 
Use of Analytical Procedures in Planning the Audit
In the audit planning phase, analytical procedures serve as an attention-directing device. They are used by auditors to help determine the nature, timing, and extent of their substantive procedures. The objective of using analytical procedures in this phase is to increase the auditor’s understanding of the client and identify specific audit risks by considering unusual or unexpected balances or relationships in aggregate data.
Analytical procedures used in planning the audit might include the following:
· Account balance comparison. Compare unadjusted trial balance amounts with adjusted tried balance amounts of the prior year.
· Computation of significant ratios. Compare current year ratios to current industry ratios and prior year computing ratios.
· Computation of ratios using nonfinancial and financial data. E.g., sales per square foot of sales space.
· Regression analysis. This procedure is discussed in a separate section below.
 
A question arises concerning the auditor’s response to the results of analytical procedures in the planning stage. One study indicates that when the results signal possible errors, the auditor assigned more hours to testing than when the results indicated the possibility of no errors. However, when the results indicated the possibility of no errors, the auditor did not reduce the hours preliminarily assigned to testing (Cohen & Kida, 1989). Those results provide some confirmation of the auditor’s tendency toward conservation. That conservative tendency is one explanation why auditors increase their type I error risk (the risk of not accepting a materially correct balance) and decrease their type II error risk (the risk of accepting a materially incorrect balance).
Most auditors use relatively simple types of analytical procedures in planning the audit. In one study it was found that simple quantitative techniques involving ratio and trend analysis were most commonly used (Holder, 1983).
The effectiveness of analytical procedures in the planning stage is, to some degree, determined by the investigation threshold of the auditor: “the extent of deviations from expected values after which an auditor modifies the audit plan“. Investigation thresholds usually are arbitrary. One study found that the most widely used decision rule in planning the audit was to investigate if the account balance had changed by more than 10 percent from the previous year (Coakley, 1982).
It has been recommended that investigation thresholds be computed more rigorously by using “univariate” and “bivariate” statistical distributions (Harper et al., 1990).
 
Use of Analytical Procedures as a Substantive Test
Although US Statement on Auditing Standards SAS No. 56 does not require the auditor to use analytical procedures as a substantive test, auditors use them for that purpose. The extent to which the auditor uses analytical procedures as a substantive test depends on the level of assurance the auditor wants in achieving a particular audit objective and the tolerable error for a specific account balance.
Here are the rules:
· The higher the level of assurance desired, the more predictable must be the relationship used.
· The higher the tolerable misstatement, the less predictable must be the relationship used.
· As a general rule, relationships involving income statement accounts are more predictable than relationships involving only balance sheet accounts.
 
The results of one study indicate that analytical procedures may enhance audit effectiveness, especially when employed in conjunction with a minimum level of substantive auditing procedures.
Conventional analytical procedures comparisons, ratios, trend analysis do not have the precision necessary for the auditor to rely on them alone as a substantive test. Auditors believe that those procedures provide limited negative assurance, and therefore their use as a substantive test is limited. Some researchers believe that the expected effectiveness of analytical procedures depends on the assertion being audited and the design of the procedure.
Analytical procedures may be somewhat more effective than tests of details for tests of completeness and reasonableness of reserves (e.g., doubtful accounts and depreciation). Tests of details will be more effective in testing the existence or ownership assertion (Blocher & Loebbecke, 1993).
 
 
Use of Analytical Procedures in Final Review of the Audit
The application of analytical procedures in the final review of the audit is one of the last audit tests. Those procedures assist the auditor in assessing conclusions reached concerning certain account balances and in evaluating the overall financial statement presentation.
Procedures such as the following may be applied: 
· Comparisons with similar financial data of the prior year or of the client’s industry.
· Ratio analysis.
· Trend analysis.
· Development of common-size financial statements.
 
The objective of analytical procedures in the final phase of the audit is similar to that in the planning phase attention directing. Unfavorable results will require the auditor to investigate the reasons for those results.
As a final step in the audit, the auditor must determine if the company has the ability to continue in business for at least one year from the balance sheet date (US Statement on Auditing Standards SAS No. 59, “The Auditor’s Consideration of an Entity’s Ability to Continue as a Going Concern” 1988). Ratios such as the current ratio and the debt-to-equity ratio aid the auditor in making this assessment.
In assessing a company’s ability to continue as a going concern, auditors apply models using ratios and trends that have been developed to predict bankruptcy. Those models use various ratios. One of the models was developed using a statistical technique (multiple discriminant analysis) and five ratios. Those ratios for a public company are:
· Working Capital/Total Assets
· Retained Earnings/Total Assets
· Earnings before Interest and Taxes/Total Assets
· Market Value of Equity/Book Value of Total Debt
· Sales/Total Assets
 
Coefficients were determined for those ratios. The total of the five produces a “Z” score which, if below a certain level, indicates the strong possibility of impending bankruptcy within a year or two (Altman & McGough, 1947).
The development of regression models is relatively more costly than ratio analysis and requires statistical expertise. Regression analysis is, however, superior to other analytical procedures in detecting material hours. With the development of statistical based computer software, this procedure will be more frequently used.
Simple analytical procedures comparisons, ratio analysis, trend analysis, and common size financial statements are effective as attention directing tools in the planning and final review stages of the audit. Those procedures are also effective when used in conjunction with a minimum level of tests of details as a substantive test. As computer technology continues to develop, auditors will use regression models as an analytical procedure. It is the most effective and ultimately most efficient of the analytical procedures.
· Working Capital/Total Assets
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· Explanation of Working Capital to Total Assets:
· The Working Capital to Total Assets ratio measures a company's ability to cover its short term financial obligations (Total Current Liabilities) by comparing its Total Current Assets to its Total Assets.  This ratio can provide some insight as to the liquidity of the company, since this ratio can uncover the percentage of remaining liquid assets (with Total Current Liabilities subtracted out) compared to the company's Total Assets.
· Importance of Working Capital to Total Assets:
· An increasing Working Capital to Total Assets ratio is usually a positive sign, showing the company's liquidity is improving over time. A low or decreasing ratio indicates the company may have too many Total Current Liabilities, reducing the amount of Working Capital available.

· Retained Earnings/Total Assets
	
	Retained Earnings 

	Retained Earnings to Total Assets = 
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· Explanation of Retained Earnings to Total Assets:
· The Retained Earnings to Total Assets ratio measures the company's ability to accumulate earnings using its Total Assets. 
· Importance of Retained Earnings to Total Assets:
· A high, or increasing Retained Earnings to Total Assets ratio is usually a positive sign, showing the company is able to continually retain increasingly more earnings.  As a company grows and matures, you should see this ratio increase.



· Earnings before Interest and Taxes/Total Assets
Top of Form
Interest Coverage Ratio
The Interest Coverage Ratio measures how readily the company can pay its Interest Expense payments on its debt obligations.
If Interest Coverage Ratio increases over time:
An increasing Interest Coverage Ratio is usually a positive sign, showing the company is more able to pay its Interest Expense with its earnings.
If Interest Coverage Ratio decreases over time:
A decreasing Interest Coverage Ratio is usually a negative sign, showing the company is less able to pay its Interest Expense with its earnings.
If Interest Coverage Ratio stays the same over time:
An unchanged Interest Coverage Ratio may indicate the company''s ability to pay its Interest Expense with its earnings has remained the same.
· Debt Equity Ratio
The debt-to-equity ratio (D/E) is a financial ratio indicating the relative proportion of shareholders' equity and debt used to finance a company's assets.[1] Closely related to leveraging, the ratio is also known as Risk, Gearing or Leverage. The two components are often taken from the firm's balance sheet or statement of financial position (so-called book value), but the ratio may also be calculated using market values for both, if the company's debt and equity are publicly traded, or using a combination of book value for debt and market value for equity financially

· Sales/Total Assets
· Top of Form
· Total Asset Turnover
· The Total Asset Turnover measures a company's effectiveness in generating sales revenue from investments back into the company. Total Asset Turnover evaluates the efficiency of managing all of the company's assets.
· If Total Asset Turnover increases over time:
· An increasing Total Asset Turnover usually indicates the company has been more effective in the use of the investments made in the company (Total Assets).
· If Total Asset Turnover decreases over time:
· A decreasing Total Asset Turnover usually indicates the company has been less effective in the use of the investments made in the company (Total Assets).
· If Total Asset Turnover stays the same over time:
· An unchanged Total Asset Turnover usually indicates the company''s effectiveness in the using the investments made in the company (Total Assets) has remained the same.
· Bottom of Form

P/E ratio
[image: \mbox{P/E ratio}=\frac{\mbox{Price per Share}}{\mbox{Annual Earnings per Share}}]
For example, if stock A is trading at $24 and the earnings per share for the most recent 12 month period is $3, then stock A has a P/E ratio of 24/3 or 8. Put another way, the purchaser of the stock is paying $8 for every dollar of earnings. Companies with losses (negative earnings) or no profit have an undefined P/E ratio (usually shown as Not applicable or "N/A"); sometimes, however, a negative P/E ratio may be shown.
By comparing price and earnings per share for a company, one can analyze the market's stock valuation of a company and its shares relative to the income the company is actually generating. Stocks with higher (and/or more certain) forecast earnings growth will usually have a higher P/E, and those expected to have lower (and/or riskier) earnings growth will in most cases have a lower P/E. Investors can use the P/E ratio to compare the value of stocks: if one stock has a P/E twice that of another stock, all things being equal (especially the earnings growth rate), it is a less attractive investment. Companies are rarely equal, however, and comparisons between industries, companies, and time periods may be misleading
	N/A  
	A company with no earnings has an undefined P/E ratio. By convention, companies with losses (negative earnings) are usually treated as having an undefined P/E ratio, even though a negative P/E ratio can be mathematically determined.

	0–10
	Either the stock is undervalued or the company's earnings are thought to be in decline. Alternatively, current earnings may be substantially above historic trends or the company may have profited from selling assets.

	10–17
	For many companies a P/E ratio in this range may be considered fair value.

	17–25
	Either the stock is overvalued or the company's earnings have increased since the last earnings figure was published. The stock may also be a growth stock with earnings expected to increase substantially in future.

	25+
	A company whose shares have a very high P/E may have high expected future growth in earnings or the stock may be the subject of a speculative bubble.
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