divisions, branches, 

subsidiaries, joint ventures or associated entities) 

b) Principal auditor has to determine how the work of the component auditor will affect 

the audit 

c) Why is this a key issue for the group engagement partner? 

i. Only the group engagement partner has obligation to express an opinion and must 

ensure appropriateness of procedures 

ii. Group engagement partner should not refer to work of others in the audit report 

 

8. Understanding the component auditor 

 



If using a component auditor (CA), the principal auditor needs to understand: 

a) Whether CA operates in regulatory environment that actively oversees auditors 

b) Whether CA understands and will apply ethical requirements and is independent 

c) CA’s professional competence 

d) Whether group engagement team will be able to be involved in work of CA to obtain 

sufficient appropriate audit evidence 

 

9. Using the work of internal auditors 

 

a) Internal audit function (IAF) means a function of an entity that performs assurance 

and consulting activities designed to evaluate and improve the effectiveness of the 

entity’s governance, risk management and internal control processes (ASA610.14) 

b) Objective and scope of the IAF may include (ASA610.A1):Activities relating to governance

／risk management／internal control 

 

10. External auditor’s responsibility for the audit 

 

a) External auditor has sole responsibility for audit report and cannot reduce this by 

use of IAF’s work 

b) IAF (and internal auditors) not independent of entity as required of external auditor 

in an external audit of financial reports as per ASA 200 

c) ASA610 therefore defines conditions that are necessary for external auditor to be able 

to use IAF’s work 

 

11. Evaluating the IAF 

 

When determining whether internal audit’s work is likely to be adequate for external audit 

purposes, external auditor must evaluate the IAF’s: 

a) Organisational status and objectivity – policies and procedures to support objectivity 

of IAF 

b) Level of competence – whether IAF personnel have adequate technical training and 

proficiency 

c) Due professional care – whether IAF applies a systematic and disciplined approach 

including quality control 

 

12. Evaluating adequacy of IAF’s work for external auditor’s (EA’s) purpose 

 

a) EA is required to perform audit procedures to evaluate and determine adequacy of IAF’s 

work if relying on it, including whether: 

i. IAF’s work had been properly planned, performed, supervised and documented 

ii. IAF’s conclusion reasonable/appropriate and based on sufficient appropriate 

evidence 

iii. Reports prepared consistent with results of work performed 

b) These procedures include making enquiries, observing IAF’s procedures or reviewing 

IAF’s work program and working papers 

c) EA is also required to re-perform some of the IAF’s work 

 
 


