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.01 During planning, as part of the risk assessment procedures, the auditor should perform preliminary analytical procedures to
· understand the entity’s business, including current-year transactions and events;

· identify account balances, transactions, ratios, or trends that may signal  risks of material misstatement, including any risks related to fraud (see FAM 260); and
· determine the nature, extent, and timing of further audit procedures to be performed.

.02 The auditor performs preliminary analytical procedures when they are likely to provide useful planning information; this often relates to the reliability of comparative information. For example, in a first-year audit, comparative information might be unreliable; therefore, preliminary analytical procedures may be limited. Additionally, for some accounts, it may be difficult to perform preliminary analytical procedures on an interim basis because of the lack of reliable information until year-end. 
.03 The auditor generally should perform the following steps to achieve the objectives of preliminary analytical procedures:

a. Develop expectations: The auditor should develop expectations for account balances based on plausible relationships that are reasonably expected to exist. For example, as loan activity increases, the auditor would also expect loans receivable balances to increase. If the loans receivable balance decreased, counter to the auditor’s expectations, the auditor should make inquiries to understand why. A decrease could be caused by higher loan payoffs, write-offs, or some other logical reason. However, the decrease could also have occurred due to an error or possible fraud.  
The financial data used in preliminary analytical procedures generally are summarized at a high level, such as the level of financial statements.  If financial statements are not available, the auditor may use trial balances, the budget, or financial summaries to determine expectations for the entity’s financial position and results of operations. When preliminary analytical procedures use data summarized at a high level, the results of these procedures provide only a broad initial indication about whether a material misstatement may exist. The auditor should consider the results of these procedures along with other information gathered when identifying risks of material misstatement.
b. Compare current-year amounts to expectations: Use of unaudited comparative data may not allow the auditor to identify significant fluctuations, particularly if an item consistently has been treated incorrectly, for example, if all accruals were not recorded. Also, the auditor may identify fluctuations that are not really fluctuations due to errors or omissions in unaudited comparative data.

A key to effective preliminary analytical procedures is to use information that is comparable in terms of the time period presented and the presentation (i.e., same level of detail and consistent grouping of detailed accounts into summarized amounts used for comparison).

The auditor may perform ratio analysis on current-year data and compare the current year’s ratios with expectations based on those derived from prior periods or budgets. The auditor does this to study the relation​ships among components of the financial statements and to increase knowledge of the entity’s activities. The auditor uses ratios that are relevant indicators or measures for the entity. Also, the auditor should consider any trends in the performance indicators prepared by the entity.

c. Identify significant fluctuations: The auditor should identify fluctuations between recorded amounts and expectations. Fluctuations are differences between the recorded amounts and the amounts expected by the auditor, based on comparative financial information and the auditor’s knowledge of the entity. Fluctuations refer to both unexpected differences between current-year amounts and comparative financial information as well as the absence of expected differences.  
The auditor generally should establish parameters for identifying significant fluctuations. When setting these parameters, the auditor may consider the amount of the fluctuation in terms of absolute size, the percentage difference, or both. The amount and percentage used are usually based on materiality. An example of a parameter is “All fluctuations in excess of $10 million and/or 15 percent of the expectation or other unusual fluctuations (such as debit amounts in accounts having normally credit balances) will be considered significant.”
d. Inquire about significant fluctuations: Fluctuations may result from errors or fraud, from changes in operations, or from changes in the entity organization that the auditor did not consider when determining expectations. The auditor should discuss identified fluctuations with appropriate entity personnel. The focus of this discussion is to consider whether the fluctuation could result from error or fraud and whether the auditor adequately understands the entity’s operations. In doing this, the auditor should consider the types of errors or fraud that could have caused the fluctuations.  
For preliminary analytical procedures, the auditor does not need to corroborate the explanations since they will be tested later. However, the auditor should determine whether the explanations obtained appear reasonable and consistent. If the entity personnel indicate that the operations or organization has changed, the auditor may adjust the expectations and then determine whether there is still a significant fluctuation. The inability of appropriate entity personnel to explain the cause of a fluctuation may indicate the existence of risk of material misstatement due to control, fraud, or inherent risk. 
.04 The auditor should consider the results of preliminary analytical procedures in assessing the risk of material misstatement due to error or fraud (see FAM 260).
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