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WEEK 6  
 
CSA ch4 & GS ch10: pp457-488 

 
Objective 1: Sales Transaction Cycle Risks 
 
The major assertions of interest to the auditor in ST of balances for account receivable 
are existence and valuation and allocation. 
The major assertions of interest to the auditor in ST for related transactions of sales 
and cash receipts are occurrence and accuracy.  
 
Credit Sales Transactions 
①Accepting customer orders 
②Approving credit 
③Filling & dispatching orders 
④Invoicing customers 
⑤Recording the sales 
 
Audit Objectives 
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Audit Objectives- Balance Sheet 

 

 
 
The Audit Plan 
Strategy considerations 
Mix of tests of control & substantive tests to be applied; depends on inherent & control risk 
assessment & materiality 
Understanding the entity and its environment 

- To assist in assessing possibility of misstatements 
Analytical review 

- Identifying areas of potential misstatements 
- Highlights risk areas 

Materiality 
- Sales & cash transactions are always material 
- Accounts receivable balance is nearly always material 

Substantive Testing 
① Initial Procedures 

- Trace opening balances 
- Review activity 
- Agree accounts receivable trial balance 

② Analytical Procedures 
③ Tests of Details of Transactions 

- Vouch accounts receivables 
- Test sales & cash receipts cut-offs 

④ Tests of Details of Balances 
   Confirming accounts receivable 

- ASA 505 External Confirmations 
- Reliable external evidence on existence & rights assertions 

   Evaluate adequacy of bad debts provision 
⑤ Presentation & Disclosure 
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Account receivable audit procedures: 
① External confirmation: 
ASA500 A18. An external confirmation represents audit evidence obtained by the auditor 
as a direct written response to the auditor from a third party (the confirming party), in paper 
form, or by electronic or other medium. External confirmation procedures frequently are 
relevant when addressing assertions associated with certain account balances and their 
elements. However, external confirmations need not be restricted to account balances only. 
For example, the auditor may request confirmation of the terms of agreements or 
transactions an entity has with third parties; the confirmation request may be designed to 
ask if any modifications have been made to the agreement and, if so, what the relevant 
details are. External confirmation procedures also are used to obtain audit evidence about 
the absence of certain conditions, for example, the absence of a “side agreement” that may 
influence revenue recognition.  
There are 2 alternative methods of requesting an external confirmation: 
 1> Positive form of debtor's confirmation: a	 request	 that	 the	 confirming	 party	
respond	 directly	 to	 the	 auditor	 indicating	 whether	 the	 confirming	 party	 agrees	 or	
disagrees	with	the	information	in	the	request,	or	providing	the	requested	information.	  
 2> Negative form of debtor's confirmation: a request that the confirming party respond 
directly to the auditor only if the confirming party disagrees with the information provided 
in the request.  
Negative confirmations provide less persuasive audit evidence than positive confirmations. 
Accordingly, the auditor shall not use negative confirmation requests as the sole substantive 
audit procedure to address an assessed risk of material misstatement at the assertion level 
unless all of the following are present:  

(a) The auditor has assessed the risk of material misstatement as low and has obtained 

sufficient appropriate audit evidence regarding the operating effectiveness of controls relevant to 

the assertion;  

(b) The population of items subject to negative confirmation procedures comprises a large 

number of small, homogeneous, account balances, transactions or conditions;  

(c) A very low exception rate is expected; and  

(d) The auditor is not aware of circumstances or conditions that would cause recipients of 

negative confirmation requests to disregard such requests.  

② Subsequent receipts review: 
The auditor verifies whether the amount in outstanding receivables is subsequently received 
(after year end but before the completion of the audit). This provides the auditor with 
evidence of the existence of the debt, and evidence of the amount that was collectable. 
③ Cut-off 
④ Substantive analytical procedures 
In account receivables, these include comparison of amounts and ratios for relationship 
between sales and receivables, allowance amounts and sales. 
⑤ Tests of transaction 
 
Confirmation of Receivables 
Receivables should be confirmed, unless: 
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› Accounts receivable are immaterial 
› The use of confirmations would be ineffective 
› The auditors’ combined assessment of inherent and control risk is low, and audit risk 

can be reduced to acceptably low level with substantive tests 
› Useful in establishing existence and gross valuation of receivables. 
› Provides evidence that “lapping” of receivables is not taking place. 
› Integrity of the confirmation process requires: 

- Confirmations requests should be signed by client 
- Auditors should mail confirmations. 
- Confirmations should be returned directly to auditors. 

 
Sales and receipts from sales are the most important transaction classes for commercial 
entities 
A major focus of audit effort: major inherent risk for auditor is overstatement of revenues & 
assets; major risk for entity is misappropriation of cash 

 
Objective 2: Purchases Transaction Cycle Risks 
Purchase transactions relate to the purchase (from outside entities) of goods (including 
inventory and plant and equipment) and services (such as electricity and advertising)  
Payment transactions relate to the payment for such goods and services 
The two payments functions are: 
① paying the liability 
② recording the payments 
The same department or individual should not perform both these functions 
Purchases Cycle 
• requisitioning goods and services 
• preparing purchase orders 
• receiving the goods 
• storing goods received for inventory 
• checking and approving the supplier’s invoice 
• recording the liability 
Purchases Cycle Typical Risks...of concern to both Client and Auditor 
• Goods ordered are not required by the organisation... 
• Goods ordered do not comply with corporate policy. 
• Goods ordered do not provide value for money. 
• Goods are not received by the organisation. 
• Lack of a central purchasing policy...discounts and best prices. 
• New employees do not have access/training to purchasing procedures. 
• No formal vetting of contractors, suppliers etc. 
• Lack of a coordinated approach to purchasing. 
• Use of out-of-date or incorrect order forms, not numbered sequentially... 
• Authorisation of orders by individuals with no authority. 
• Use of alternative suppliers as opposed to the preferred suppliers list 
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The Audit Plan: Purchases and Payables 
→Understanding the entity 

- Risk of misstatements, Cost of Sales, Gross Margins  
→Analytical review 

- Compare current and previous year balances 
- Calculate significant ratios such as: gross profit, accounts payable turnover 

→Inherent Risks 
- Accounts payable is usually the largest current liability in a balance sheet and a 

significant factor in the evaluation of an entity’s short-term solvency  
- high volume of transactions 
- high volume of transactions 
- Pressure to understate expenses 

The auditor is always concerned with understatement of Purchases and Payables 
Audit procedures in inventory area: 
① Observation of physical inventory: combination of observation, inquiry and physical 
examination that provides the basis for achieving several specific audit objectives for 
inventory. 
② Substantive analytical procedures: computation of ratios for inventory turnover and 
detailed gross margin and comparison to previous periods. Sales forecast and marketing 
plans may provide info relevant to the net realisable value of inventory. 
③ Cut-off 
④ Tests of valuation and allocation: combination of vouching, tracing and recalculation 
procedures used to test the client's pricing and summarisation of inventory counts. 
⑤ General procedures 
⑥ Inquiry and scanning 
 
Objective 3: Payroll Transaction Cycle Risks 
Payroll Cycle 
• hiring employees 
• authorising payroll changes 
• preparing attendance and timekeeping data 
• preparing the payroll 
• recording the payroll 
• paying the payroll and protecting unclaimed wages 
 
Payroll Cycle Typical Risks...of concern to both Client and Auditor 
 Is there adequate separation of duties between those who create personnel folders and 

employees who maintain payroll accounts 
 Are calculations for payroll tax , employee entitlements accurate? 
 Verification of identity of each employee before a payroll account can be set up 
 Payroll must be validated and approved before distribution 
  Determine who is responsible for approving payroll and verify that review and 

approval have happened. 
  Reconcile payroll accounts each month. Verify that payroll disbursements and 
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recorded payroll expenses correspond to time worked. 
 Access to master payroll files is restricted 
 Compare payroll master file information with HR records 
 
Audit objectives 
 

 

 

 



	 7

 

 
Tests of Application Controls 
UNPAID SUPLIERS INVOICES: 
 A missing or invalid supplier number 
 A missing or unreasonable amount 
 A missing due date or payment term 
 Alpha characters in a numerical field 

The auditor is always concerned with operating effectiveness of controls, general controls 
over changes to master files and whether expected results are produced by the application 
controls 

 
 

Other Initial procedures that all Graduates Perform 
The auditor obtains a listing of accounts payable at balance date: 
– adds the listing and determines agreement with the total of the subsidiary ledger and the 

general ledger control account balance 
– tests the agreement of suppliers and balances on the listing with those included in the 

underlying accounting records 
– Reviewing activity in the general ledger account for payables, and investigating entries 

that appear unusual in amount or source 
Substantive Tests of details of transactions 
Procedures followed by the auditor include: 
› Vouching a sample of recorded creditor transactions to supporting documentation 
› Vouching credits to supporting suppliers’ invoices, receiving reports and purchase 

orders or other supporting documents 
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› Vouching debits to payments 
Performing purchases and payments cut-off tests 

› Checking subsequent payments between the balance date and the end of fieldwork 
› Investigating unmatched purchase orders, receiving reports and suppliers’ invoices at 

the year-end 
The three tests included in this category for payables are: 

› reconciling payables to monthly statements received by the entity from suppliers 
› confirming accounts payable 
› searching for unrecorded liabilities 

 
Payroll and IR and CR 
In assessing inherent risk the auditor may want to consider the effect of economic 
conditions on payroll costs, the supply of skilled workers and the frequency of employee 
turnover. The auditor should be familiar with any existing labour contracts and the impact 
of regulation on the company….. 
 
Occurrence of Payroll Transactions 
› The auditor want assurance that payments for payroll-related services are being made to 

valid employees for time actually worked.  
› Controls must be in place to ensure that no payments are made to fictitious employees 

and payments to valid employees are stopped once the employee is terminated. 
Substantive Analytical Procedures 

 
 
Payroll Tests of details of balances 
The two tests for payroll balances are: 
① recalculating payroll liabilities 

- verifying directors’ and executive officers’ remuneration 
- executive remuneration will be reviewed by reference to employment contracts and 

board minutes 
② Accrued amounts for Payroll 
 
Payroll Expense Tests of details of balances 
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