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“The market for computer products and technology services is also very sensitive to economic con-
diions. Recen reports indicate tht the . cconommy il be challenged for th next few yeas. The
annual rowth in spending forinformation technology productsand service s expected o b 3 percent
peryearforthe next e years. n thepast year, he commpany has decided t increase saes by extend-
ing credit 1o ciets with slightly higher creit isk.
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PPLANNING MEETINGS

On July 20, Karen Westand 1 met with Loen Stele, conroller, and Sam Best,presiden, of KCN 10
iscussthe planning of the udit or the curent yer. On Augas 2, & planing meetng was held in our
office with all members of the engagement eam assigned f the it

OWNERSHIP AND MANAGEMENT

KON s closely held company owned by five stockbolders: Terry Keystone, Mark Keystone, John
Keystone, Keith Young, and Rita Young. Tery and Mark Keysone ae ative membersof th com-
pany’s board of dirctors. Noue of the oher owners (ake an ative part i the management of the
business.

‘OBJECTIVES, STRATEGIES, AND BUSINESS RISKS.
KON's primary business objectves ae o incresse revenses by 6 peroent snd increase oot
income by 8 percent cach year for the next thrce years. Majo strategics (0 achieve those abjectives
include

+ Aggressive marketng ofproducts and srvicesthrough increased advertsing.
- Sales o customerswith  higher creit ik profe.

+ New softvare development.

“The primary bsines ik associated withthe company’s saegis nclude:

+ The US. economy may sufron aditional sigifican downtun

+ Competitors may ngage i predatory picing 0 gain market sare.

. Increased advrtising expenditures may ot produce desired sl

© Crecitoses may exceed the beoefts of inreased sles.

- Software developmen activiies may not generate viable roducts.

“The cornpany hasdeveloped th fllowing esponses (o these isks:

* Careul monioring ofeconorny and ndustry conditions.

. Careul monioring ofcompestor actions.

- Hiring of marketing consuling o evalutethe performance of advrtiing methods.
Dy review of aging o accounts receivab by Loren Stele, conoler

* Use of carfuly controlled software developmens budget

MEASUREMENT AND REVIEW OF FINANCIAL PERFORMANCE
‘Managemment uss the following measurs 10 monitor th corapany'sperformance:
. Inventory and receivables urmove.

* Aging o accousrceivabie.

. Sales and gross margns by type ofreveme,

+ Netincome,

ol invensory balace.

PROCEDURES TO OBTAIN AN UNDERSTANDING OF THE CLIENT AND ITS ENVIRONMENT

‘The following procedures were performed o update our understanding of the client and its
environment

Rl forward of information romth prioryear's audi.

+ Inquiies of management:
Lonsecle 720,815
Sam Best 720,816

'+ Reading of quartely board of directon® meetings held on 4/0S and 7/12.
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PPROCEDURES TO OBTAIN AN UNDERSTANDING OF THE CLIENT AND ITS ENVIRONMENT

‘The following procedures were performed o update our understanding of the client and its
environment

Rl forward of information romth prioryear's audi.

+ Inquiies of management:
Lonsecle 720,815
Sam Best 720,816

 Readingof quirery board of dircton’ mectngs held on 415 and 712,
 Review of monthly perfrmance eports fo Jauary hrough July.

. Indusiryreports—IT and consuling sevies.

+ Review of KCN's Web st

- Review ofsleted articles in The Wall Sret Journal.
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SIGNIFICANT RISKS
Several ignificantrisks were noted s resul ofobaiinginformation about KCN and s environmert,
ncluding.
Risk implications and Response.
1. KO s engaged in s sategy tosll o custom-

rswith igher credi sk

2. The offices of he company receive
signifcant bonuses based on auartery resuls

SIGNIFICANT ACCOUNTING AND AUDITING MATTERS

“The company began ofin for sse cxtended warranie on computers durin the et yesr, We
oed to reiew the method of revente recogniion to determine whether i complies with the reqire.
mestsof FASE ASC 605.20.25.

Inthe rior yar, KN began develapig networking software products for sale. This yea he com-
puny has stated capitlizig cetain costs of development. We need o eview the method of aecounting
o the costofsofware development o detemnine whethe 1 complcs with th requirementsof FASH
ASC985.20.5.

In 203, KCN acquird for $1,200000 & sl business accounting system (Pumbiree Systems)
that it lceases t0itscustomers. Rcently, sl ofthe icesesfo the sotware have begun 10 decline.
Inaddition, a recent arice n a rade ournal ranked the system oot inreltion o s competitos. This
may indicate that an impaiact i the valueof e software may have occared.

PLANNING MATERIALITY

Because the fim has experenced sieady growth in sles and earnings ovr the lastthree years, we
cleve that operting resuts are the ot appropise bass for csimating planning materiaity 13
descibod below:

Comparison of Bases Computation of Planning Materiality
Finandial Annualized for Materaity
StatementBase 12315 Base Amount  percentage _ Estimate
Sales $92000000  Sales 200000 1% $520000
Total s 13000000 Tomlases 13000000 1 130000
preta net Pretaxnet

income 2000 income w0 10 3200

“The range fo planning mateialty i from $32,000 0 $920000. Based o the company's seady
ot insales and camings and the fct that the company is ot a public company, we ave seleced
300,000 a a reasonable materality amount for laseing puposes.
SCHEDULING AND STAFFING PLAN

‘Based n discussons with M. Stceke, thefllowing are tetative daesofimpertance fo he udit:

Begin ntrim audit work October 15, 20X
Complet ntrm audi work by Novernber 15, 20X5
sue management et on iterim work by November 30, 20X
Observe physicalinvertory December 31, 205
Beginyearend audt work Febnury 1,20X6
Compict Seldwork by February 20, 20X
Closing conference. Febnury 25,206
e audit eport by March's, 20X6
e et rquird by inancing agreement by March 5, 20X6

Lsue updated managerment et by March 10, 20X6
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244 Chapter ix

Clieat: Kestone Computers & Networks, Ine.

Financial Statement Date: 12/31/X5

procedure

Parformed by

Comments

1. Consider the results o the discussion among engagement

peronne abouthe sk of maerial mistatemer e
aud

2. Consider resuts of nquirie of management about the
isks of fraud and how they are addressed.

3. Consider the resultsofrisk ssessment analytical procedures.

& Consider the existence of fraud isk factors lsted on G-30
tvough G35,

5. Consider any other information that might be relevant
10 the risk of material msstatement due to fraud.

Risks of Material Mistatement Due to Fraud.

Management may be motivated to misstate financal resuts
due to impending sle ofthe company.

Responses

Overall Responses

Risks were considered instaffng the engagement and
determining the appropriate level of upervsion.

Alterations o the Nature, Timing, and Extent of Further Audit rocedures

Risks were considered in designing audit procedures for sales
and accountsreceivable and inventorie. (See R-6 and B9
procedures were performed to adress the ik of management
override of internal controls. (See G-23-6-24)

2

2 BR R

See G21 for a desciption
of the dscusson.
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Appendix 103
6C Problems

03,4
w7

Requied:

03,4

Reguired:

eXcel

.

Section

The st pla forte i of Keyatone Computers & Networks, ., ppears o pages 237264
Review each mjor ection fthe audit planan briefydescribe the purpos and cotetof he sc-
tion. Organize your sotion n the folowing mamer

Purpose Content

Objectivesof the  To describe the “The objectves are (1) audlt of KCN' fiandal
engagement servicesthatare tobe  statementsfor the year ended 12315, and

rendered tothe cent. (@) ssuance of a leter on complance with cov-
enantsofthe clents leter of crect greement.

1 the auit pl o he it f Keytane Computer & Netwrks e, on page 243 there i sc-

tio onsignifcant isks. Forcach ofthersks, iy he implicationsund potntal rsponses.

1 the audit la o he ait f Keystone Computers & Netwrks . on page 243 there s sc-

o a sigifant sccoumting nd aiing maters Thesecond mater descriod mvovescapal

inig the cost f developin  sftwar progrm o s

& Resarsh this s snd write & brief memossscm fo the working paprs describing the
{seue nd summarizing the spproprst method of sccounting forthe development coss.

b. Based on your rescarch, dscribe themajo it sue tht you beieve will e involved in
audiing the software development st

A parially compltedsalyica s workin paperfor Keystone Computers & Neowork . s

presaiedon page 41

. Complete the working pper by computin th financial i or 20X5.

industey average,oe your knowledge of e company.
. For each account identiied in part (5, st potetial reason for he unexpected account
balances and relaed atos.
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708 Chapter Eighteen

FIGURE 18.8  Process: Accounts Recelvable

‘Control Objective Risks

Controls

1. Ensure thatall goods  Missing documents or
shipped are accurately  incorrectinformation
billedinthe proper
period. Improper cutof ofship-

ment at the end of a
period

2 Accurately record. Missing documents or
nvoices for all incorrect information
suthorized shipments
‘and only or such
shipments.

3. Accurately record all
suthorized sales
returns and
Sllowances and only
such returms and
allowances.

ing documents or
ncorrect nformation

Inaccurate input o data.

4 Ensure continued Unauthorized nput for

completeness and nonexistent returns,
accuracy of accounts allowances, and.
receiabe. writeoffs
5.afeguard accounts Unauthorized access to
receivabl records. accountsreceivable
records and stored data

« Use standard shipping or contract terms.

« Communicate nonstandard shipping or contract
terms to accounts recevable department.

« identifyshipmens as being before or ater period
end by means of a hipping log and prenumbered
shipping documens.

renumber and account for shipping documents.
and sales invoics.

« Mateh orders,shipping documents,invoices, and
customer information, and follow through on mis-
ing or inconsitent informtion.

« Mail customer statements perodically and investi-
gate and resove disputes o Inquiies by indviduals
Independent of the invoicing function.

 Monitor number of customer complaints regarding
Improper nvoices or statements.

« Authorization of credt memos by individuals inde-
pendent of accouts receivabl function.

« Prenumber and account fo credit memos and
receiving documents.

 Match credit memos and receiing documents and.
resolve unmatched items by Individuals indepen-
dent o the accouns receivable function.

 Mail customer statements peodically and investi-
gate and resove disputes o Inquiries by indviduals

independent of the nvoicing function.

« Review correspondence authorizing returns and
allowances.

« Reconcile accounts rceivable subsidiary ledger
with sales and cash recepts transactions.

 Resolve differences between the accountsreceiv-
able subsidiary edger and the accouns receivable
control account.

« Restrict access to accounts receivable files and data
used in processing receivables.

P ————
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Appendix 6C

Illustrative Audit Case: Keystone
Computers & Networks, Inc.

Part I: Audit Planning

“The Keystone Conpters & Networks,In. (KCN) cas i usd throughout th text 1 illstrte audit
procedures and methodology. KCN is @ company that slls and nstalls computes workstations and
networking software 1 busines casiomers, The CPA i of Adams, Barnes & Co. has audited the
financal sttements of KON forthe past hre years Ths art ofthe ase llstrats selctve audit lan-
ning workin papers pcpared by he staffof Adams, Barns & o for this year's audit. You should rad
{hrovgh the information {0 obtain a0 understanding of th natre of th nformation that i mporant (0
planning an audit engagement. The working papers include:

 The balance sheet and icomme satemen or e company fo th prioryear, 20X4.
Al balance for 1231/XS, with comparatve amounts for 1231/X4.

KEYSTONE COMPUTERS & NETWORKS, INC.

Balance Sheet
Decamber 31,204
Assats
Cument Assets
o s sase
Trade receivables, lessalowance fo doubtful accounts of $96,000 s
Accounts recelable-—offcers 57603
Inventory 1234589
Prepaid expenses 156300
otalcurent assets sosanen
Eaquipment and leasehold improvements, at cost
Equipment and furiture 5 105083
Leasehold improvemens 98500
51w
Less accumulated deprecation @sosen
5 saser
Intangiie assets net of amortzation 5 1000000
Labilties and Stockholders” Equity
Current iabilies
Lineof creit 5 6812550
Accounts payable 1349839
‘Current maturites o capallease obligations 43200
Accrued expenses 178500
Total current Habiltes 5 aimaam
Captal leae obligations,es current maturtes s _ssem0
otal labilties sasam
Stockholders equity
‘Common stoc.§1 par vlue: 1,000,000 shares authorzed: s 200000
200000 shares ised and outsanding
Addtionsl paid n capital 3500

Retained earnings 2615078
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238 Chapter six

KEYSTONE COMPUTERS & NETWORKS, INC.
Statements of Income and Retsned Eamings

ear Ended Dacember 31, 20K

Netsies
Costof goods sold
ros profit
Seling experses:
Salris
Payrol benefis and taxes
Advertising and promation
Travel and enterainment
Miscelaneous

Operating and admiistration expenses:

Operating salaries:
Adminisrative salaries

Payrol eneis and taxes
Rent

wriites
Insurance

Legal and accounting
Seddent

Supples

Depreciation and amorization
Software development
Micelaneous

Total seling,operating, and
“sdminstrative xperses
Operating income
Interes expense
Income before income taxes
Income tases.
Carent
Defered

Netincome.
Retained earings,January 1, 20X4
Retained earings, Dacember 31, 204

P
797300
20095
356890
w757
2450
sse345
e
25100
a5

§eam08

s 25
e

$98.459566
78,122,035
23

sweuns

s 1713016
a3
simien

s
5 wears
5 1626208
sae1sam

* “The analytical raios working paper, partally completed. (The atiosfor 20X have been et of)

- The st planfo the adit ofthe Snancil sstments fo theyesr ended 123115

A fradrisk ascssment.

* The ngagement et fo the i, presened n Figure 6.2 (pages 191-192) ofthis chater.
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KEYSTONE COMPUTERS & NETWORKS, INC. Proparedby WL
‘Anaiyical Review Ratos Reviewedby
Forthe Priod Ended December 31, 20X5

Ending  Ending

Ratio 23X 123X Industry
Current ratio 12 13
ays sles n accouns receivable, computed with average s w0
“sccounts receivable

Atlowance for doubtul sccountaccounts ecaivable 1% -
Bad debt expenseet sales o2 -
Total abiltienet worth 27 29
Returnon total asets s3% 0%
Returnon net wart 5% 290%
Return on net sales 0% 23%
Gross profiunet saes 2% a0k
Seling. operating, and adminisrative expanseiet sles nen 2w

Times interet camed a 55

KEYSTONE COMPUTERS & NETWORKS, INC.

‘Auditstrategy
Decamber 31,205

Date
Prepared by Warren Love Senior) August 14,2005
Revewed by: Karen West (Mansger) ugust 28,2006
Reviewed by: Crares Adams (Partner) September 5, 205

‘OBJECTIVES OF THE ENGAGEMENT
Aot o the financial sstements o Keystons Computers & Neoworks, nc. (KCN), for the year cnded
December 31, 20XS. Also, the company'sdeb areemnnt with Westen Financial Sevices requies the
company o fmish the lender a report by our fim on KCN's complince with various resicive debt
covenans.

BUSINESS AND INDUSTRY CONDITIONS
KON sels ad installs computers and networking ardware and softwar 0 business customers andpro-
vide other informaton echnology consuling service. KCN also has begun developing it own com-
puter networking softwae 0 be soldasa product s customers. The company's prmary compeiive
srategy i 0 maitaina high lvel oftechnical expertis anda browd range of services.

KCN's longterm succes is contingent on i abily 1o arac and rtain qualifed informaton tech-
nology personnel. The market for such ndividals i very compeiive. However,th company has o
competiive advantage becaus of s deirble geographi location (Phocnix), whichhas  arge number
of colcges with echnology programs.

“The market for computers an related products is extremly compeitive. KCN competes with
Jarge reailers of compuers, such as Del, Fewlet Packard, and Appi. The companyalso competes
with other value-added reselies who provide computers and software producs and consulin scr-
vice diecly 1o customers. To efectvely compet, the company must b able [0 ot inverlories
Ofsate-of-the-art equipmenton a el basi. Because th company doesnot have the buying power
of some o its ather compectors, it encraly must charge  higher prcefo s products. s customers
are willing 1 pyth hghe price because of he high evel of expertise and sevice that the company
ooy
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