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.01 FAM 475 provides guidance on the application of substantive analytical procedures. These procedures consist of evaluations of financial information made by a study of plausible relationships among both financial and nonfinancial data. Analytical procedures also encompass the investigation of identified fluctuations and relationships that are inconsistent with other relevant information or deviate significantly from predicted amounts. 
The auditor develops an expectation or estimate of the recorded amount based on an analysis and understanding of relationships between the recorded amounts and other data. This expectation is then used to form a conclusion on the recorded amount. A basic premise underlying analytical procedures is that plausible relationships among data may reasonably be expected to continue unless conditions have changed or the data are misstated. (For further information, refer to AU 329 or the AICPA Audit Guide, Analytical Procedures.)

.02 Scanning account detail and recomputation are two other audit procedures related to substantive analytical procedures. Scanning consists of searching for unusual items in the detail of account balances. Scanning is an appropriate tool for investigating the cause of a significant fluctuation, but it is not a substantive analytical procedure on its own. The auditor should investigate unusual items identified through scanning to obtain substantive audit assurance about the cause of the fluctuation. For example, the auditor identifies an unusual fluctuation in the property balance when performing other substantive procedures. In scanning a detail listing of vehicles, the auditor may find an auto valued at $600,000.00 which appears unusually high. Further investigation finds the decimal point was misplaced when the data was entered and the vehicle should be recorded at $6,000.00.  
The auditor may also independently compute an estimate of an account balance, which is sometimes referred to as recomputation or an overall test of reasonableness. These recomputations are considered substantive analytical procedures. When making recomputations, the auditor should assess the reliability of the data used and should follow the steps used for performing substantive analytical procedures. An example is recomputing the amount of depreciation expense on equipment using the accounting method, useful life, and date the asset was placed into service.
.03 The risk of forming the incorrect conclusion on the account balance tested may be higher for substantive analytical procedures than for detail tests due to the extensive use of the auditor’s professional judgment. Accordingly, quality control is of critical importance. To help maintain quality in these procedures, experienced audit team personnel should perform, or closely supervise and review, the assessment of the reliance to place on procedures, design of procedures, and formulation of conclusions as a result of procedures.
.04 In designing substantive analytical procedures, as discussed in AU 318, the auditor should determine:
· the suitability of using substantive analytical procedures, given the assertions;
· the reliability of the data, whether internal or external, from which the expectation of recorded amounts or ratios are developed;
· whether the expectation is sufficiently precise to identify the possibility of a material misstatement at the desired level of assurance;
· the amount of any difference in recorded amounts from expected values that is acceptable; and
· the risk of management override of controls.

The auditor should determine whether to test the controls, if any, over the entity’s preparation of information to be used by the auditor in applying analytical procedures. When such controls are effective, the auditor has greater confidence in the reliability of the information and therefore in the results of analytical procedures. 
Performing Substantive Analytical Procedures
.05 If substantive analytical procedures are used, the auditor generally should: 

a. Determine the amount of the limit. The limit is the amount of difference between the auditor’s expectation and the recorded amount that the auditor will accept without investigation. The determination of the limit is a matter of the auditor’s judgment, although some guidelines are provided in FAM 475.06. These guidelines incorporate the amount of substantive audit assurance desired from analytical procedures.

b. Identify a plausible, predictable relationship and develop a model to calculate an expectation of the recorded amount. Determine the type of misstatements that are likely to occur and how those misstatements would be detected by the model.

c. Gather data for developing the expectation, and perform appropriate procedures to establish the reliability of the data. The reliability of data is discussed further in FAM 495.15 A.
d. Develop the expectation of the recorded amount using the information obtained during the previous steps. The preciseness of the expectation is subject to the auditor’s judgment and is discussed further in FAM 495.23-.25 A.

e. Compare the expectation with the recorded amount, and note the difference.

f. Obtain explanations from appropriate entity personnel for differences that exceed the limit, since such differences are significant.

g. Corroborate the entity’s explanations for significant differences by examining evidence.

h. Determine whether the explanations and corroborating evidence provide sufficient evidence for the desired level of substantive audit assurance. If unable to obtain a sufficient level of substantive audit assurance from substantive analytical procedures, the auditor should perform additional procedures as discussed in FAM 475.13-.18 and evaluate whether the difference represents a misstatement.

i. Evaluate whether the assessment of risk of material misstatement remains appropriate, particularly in light of any misstatements identified. Revise the assessment of risk of material misstatement, if necessary, and consider the effects on the extent of detail tests.

j. Document on the Schedule of Uncorrected Misstatements (as discussed in 540.04) the amount of any misstatements detected by substantive analytical procedures and their estimated effects. The limit (the amount of the difference between the recorded amount and the expectation that does not require explanation) is not a known or likely misstatement and is not posted to the Schedule of Uncorrected Misstatements.  The amount of any known or likely misstatements does not include the amount of the limit.
k. Conclude on the fair presentation of the recorded amount.

l. Include documentation of work performed, results, and conclusions. See FAM 490.

Guidelines for Establishing the Limit
.06 As discussed above, the limit is the amount of the difference between the expected and recorded amounts that can be accepted without further investigation. The auditor generally should use the following guidelines in establishing the limit for each level of reliance on analytical procedures for substantive audit assurance:
· Complete reliance: The limit is 20 percent or less of tolerable misstatement.

· Partial reliance: The limit is 30 percent or less of tolerable misstatement.

· No reliance: Substantive analytical procedures are not needed.

Auditors using different limits should document the basis for the limit used.

Investigating Significant Differences
Causes of Significant Differences

.07 Differences between the expectation and the recorded amount relate to either factors not included in the model (such as specific unusual transactions or changes in accounting policies), a lack of preciseness of the model, or misstatements (either errors or fraud). The auditor’s objective in investigating significant differences is to determine whether they represent misstatements or one of the other factors.
Amount of Difference to Be Explained

.08 When obtaining explanations, the auditor should discuss with entity personnel the model and assumptions used to develop the expectation. Entity personnel will then be in a better position to provide the auditor with a relevant explanation. If the amount of the difference exceeds the limit, the auditor generally should ask entity personnel to provide an explanation for the entire difference between the recorded amount and the expectation. However, the auditor may decide to stop if the explanation covers the portion of the difference that exceeds the limit (see fig. 475.1).  If the difference does not exceed the limit, an explanation is not required. The auditor should identify and corroborate all significant factors that cause the expectation to differ from the actual amount, regardless of whether the factors increase or decrease the difference.

Figure 475.1: Explanations When Recorded Amount Exceeds Limit
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Corroboration of Explanations

.09 The relevance and reliability of corroborating evidence may vary significantly. Therefore, the extent of corroboration of explanations is left to the auditor’s professional judgment. Corroboration may consist of examining supporting documentation or corroborating explanations from personnel in the accounting department and personnel in the appropriate operating department knowledgeable about the entity’s operations. 
The auditor should quantify and address the direction and magnitude of the event causing the fluctuation and corroborate explanations received. In determining whether sufficient corroborating evidence has been obtained, the auditor should determine whether sufficient corroborating evidence has been obtained based on the guidelines for complete and partial assurance discussed in FAM 470.06. In evaluating explanations, the auditor should also determine whether the difference is caused by error or fraud. 

Example of an Adequate Explanation for a Significant Fluctuation

.010 Assume that the auditor assessed tolerable misstatement to be $25 million. Additionally, assume that the auditor has determined, after evaluating the risk of material misstatement, to perform a substantive analytical procedure with a limit of $5 million. The auditor estimated interest expense at $80 million by multiplying the average loan balance of $1 billion by an average interest rate of 8 percent. Both of these averages were computed through a simple average of beginning-of-year and end-of-year amounts. The recorded amount of interest expense, $95 million, is higher than the estimated amount by $15 million and exceeds the limit by $10 million.

.011 An explanation from entity personnel that ”we borrowed more money this year and interest rates are higher than last year” would not be adequate since it explains why interest is likely to be higher but not how much higher (it corroborates direction, not amount). The auditor should ask management to quantify the explanation by indicating when interest rates changed and when amounts borrowed changed. The auditor should then corroborate the information provided.
.012 An example of an adequate explanation follows.
Management determined that interest rates increased during the year and then fell and were computed to average 9 percent based on the attached monthly weighted average. Additionally, $100 million was borrowed and repaid during the year, and the additional borrowings were outstanding for 6 months. Therefore, the average loan balance was actually $50 million higher and the average interest rate was 1 percent higher than the figures used in the original estimate.

Therefore, 97 percent of the interest expense in excess of the expectation can be explained as follows (in thousands):
                      $1,000,000
X
1%
=
$10,000

                      +     50,000
X
9%     
=
    4,500
                      Amount of difference explained

$14,500


The auditor examined correspondence from lenders and loan statements to corroborate these explanations. The auditor was satisfied that these covered the significant factors and that it was not necessary to obtain an explanation for the remaining $.5 million or 3 percent difference. The auditor concluded that interest expense is not misstated and no amounts are posted to the Schedule of Uncorrected Misstatements. 
Course of Action in the Event of Inadequate Explanations or Corroborating Evidence

.013 If an explanation and/or corroborating evidence does not adequately explain the fluctuation sufficient to provide either complete or partial assurance, the auditor should perform additional substantive procedures. These procedures may consist of

· increasing the effectiveness of the substantive analytical procedures by making the expectation more precise to obtain the desired assurance; 

· performing tests of details and placing no reliance on the substantive analytical procedures that were ineffective; or 

· treating the difference as a misstatement.

.014 The auditor should determine the effectiveness and efficiency of the above options. Deciding whether to perform additional substantive procedures is a matter of the auditor’s professional judgment. The auditor should perform additional procedures to provide adequate assurance that aggregate misstatements that exceed tolerable misstatement have been identified.

.015 To increase the persuasiveness or effectiveness of an analytical procedure, the auditor may make the expectation more precise by

· building a more sophisticated model by identifying more key factors and relationships; 

· disaggregating the data (such as using monthly instead of annual data
); or

· using more reliable data or obtaining greater confidence in the data’s reliability by corroborating the data to a greater extent.

Measuring the precision of the expectation and the impact of changing each of these factors on the procedure’s effectiveness is difficult. The auditor may consult with an expert in this field.

Supplemental Analytical Procedures
.016 If detail tests are used to test the account balance because adequate explanations cannot be obtained or corroborated, the auditor still should obtain an overall understanding of the current-year financial statements when applying overall analytical procedures at the financial statement level. See FAM 520.  
.017 Additionally, if analytical procedures originally performed as a substantive test do not provide the necessary assurance, the auditor may use those procedures to supplement an understanding of the account balances or transactions after performing detail tests.

.18       When the auditor places no reliance on substantive analytical procedures, all assurance is provided by detail tests. In this situation, the auditor may use supplemental analytical procedures to increase the auditor’s understanding of the account balances and transactions after performing the detail tests. When using supplemental analytical procedures, the      auditor uses professional judgment to determine which fluctuations to obtain explanations for and which explanations to corroborate.
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� If data are disaggregated, the limit is still applied on an annual basis.
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