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Notice to Readers

T h is  pub licatio n , Review  E ngagem ents— N ew  and  E xpanded  G uidance on A nalytica l P roce
dures, Inquiries, and  O ther P rocedures , is a practice a id  that helps C P A s  p erfo rm  m ore e ffe c tive  
re v ie w  engagem ents and understand and im p lem en t recent standards.

T h is  practice aid  is an O ther C o m p ila tio n  and R e v ie w  P u b lication  as defined  in  Statem ent on  
Standards fo r A ccounting  and R e v ie w  Services (S S A R S ) N o . 11, S tandards f o r  A ccounting and  
Review  Services  (A IC P A ,  Professional Standards, vo l. 2, A R  sec. 5 0 ). O ther C o m p ila tio n  and  
R e v ie w  Publications have no au thorita tive  status; how ever, they m ay help  the accountant under
stand and app ly  the S S A R S .

I f  yo u  ap p ly  the guidance in c lu d ed  in  an O th e r C o m p ila tio n  and R e v ie w  P u b lica tio n , you  
should be satisfied  that, in  yo u r ju d g m e n t, it  is both  appropria te  and re levan t to the c irc u m 
stances o f  y o u r engagem ent. Th is  P rac tice  A id  has been re v ie w e d  b y  the A IC P A  A u d it  and A t 
test Standards s ta ff and pub lished b y  the A IC P A , and is presum ed to be appropria te . T h is  
docum ent has not been approved, d isapproved, or o therw ise acted on by a senior techn ica l 
co m m ittee  o f  the A IC P A .

C o p yrig h t ©  2 0 0 4  by
A m e r ic a n  In s titu te  o f  C er tified  P u b lic  A cco u n ta n ts , Inc. 
N e w  York, N Y  1 0 0 3 6 -8 7 7 5

A ll  r igh ts  reserved. F o r  in fo rm a tion  a b o u t the p ro c e d u re  f o r  requ es tin g  p e rm iss io n  to m a ke  cop ies  o f  
a n y  p a r t  o f  th is  w ork, p le a se  ca ll th e  A IC P A  C o p yrig h t P e rm iss io n s  H o tlin e  a t  (201 ) 938-3245 . A  
P erm iss io n s  R e q u e s t F o rm  f o r  e -m a ilin g  requ ests  is a va ila b le  a t w w w .a icp a .o rg  by c lick in g  on the  
co p yrig h t no tice  on a n y  pa g e . O therw ise, requ ests  sh o u ld  be w ritten  a n d  m a ile d  to the P e rm iss io n s  
D ep artm en t, A IC P A , H a rb o rsid e  F in a n c ia l C enter, 201 P la za  Three, J e rsey  City, N J  07311-3881 .
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Intro d u c tio n

R eview  Engagem ents— N ew  a nd  E xpanded  Guidance on A na ly tica l Procedures, Inquiries, and  
O ther P rocedures  is a practice a id  designed to help  C P A s  p erfo rm  m ore e ffe c tive  re v ie w  en
gagem ents and to im p lem en t S tatem ent on Standards fo r  A cco u n tin g  and R e v ie w  Services  
(S S A R S ) N o . 10, P erform ance o f  R eview  Engagem ents  (A IC P A ,  P ro fessional S tandards , vo l. 2, 
A R  sec. 100 ). T h is  practice a id  c la rifies  certa in  existing  S S A R S , suggests w ays o f  im p lem en tin g  
existing  and n ew  standards in  special circum stances, and provides p ractica l guidance to he lp  im 
p lem en t the changes to S S A R S  N o . 1, C om pilation and  R eview  o f  F inancial Statem ents  (A IC P A ,  
P rofessional Standards, vo l. 2 , A R  sec. 100 ).

Over view  of a  Review  En g ag em ent  an d  th e  Chang es  
Made  b y  SSARS  No. 10

A  re v ie w  o f  f in a n c ia l statements under S S A R S  N o . 1 consists o f  tw o  phases. F irs t, through in 
q u iry  and ana ly tica l procedures, yo u  gather a lim ite d  am ount o f  in fo rm atio n  to determ ine  
w hether a c lie n t's  fin a n c ia l statem ents are presented in  accordance w ith  g en era lly  accepted ac
counting princ ip les  (G A A P ) .1 Second, based on the lim ite d  am ount o f  in fo rm atio n  you  co llect, 
you  express lim ite d  assurance on  the fin a n c ia l statements. T h a t lim ite d  assurance states that you  
"are not aw are  o f  any m ateria l m od ifica tions  that should be m ade to the fin a n c ia l statements in  
order fo r  them  to be in  co n fo rm ity  w ith  G A A P ."

T h e  fundam en ta l steps in  the re v ie w  engagem ent are as fo llow s:

•  D e ve lo p  an understanding o f  the accounting principles and practices used in  the c lien t's  industry.

• D e v e lo p  a general understanding o f  the c lie n t's  organ ization ; its operating characteristics; and  
the nature o f  its assets, lia b ilitie s , revenues, and expenses.

• M a k e  appropriate inqu iries  o f  the c lient.

• P e rfo rm  appropriate ana ly tica l procedures.

• R ead  the c lie n t's  f in a n c ia l statements.

S S A R S  N o . 1 has a lw ays p rov ided  guidance on ana ly tica l procedures, inqu iries , and other p ro 
cedures app licab le  to a re v ie w  o f  fin a n c ia l statements. H o w e v e r, S S A R S  N o . 10 am ends S S A R S  
N o . 1 b y  p rovid ing:

• N e w  and expanded guidance on  ana ly tica l procedures, in c lud ing  specific  guidance on d eve lo p 
ing  expectations

1Throughout this publication, any reference to GAAP includes, where applicable, comprehensive bases o f accounting 
other than GAAP, such as cash or tax basis.
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• N e w  and expanded guidance on inqu iries , in c lu d in g  specific  n ew  inqu iries  to be d irected to  
m anagem ent

• N e w  inqu iries  regard ing  fraud  in  a re v ie w  engagem ent

•  N e w  w ritte n  representations regard ing  fraud  in  the m anagem ent representation le tter

• C la rific a tio n  o f  guidance regard ing  w o rk in g  paper docum entation  in  a re v ie w  engagem ent, in 
c lud ing  a requ irem ent to  docum ent expectations developed in  p erfo rm in g  ana ly tica l p roce
dures in  w h ic h  s ign ifican t expectations are not otherw ise rea d ily  determ inab le

S ince S S A R S  N o . 1 was issued in  1978 , there has been no substantial change to the requirem ents  
fo r  a re v ie w  engagem ent. O v e r tim e , as a result o f  feedback fro m  the peer re v ie w  process, the 
A cco u n tin g  and R e v ie w  Services C o m m ittee  (A R S C )  becam e aw are  o f  the need to update and  
expand the guidance re la ted  to inqu iries  and analytics in  re v ie w  engagem ents.

S ince a re v ie w  engagem ent provides lim ite d  assurance that no m ate ria l m od ifica tions  need to be  
m ade to the fin a n c ia l statements fo r  them  to be in  c o n fo rm ity  w ith  G A A P , and because fin an c ia l 
statem ent m isstatem ents cou ld  be in ten tiona l (fra u d ) o r un in ten tio nal (e rro r), A R S C  fe lt  that 
C P A s  should m ake  inqu iries  re lated  to frau d  in  a re v ie w  engagem ent.

G iv e n  the conclusion re la ted  to the requ ired  in q u iry  about fraud, A R S C  also fe lt  that there should  
be w ritte n  representations about fraud  in  the m anagem ent representation letter.

A R S C  also fe lt  that there w ere  questions about docum entation  re la ted  to re v ie w  engagem ents, 
p a rtly  due to the fac t that the S S A R S  do not p rov ide  enough specific  docum entation  guidance fo r  
practitioners to use re la ted  to this issue.

T h e  expanded illu s tra tive  inqu iries  ( in  A p p e n d ix  B  o f  S S A R S  N o . 1) re la te  to the fac t that the i l 
lustra tive  inqu iries  had not been updated since 1978 . M a n y  o f  the illu s tra tive  inqu iries  had be
com e dated and, p r im a rily  because o f  n ew  technical literature , there w as a need to prov ide  m ore  
com prehensive guidance re lated  to these inquiries .

K now ledge of A c c o u n tin g  Pr in c iples  an d  Practices

P ro ced u res  fo r  co n d u c tin g  a re v ie w  o f  f in a n c ia l statem ents  g e n e ra lly  are l im ite d  to  in q u ir 
ies and a n a ly t ic a l p ro ced u res . T h e  s p e c ific  in q u ir ie s  m ad e  and a n a ly t ic a l p rocedures  p e r
fo rm e d  sho u ld  be ta ilo re d  to  the  en g ag em en t based on y o u r  k n o w le d g e  o f  the  c lie n t's  b u s i
ness and in d u s try .

T h e  p e rfo rm a n c e  o f  a re v ie w  eng ag em en t assum es that yo u  h ave  an adequate und erstand ing  
o f  accountin g  p rin c ip le s  and practices o f  the c lie n t's  in d u stry . R e v ie w  procedures can be p e r
fo rm e d  e ffe c t iv e ly  o n ly  i f  y o u  are fa m il ia r  w ith  the  in d u s try -s p e c ific  accountin g  p rin c ip le s  
used b y  the c lie n t.
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Practice Pointer. You can obtain an understanding of specialized accounting principles by referring to 
appropriate material. For example, you may:

• Review relevant AICPA Audit and Accounting Guides.
• Review financial statements of other entities in the same industry.
• Consult with other individuals familiar with accounting practices in the industry.
• Read relevant AICPA industry Audit Risk Alerts.
• Read periodicals, textbooks, and other publications that discuss financial accounting and reporting 

practices.
• Attend seminars conducted by accounting and industry groups.

F o r m an y re v ie w  engagem ents, the c lien t does not use specia lized  o r un ique accounting prac
tices. In  this case, a kno w led g e  o f  G A A P  o r an o ther com prehensive basis o f  accounting, as they  
re la te  to a ll entities, is su ffic ien t background to execute a re v ie w  e ffe c tive ly .

I f  the c lie n t operates in  an industry characterized  b y  specia lized accounting princ ip les , you  
should be fa m ilia r  w ith  that industry 's  specia lized  accounting princ ip les , practices, and m ethods.

Y o u  should also develop an understanding o f  the c lient's  organization w ith  regard to accom plishing  
its business objectives. W hereas the understanding o f  the c lient's  organization need only be general, 
you m ust be able to relate the fundam ental structure o f  the c lient to im plications fo r the financial 
statements. S S A R S  N o . 1 does not elaborate on w hich  specific factors o f  the c lient's  organization  
should be understood, but the types o f  factors you m ay w ant to consider include the fo llow ing:

• L e g a l fo rm  o f  business organ iza tion  (tha t is, corporation, partnership , sole proprietorship , etc.)

• H is to ry  o f  the c lien t to a id  in  understanding the fin a n c ia l statements

•  P rinc ipals  and key  personnel

• O rg an iza tio n  chart

S S A R S  N o . 1 states that you should obtain  a general understanding o f  the c lien t's  operating char
acteristics as part o f  the rev iew  engagem ent. Th is  understanding w o u ld  include the fo llow in g :

• U nderstand ing  the c lie n t's  products and services

• Id e n tify in g  the c lie n t's  operating locations

• U nderstand ing  the c lie n t's  p roduction  m ethods

• U nderstand ing  the c lie n t's  d is tribu tion  system

• U nderstand ing  the c lie n t's  com pensation m ethods

•  Id e n tify in g  m ateria l transactions w ith  re lated  parties

A n  understanding o f  the c lie n t's  operating characteristics can be obtained b y  m ak in g  inqu iries  o f  
the c lie n t's  principals  and k e y  personnel, and b y  observing the c lie n t's  operations.

3



R eview  E ngagem ents—N ew  an d  E xpanded  G uidance on A n a ly tica l P rocedures, Inquiries, an d  O th er Procedu res 

D evelop ing  an understanding o f  the accounting principles used in  the c lien t's  industry and a gen
eral understanding o f  the c lien t's  business (c lien t's  organization and operating characteristics) pro
vides a basis fo r understanding the nature o f  the c lien t's  assets, liab ilities , revenues, and expenses.

A n a ly t ic a l  Procedures

A n aly tica l procedures invo lve  the study, comparison, and evaluation o f  relationships am ong financial 
and nonfinancial data at a point in  tim e and the trend in  those relationships over a period o f  tim e. A  
basic prem ise underlying analytical procedures is that plausible relationships am ong data m ay rea
sonably be expected to exist in  the absence o f  kno w n  conditions to the contrary. Particular conditions 
that can cause variations in  these relationships include, fo r exam ple, specific unusual transactions or 
events, accounting changes, business changes, random  fluctuations, or misstatements.

Practice Pointer. Note that there is a subtle difference between analytical procedures performed for an audit 
engagement and a review engagement. This difference is based on the desired level of assurance. In an 
audit, the analytical procedures are designed to provide reasonable assurance that the financial statements 
are fairly presented. In an audit, the analytical procedures are used as an aid to the auditor in planning the 
nature, timing, and extent of other auditing procedures; as a substantive test to obtain evidential matter about 
particular assertions related to account balances or classes of transactions; and as an overall review of the 
financial information in the final review stage of an audit. In a review, they are performed in connection with in
quiries of management to provide moderate assurance that you are not aware of any material misstatements.

In  a re v ie w , the ob jectives o f  ana ly tica l procedures are to:

• P rov ide  a basis fo r the lim ite d  assurance p rov ided  in  the re v ie w  report.

• Id e n tify  fin a n c ia l statem ent item s that appear to be m a te ria lly  m isstated.

A n a ly tic a l procedures w il l  o ften  prov ide  a basis fo r  add itio na l inqu iries , because the procedures  
m ay bring  to yo u r attention  o ther s ign ifican t m atters a ffec ting  the fin a n c ia l statements that m ig h t 
otherw ise not have been apparent.

T h ere  are tw o  general steps in  p erfo rm in g  ana ly tica l procedures:

• D evelop  expectations by identify ing  and using plausible relationships that are reasonably expected  
to exist, based on your understanding o f  the entity and the industry in  w h ich  the entity operates.

• C o m p are  the recorded am ounts, o r ratios developed fro m  recorded am ounts, to the expecta
tions you  developed.

T y p e s  o f  A n a ly t ic a l P ro c e d u re s

T h ere  are various types o f  ana ly tica l procedures that you  can use to evaluate the reasonableness 
o f  the fin a n c ia l in fo rm atio n , rang ing  fro m  sim ple com parisons to co m plex  m odels in v o lv in g

4
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m any relationships and elem ents o f  data. T h e  fo llo w in g  are the three broad types o f  ana ly tica l 
procedures co m m o n ly  used b y  accountants:

• Trend analysis  is the com parison o f  a recorded am ount to the p rio r-y e a r balance or to a trend  
o f  balances fro m  tw o  or m ore periods. A  com m on exam p le  is com paring  m o n th ly  totals fo r  
sales fo r  the current and preceding  year.

• R atio  analysis  is the com parison o f  a ra tio  calcu lated  fo r  the current period  to a re lated or s im i
la r  ra tio  fo r a p rio r period, an industry standard, o r a budget. F in an c ia l and operating ratios are 
com m only classified into four m ajor categories: liquidity, profitability, leverage, and activity ratios.

• M odel-based  procedures (reasonableness tests) are the use o f  c lie n t operating data and the  
re levan t external data (industry  in fo rm atio n  and general econom ic in fo rm atio n ) to develop  an 
expectation  fo r  the recorded am ount. These procedures ty p ic a lly  use operating and external 
data in  add itio n  to fin an c ia l data to p e rfo rm  reasonableness tests. F o r exam ple , the num ber o f  
em ployees can be used to determ ine average w ages or vacation  pay  per em ployee.

In  practice, a specific  ana ly tica l procedure takes on characteristics o f  a ll three types o f  p roce
dures (trend  analysis, ra tio  analysis, and reasonableness tests). F o r exam p le , the results o f  co m 
puting  the current ra tio  (ra tio  analysis) are com pared to current ratios o f  previous years (trend  
analysis) and evaluated  based on yo u r understanding o f  current factors a ffec ting  the c lien t's  
w o rk in g  cap ita l accounts (test o f  reasonableness).

W h a te v e r type o f  ana ly tica l procedures is used, these procedures inc lude com parisons o f  key  f i 
nancia l data to:

• P rio r-p e rio d  fin a n c ia l in fo rm atio n

• B udgeted  and forecasted fin a n c ia l in fo rm atio n

• S im ila r  in fo rm atio n  regard ing  the industry in  w h ic h  the en tity  operates

• N o n fin a n c ia l in fo rm atio n  that m ay  a ffec t f in a n c ia l in fo rm atio n

C om parison o f  C urren t F in an c ia l D ata to P rio r Periods

T h e  m ethod m ost co m m o n ly  used in  practice is com parison w ith  am ounts fro m  p rio r periods. 
Th is  invo lves using fin a n c ia l in fo rm atio n  fo r  the com parable p rio r period (s) (g iv in g  considera
tion  to kn o w n  changes) to develop  expected am ounts and com paring  these expected am ounts  
w ith  curren t-year recorded am ounts.

A  va rie ty  o f  techniques are used to fac ilita te  com parisons, in c lud ing  trend analysis and ratio  
analysis. C o m m o n  exam ples inc lude com parisons o f  the fo llo w in g :

• T h e  current yea r's  account balance w ith  that o f  a p rio r year

• T h e  deta il o f  the current yea r's  account balance w ith  that o f  a p rio r year
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• C u rren t-year ratios w ith  those o f  the p rio r year

• C u rren t-year percentage relationships w ith  previous years

C om parison o f  C u rren t F in an c ia l D ata  to B u dgets an d  Forecasts

A lth o u g h  m an y  sm all businesses do not prepare m ean in g fu l budgets o r forecasts, com parison  
w ith  c a re fu lly  prepared budgets and forecasts m ay  be ve ry  e ffec tive . E v en  i f  f in a n c ia l budgets or 
forecasts are not prepared, some com panies m a in ta in  m anufacturing  o r production  budgets that 
m ay be ve ry  e ffe c tive  fo r  certa in  ana ly tica l purposes.

K eep  in  m in d , how ever, that m anagem ent m ay  be m otiva ted  to m an ipu la te  fin a n c ia l results to  
m eet budgets or forecasts, and that budgets o r forecasts m ay  be used m ore fo r  m o tiva tio n a l pur
poses than as rea lis tic  expectations.

C om parisons to In d u stry  Data

Published industry data can p rov ide  a rich  source o f  in fo rm atio n  fo r  ana ly tica l procedures. I f  a 
c lien t d iffe rs  fro m  the o ther firm s  in  the industry w ith  respect to characteristics such as o w n er
ship or f in a n c ia l structure, product d ivers ity , age o f  assets, o r custom er m ix , the industry ratios  
m ay not be m ean in g fu l o r m ay  need to be adjusted.

Som e o f  the m ore co m m o n ly  ava ilab le  sources o f  general industry data include:

• A nnua l S ta tem ent Studies, R o b ert M o rris  Associates (w w w .rm a h q .o rg )

• C ost-of-D oing-Business Series, D u n n  &  B radstreet ( w w w .d n b .c o m )

• F inancial S tudies o f  the Sm all Business, F in an c ia l Research Associates (w w w .fra fssb .co m )

• K ey B usiness Ratios, D u n n  &  B radstreet (w w w .d n b .c o m )

• M ergen t O TC  Industria l M anual, M o o d y 's  Inves to r S erv ice  (w w w .m e rg e n t.c o m )

• A lm anac o f  Business and Industrial Financial Ratios, Aspen Publishers (www.aspenpublishers.com)

In  addition, a num ber o f  industry trade organizations publish industry data. I f  you r c lient is a m em ber 
o f  an industry trade organization, you  m ay be able to receive data d irectly  fro m  the organization.

C om parisons U sing  N o n fin an c ia l In fo rm ation

A  c lien t m ay  generate a varie ty  o f  non fin an c ia l data that m ay be used to m ake  com parisons w ith  
recorded am ounts. E xam ples  o f  this data include:

• P roduction  in  units

• D ire c t lab o r hours

• N u m b e r o f  sales calls
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• S ize  o f  sales s ta ff

• Square fee t o f  selling  space

Because non fin an c ia l operating data o ften  are generated and m ain ta ined  outside o f  the account
ing  departm ent, com parisons in v o lv in g  such data can o ffe r an independent check on the reason
ableness o f  re la ted  fin a n c ia l in fo rm atio n . Tests in v o lv in g  n o n fin an c ia l data are som etim es re 
ferred  to as reasonableness tests  since non fin an c ia l data are used to determ ine the reasonableness  
o f  am ounts recorded in  the fin a n c ia l in fo rm atio n .

T re n d  A n a ly s is

T h e  com parisons em ployed  in  trend analysis m ost o ften  in v o lv e  using annual o r aggregate data. 
H o w e v e r, trend analysis m ay  also be p erfo rm ed  w ith  m o n th ly  o r quarterly  data.

T h e  p e rio d -to -p e rio d  change m ethod uses (1 )  the absolute change o r (2 )  the rate o f  change to  
pred ic t the am ount fo r  the current period.

E x h ib it  1, "T re n d  A n a ly s is ,"  illustrates these tw o  form s o f  analysis. In  the absolute change  
m ethod, to p red ic t sales fo r  yea r 3 , add the increase (o r decrease) in  sales betw een  year 1 and  
year 2  to the am ount in  year 2 . T o  p red ict the sales fo r  year 3 using the rate o f  change m ethod, 
m u ltip ly  one plus the percentage o f  change betw een  year 1 and year 2  b y  yea r 2 's  sales.

Exhibit 1 Trend Analysis 

H istorica l Sales Data
20X3 $456,000 
20X4 $504,000

Absolute Change Method
Predicted Sales for 20X5

Rate o f Change Method
Predicted Sales for 20X5

20X4 Sales + (20X4 Sales -  20X3 Sales) 
$504,000 + ($504,000 -  $456,000) 
$504,000 + $48,000 
$552,000

20X4 Sales x (20X4 Sales ÷  20X3 Sales) 
$504,000 x ($504,000 ÷  $456,000) 
$504,000x1.1053 
$557,053
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R a tio  A n a ly s is

R a tio  analysis enables yo u  to incorporate in to  com parisons a kn o w led g e  o f  relationships betw een  
fin a n c ia l statem ent am ounts. T h e re fo re , i t  can be used to m ake  com parisons w ith  ratios d eve l
oped fro m  com parable p rio r periods o r w ith  ratios o f  o ther firm s.

P ro fita b ility  ratios are p artic u la rly  usefu l in  fin d in g  m isstatem ents o f  net incom e. T h e  ratios  
m ig h t also lead  to the detection o f  the overstatem ent o f  assets (understatem ent o f  expenses) or 
the understatem ent o f  lia b ilitie s  (overstatem ent o f  revenue).

R a tio  analysis is m ost appropriate w hen  the re la tionsh ip  betw een accounts is fa ir ly  predictable  
and stable. R a tio  analysis can be m ore e ffe c tiv e  than trend analysis because com parisons be
tw een  balance-sheet accounts and incom e statem ent accounts can revea l unusual fluctuations that 
an analysis o f  o n ly  one account m a y  not.

R atio  analysis m ay be perform ed using financial ratios or using com m on-size statements. S ignificant 
ratios fo r m any sm all business engagements include p ro fitab ility , activity, leverage, and liqu id ity .

P ro fitab ility  R atios

P ro fita b ility  ratios are as fo llow s:

• R e tu rn  on sales =  N e t incom e ÷  N e t  sales

• R e tu rn  on to ta l assets =  N e t  incom e T o ta l assets

• R e tu rn  on equ ity  =  N e t incom e ava ilab le  to com m on stockholders ÷  A v erag e  com m on stock
holders ' equ ity

• Gross p ro fit  percentage =  Gross p ro fit  ÷  N e t  sales

• Percentage change in  sales =  (C u rren t yea r's  net sales -  Las t yea r's  net sales) ÷  Las t yea r's  net 
sales

A c tiv ity  R atios

A c tiv ity  ratios are as fo llow s:

• R eceivab les  tu rnover =  C re d it sales A v erag e  net receivab les

• D a ys  sales in  accounts rece ivab le  =  3 6 0  ÷  R eceivab les  tu rnover

• In v e n to ry  tu rnover =  C ost o f  sales A v erag e  inven to ry

• D a ys  in ven to ry  =  3 6 0  ÷  In ven to ry  tu rnover

Leverage R atios

L everage  ratios are as fo llo w s:
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• D e b t to assets =  T o ta l debt ÷  T o ta l assets

• D e b t to eq u ity  =  T o ta l debt ÷  T o ta l equ ity

• C o verage  ra tio  =  (N e t  incom e +  In terest expense) ÷  In terest expense

• Cash f lo w  to to ta l debt =  N e t  cash f lo w  ÷  T o ta l debt

L iq u id ity  R atios

L iq u id ity  ratios are as fo llow s:

• C u rren t ra tio  =  C u rren t assets ÷  C u rren t liab ilities

• A c id  test ra tio  (o r q u ick  ra tio ) =  Q u ic k  assets ÷  C u rren t lia b ilit ie s

• W o rk in g  cap ita l tu rnover =  N e t sales ÷  A v erag e  w o rk in g  cap ita l

T h e  com m on-s ize  statem ent m ethod  invo lves  d isp lay ing  each fin a n c ia l statem ent am ount as a 
percentage o f  a re lated  base, such as to ta l revenues o r to ta l assets. C o m m o n -s ize  statements are  
especia lly  usefu l, because m an y expenses bear a no rm al re la tionsh ip  to to ta l revenues. C o m m o n -  
size statem ents m ay  also be needed fo r  com parison w ith  industry data.

T o  use ra tio  analysis e ffe c tiv e ly , you  should be aw are  o f  the re la tionsh ip  betw een  the item s used  
in  ca lcu latin g  the ratio . F o r exam p le , in  com paring  the gross p ro fit  percentage o f  a com pany over  
tim e , yo u  should rem em ber that this ra tio  m ay  be affected  b y  the fac t that cost o f  goods sold is 
m ade up o f  f ix e d  and variab le  costs and the fac t that the sales m ix  m ay  have changed.

Practice Pointer. Additional guidance for performing analytical procedures may be found in Statement 
on Auditing Standards (SAS) No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU 
sec. 329), as amended, and in the AlCPA's Audit Guide entitled Analytical Procedures.

S e le c t io n  o f  A n a ly t ic a l P ro c e d u re s

A lth o u g h  professional ju d g m en t m ust be used in  the selection o f  ana ly tica l procedures, you  
should consider the fo llo w in g  practica l guidelines w hen  m ak in g  the selection.

N ature o f  the A ssertion

Focusing on the assertion that the analytical procedure is designed to address often clarifies the selec
tion. T h e  focus m ay be on existence, rights and obligations, completeness, valuation, or presentation.

P lau s ib ility  an d  P red ic tab ility  o f  the R elationship

A n a ly tic a l procedures are used based on the assum ption that p lausib le  and pred ictab le  re la tio n 
ships exist am ong the fin a n c ia l and n o n fin an c ia l data. T h e  m ore p lausib le  and pred ictab le  the re 
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la tionship , the m ore assurance can be derived  fro m  the procedure. H o w e v e r, it  is also im p ortan t 
to understand that som e data m ay  appear to be re lated , bu t are not.

R elationships in  a stable env ironm en t are usu ally  m ore pred ictab le  than relationships in  a d y 
nam ic  or unstable env ironm en t, and those relationships in v o lv in g  incom e statem ent accounts 
tend to be m ore pred ictab le  than relationships in v o lv in g  o n ly  balance-sheet accounts. T h e  reason  
is that incom e statem ent accounts represent transactions over tim e , and balance-sheet accounts 
represent am ounts as o f  a po in t in  tim e.

R e lationships in v o lv in g  transactions subject to  m anagem ent d iscretion are som etim es less pre 
d ictab le , such as in  the situations in  w h ic h  m anagem ent elects to in cu r large am ounts o f  m a in te 
nance expense rather than replace p lan t and equ ipm ent, o r a situation in  w h ic h  m anagem ent de
lays advertis ing  expenditures.

L eve l o f  D e ta il

T h e  in fo rm atio n  that is gathered fro m  app ly ing  ana ly tica l procedures is qu ite  broad. F o r this rea 
son, ana ly tica l procedures are m ost usefu l w hen  they are app lied  to disaggregated data. F o r e x 
am ple , i t  is gen era lly  m ore usefu l to com pute the gross p ro fit  m arg in  fo r  a single product lin e  
than fo r  the com pany as a w ho le .

M ateria lity

A n a ly t ic a l p rocedures should  be ap p lie d  to account balances that, i f  m issta ted , c o u ld  h ave  a 
m a te ria l e ffe c t on  the f in a n c ia l statem ents. A ls o , the range o f  accep tab le  balances varies  d e 
p en d in g  on  the  m a te r ia lity  o f  the  account u n d er in v e s tig a tio n . A lth o u g h  yo u  should  be m ost 
concerned  w ith  m a te r ia l balances, in d iv id u a lly  im m a te r ia l balances that are c o lle c t iv e ly  m a 
te r ia l can not be ig n o red .

P revious Errors

I f  the re v ie w  is a continu ing  engagem ent, errors discovered in  previous engagem ents should be  
used as a gu ide in  the selection o f  ana ly tica l procedures. F o r exam p le , i f ,  in  the previous re v ie w , 
you  d iscovered that the c lien t d id  a poor jo b  in  p e rfo rm in g  a proper year-end  c u to ff  o f  inven to ry  
purchases, appropriate  ana ly tica l procedures should be used during  the current engagem ent to  
m ake sure the error has not been repeated.

C om plex Transactions

I f  the c lien t has engaged in  co m plex  transactions during  the period , you  should con fo rm  a n a ly ti
ca l procedures to these transactions to determ ine w hether the o ve ra ll account balances are con
sistent w ith  yo u r expectations.
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E x p e c ta t io n s

T h e  develo pm ent o f  expectations about a c lie n t is h ig h ly  ju d g m en ta l. A lth o u g h  expectations de
ve loped  in  p e rfo rm in g  ana ly tica l procedures in  connection w ith  a re v ie w  o rd in a rily  are less en
com passing than those developed in  an audit, you  m ust be able to  assim ilate a w ea lth  o f  in fo rm a 
tio n  in to  a series o f  lo g ica l and in te rn a lly  consistent expectations. In  deve lo p in g  expectations, 
you  should be aw are  o f  three fundam en ta l categories o f  in fo rm ation :

• B ro ad  econom ic conditions

• In d ustry -spec ific  conditions

• C lien t-sp ec ific  conditions

B ro ad  E conom ic C onditions

B ro ad  econom ic conditions establish the background fo r  develo p in g  expectations. Y o u  should  
stay in fo rm ed  o f  the reg ional and national econom y, because these factors can have a s ign ifican t 
effe c t on the c lien t and u ltim a te ly  on the c lie n t's  f in a n c ia l statements. F o r  exam p le , i f  interest 
rates are on an u p w ard  trend, you  w o u ld  expect the c lie n t's  in terest costs (assum ing the am ount 
o f  debt outstanding is re la tiv e ly  stable and its m atu rity  is short te rm ) to increase com pared w ith  
the previous year's  results.

In d u stry-S p ec ific  C onditions

T h e  conditions that characterize the c lie n t's  industry p rov ide  in fo rm atio n  that a llow s you  to fo r 
m u la te  m ore deta iled  expectations. These conditions inc lude the econom ic cyc le  o f  the industry, 
the m atu rity  o f  the industry, the pace o f  techno log ica l change w ith in  the industry, and re levan t 
governm enta l regulations. F o r exam p le , i f  the c lie n t's  industry is in  the trough o f  an econom ic  
cyc le , yo u  w o u ld  expect excess operating capacity  to create s ign ifican t vo lu m e variances that 
w o u ld  a ffec t the gross p ro fit  m arg in  and the c lie n t's  overa ll p ro fita b ility .

C lien t-S pecific  C onditions

G en era lly , awareness o f  the factors un ique to a c lien t is obtained through in q u iry  or p rio r k n o w l
edge o f  the c lien t. A s  discussed la te r in  this pub lica tio n , inqu iries  should be d irected  at ob ta in ing  
a general understanding o f  the c lie n t's  o rgan iza tion  and operating characteristics and the nature  
o f  its assets, lia b ilit ie s , revenues, and expenses. F o r exam ple , you  should develop  a kn o w led g e o f  
the c lie n t's  p roduction  and com pensation m ethods, d is tribu tion  system , operating  locations, m a 
te ria l transactions w ith  re lated  parties, and products and services. Y o u  m ay have developed such 
kn o w led g e  as a result o f  p rio r re v ie w  engagem ents and other services fo r  the c lien t. F o r exam ple , 
based on p rio r engagem ents, yo u  m ay  be aw are  that the c lien t usu ally  m akes costing errors w hen  
pric in g  certa in  raw  m aterials.
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T h e re  is an in te rre la tio n s h ip  b e tw een  a n a ly tic a l p rocedures p e rfo rm e d  and y o u r k n o w le d g e  
o f  the  c lie n t and the  in d u s try  in  w h ic h  it  operates , in  that th is k n o w le d g e  is essentia l to in te r 
p re t the  results o f  the procedures and to d e te rm in e  w h en  a d iffe re n c e  fro m  an exp ected  
am o u n t is s ig n ific a n t.

I t  is im p ortan t to k n o w  w hen  fluctuations fro m  previous periods result fro m  changed conditions  
(e .g ., m a jo r increases in  product selling  price , in ven to ry  obsolescence, a change in  cred it p o lic y ).

I t  is eq u a lly  im p ortan t to id e n tify  w hen  an item  is supposed to fluc tuate  but does not. F o r in 
stance, suppose the gross p ro fit  percentage rem ains substantially  the same, even though there  
have been s ign ifican t increases in  raw  m ateria l costs and no m a jo r price increases.

A  good source o f  in fo rm atio n  to keep up to date on econom ic and industry trends is the A IC P A 's  
annual A u d it  R is k  A le r t  series. In  add ition  to the G eneral A u d it R isk  A lert, the A IC P A  also pub
lishes the fo llo w in g  industry risk  alerts:

• C onstruction  Contractors

• D ep o s ito ry  and L en d in g  Institu tions

• E m p lo ye e  B e n e fit Plans

• H e a lth  C are

•  H ig h  T ech n o lo g y

• Insurance

• In vestm ent Com panies

• M an u fa c tu rin g

• N o t-F o r -P ro fit  O rgan izations

• R e a l Estate

• Securities

• State and L o c a l G overnm ents  

E v a lu a t in g  R e s u lts

T h e  actual result o f  app ly ing  a specific  ana ly tica l procedure to the c lie n t's  fin an c ia l in fo rm atio n  
should be eva luated  in  lig h t o f  yo u r o rig in a l expectation  o f  the result. In  m ak in g  the eva luation , 
you  should em phasize ob jective  analysis rather than ra tion a liza tio n . O b je c tiv e  analysis is con
cerned w ith  eva luating  the results o f  the ana ly tica l procedure to determ ine w hether the result is 
consistent w ith  the expectation. R a tio n a liza tio n  is characterized  b y  searching fo r  conditions that 
support a resu lt w ith o u t id en tify in g , fo r  exam p le , w h ic h  conditions are the m ost im portan t, m ost 
lo g ica l, and m ost re levan t to the eva luation .

12



R eview  E ngagem ents—N ew  an d  E xpanded  G uidance on A n a ly tica l P rocedures, Inquiries, an d  O ther P rocedu res 

C o m p arin g  actual results to expected results requires that you develop  gu idelines on w hat a sig
n ifican t fluc tu a tio n  is. F o r exam p le , a c lie n t's  gross p ro fit  m arg in  m ig h t be 4 7  percent this year  
com pared to 45  percent last year, and you  have the expectation  that, in  general, there is no reason  
to expect a change in  the gross p ro fit  m arg in . Is  the tw o -percen tage-po in t d iffe rence  significant?

In  d e te rm in in g  w h e th er a d iffe ren c e  be tw een  an actual resu lt and an expected  one is s ig n ifi
cant, yo u  m ust re la te  the ite m  be ing  ana lyzed  to thresholds estab lished fo r  the engagem ent. F o r  
exa m p le , in  the case o f  the gross p ro fit  percentage d iffe ren c e  o f  tw o  po ints, yo u  m ay  have de
te rm in ed  that an ite m  is p o te n tia lly  m a te ria l i f  opera ting  in co m e co u ld  be m isstated b y  7 p e r
cent o r cu rren t assets cou ld  be m isstated b y  9 percent. In it ia lly ,  the tw o -p erce n ta g e -p o in t d if 
ference should be treated  as an error, converted  to a d o lla r  am ount, and re la ted  to (1 )  operating  
in co m e (cost o f  goods sold understated and tax  expense understated ) and (2 )  cu rren t assets 
(end ing  in ven to ries  overstated).

I t  should be em phasized that the m ate ria lity  analysis is p re lim in a ry  and is p erfo rm ed  to prov ide  
you  w ith  som e d irection . I f  the assum ed error is c learly  im m a te ria l, yo u  gen era lly  w o u ld  not in 
vestigate the m atter further. I f  the assum ed error is m ateria l or approaches the m ate ria lity  thresh
old , you  should consider add itio na l investigation , inc lud ing  m ak in g  inquiries , perfo rm in g  other 
ana ly tica l procedures, and p erfo rm in g  non analy tica l procedures, such as recom puting  in fo rm a 
tion . In  the above exam ple , you  m ay  decide to re v ie w  the c lie n t's  inven to ry  count procedures or 
test the costing on the in ven to ry  sum m arization .

C are  m ust be exercised in  m aking  com parisons w ith  p rio r-period  amounts. I f  conditions have  
changed, the com parab ility  o f  amounts or ratios m ay be affected. F o r exam ple, inventory accounts 
m ay illustrate on ly  a slight change in  re la tion  to the prio r years' balances. O n  the other hand, you  
m ay be aw are o f  a curta ilm ent in  production late in  the current year that should have resulted in  a 
significant am ount o f  inventory  liqu idation . R em em ber, the absence o f  an expected change m ay  
also be significant. F o r exam ple, in  com puting gross p ro fit percentages, you m ay discover that the 
percentage is essentially the same fo r each year. Th is  does not necessarily m ean that the results do  
not require  add itional investigation. In  other w ords, the com parison should be based on expected  
results fo r the current year. There fore , in  the current engagem ent, you m ay  discover that the gross 
p ro fit fo r a lin e  o f  products had been sign ifican tly  reduced because a com petito r began to sell a 
s im ilar product during the current year. Y o u  should investigate the lack  o f  change in  gross p ro fit  
percentages as an error that could have a m ateria l effect on the financia l statements.

M a n y  accountants have d iff ic u lty  w ith  ana ly tica l procedures in  situations in  w h ic h  conditions  
have changed and a s ign ifican t d iffe rence  is expected in  the data, bu t the d iffe ren ce  does not e x 
ist because o f  a m isstatem ent. In  these situations, there is no substitute fo r a thorough kno w led g e  
o f  the c lie n t's  business and h o w  it  has changed in  the current year. I t  o ften  helps to ask yourself, 
"B ased on w h at I  k n o w  about the business, should the ratios fo r  the p rio r years be com parable to  
this year?"
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Practice Pointer. SSARS No. 10 does not define the term significant expectations. Instead, you will 
have to use your professional judgment to determine whether the expectation you developed is signifi
cant and whether the expectation is readily determinable from documentation of the work performed.

Documentation of Analytical Procedures

SSARS No. 1, as amended, requires you to document the analytical procedures performed and the 
expectations that you developed, if significant expectations are not otherwise readily determin
able from the documentation of the work performed, along with the factors that you considered 
in the development of those expectations. Exhibit 2, “Illustration of Documentation—Analytical 
Procedures,” illustrates the way in which analytical procedures for revenue might be documented 
in the working papers.

Exhibit 2 Illustration of Documentation— Analytical Procedures

Revenue—Analytical Procedures
12/31/X5

Recorded Balance $11,540,500

Expectation for X5 11,434,000

Absolute Difference $ 106,500

Relative Difference 0.92%

Difference appears reasonable; procedure supports that revenue is not materially misstated.

The expectation was developed using the prior year's reviewed sales balance and adjusting for a
3.4 percent average sales increase and a 2 percent increase in sales volume based on shipping data. Reports of
product sales were reviewed and compared to prior year's reports. No significant changes in sales mix were noted.

Calculation of Expectation
Revenue for the year ended 12/31/X4 $10,841,200

Multiply: Sales volume increase x_______ 1.02

$11,058,024

Multiply: Average sales increase x 1.034

Expectation for X5 $11,433,997
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E n g a g e m e n t E f f ic ie n c y

In  a re v ie w  engagem ent, the fo llo w in g  steps m ay  help  im p ro ve  e ffic iency :

• O m it  o r l im it  com parisons o f  curren t-year fin a n c ia l data to budgets or forecasts i f  p rio r exp eri
ence w ith  the c lien t has show n that the budgets and forecasts are unreasonable, unrealistic , or 
do not represent m anagem ent's  best estim ate.

• B e fo re  spending any am ount o f  tim e  p erfo rm in g  ana ly tica l procedures in v o lv in g  com parisons  
w ith  industry data, evaluate w hether the c lie n t's  lin e  o f  business is the same as the industry  
standards and w hether there is s ign ifican t varia tio n  in  the data reported  and in  the structure o f  
the com panies.

•  W h e n  p lanning analytical procedures, determ ine the extent and ava ilab ility  o f  client-prepared f i 
nancia l and operating data and becom e fa m ilia r  w ith  such in fo rm ation . M o s t entities develop a 
vast am ount o f  in fo rm ation  to help  m anagem ent analyze operations and m ake business deci
sions. B e fo re  spending the tim e to accum ulate and analyze such in fo rm ation , any in te rn ally  pre
pared m anagem ent reports and analyses that w o u ld  serve the same purpose should be obtained.

• Som etim es accountants tend to p e rfo rm  an excessive num ber o f  ana ly tica l procedures and ra 
tios regardless o f  th e ir re levance to the engagem ent. B e fo re  p erfo rm in g  an ana ly tica l procedure  
or ra tio , ask, " W h a t type o f  usefu l evidence w il l  this re la tionsh ip  provide?"

In  ap p ly in g  an a ly tica l procedures in  a re v ie w  engagem ent, both  effectiveness and e ffic ien cy  m ay
be ach ieved b y  using the fo llo w in g  approach:

1. Id e n tify  im m a te ria l account balances o r classes o f  transactions. D o  not app ly  ana ly tica l p ro 
cedures to them .

2. Id e n tify  account balances or classes o f  transactions to w h ich  you have app lied other accounting  
services (bookkeeping or payro ll services, fo r exam ple). Consider the in fo rm ation  that you a l
ready have and w hether any m ateria l errors are lik e ly  to rem ain. I f  you  be lieve you already  
have suffic ient evidence fo r those account balances or classes o f  transactions to reduce the risk  
o f  m ateria l m isstatem ent to a m oderate leve l, do not apply ana lytical procedures to them .

3. F o r the rem ain in g  account balances and classes o f  transactions, develop  expectations (fo r  ex 
am ple , using h istorica l trends adjusted fo r  kn o w n  changes) fo r  them .

4 . C o nsider h o w  close the existing  account balance o r class o f  transaction com es to the expecta
tion  developed in  item  3. I f  the d ifferences are sm all, no add itio na l evidence is needed.

5. I f  the d ifferences are large, m ateria l errors cou ld  exist. In q u ire  about v a lid  business reasons 
fo r  the d iffe rence . I f  the results o f  in q u iry  are p lausib le  and agree w ith  o ther in fo rm atio n , no  
add itio na l evidence m ay  be needed.
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6. I f  add itio na l in fo rm atio n  is needed, app ly  o ther ana ly tica l procedures o r obtain  o ther suitable  
evidence.

O v e ra ll, the purpose o f  the inqu iries  and ana ly tica l procedures is to p rov ide  you  w ith  the p rim a ry  
basis fo r  expressing lim ite d  assurance that no m ateria l m od ifications should be m ade to the f i 
nancia l statements. S S A R S  N o . 1 does not specify h o w  m any procedures m ust be perfo rm ed  in  
order to  express the lim ite d  assurance. T h e  exten t and type o f  procedures p erfo rm ed  is a m atter  
o f  p rofessional ju d g m en t.

K eep  in  m in d , too, that S S A R S  a llo w  the m o d ifica tio n  o f  in q u iry  and ana ly tica l procedures. F o r  
exam p le , you  m ay  have acquired kn o w led g e  about the en tity  in  the perform ance o f  audits o f  the  
en tity 's  fin a n c ia l statements, the co m p ila tio n  o f  the en tity 's  fin a n c ia l statements, or other ac
counting services (such as bookkeep ing  services). T h is  acquired kn o w led g e  m ay  be su ffic ien t to  
reduce the extent o f  inquiries and ana ly tica l procedures, a lthough you w o u ld  have the same de
gree o f  respo nsib ility  w ith  respect to the fin a n c ia l statements (expressing lim ite d  assurance that 
no m ate ria l m od ifica tions  should be m ade to the fin a n c ia l statem ents).

A n a ly t ic a l P ro c e d u re s  in  I n i t ia l  R e v ie w  E n g a g e m e n ts

A ccountants o ften  question h o w  to app ly  ana ly tica l procedures on in it ia l re v ie w  engagem ents. 
F o r exam p le , h o w  can you evaluate the results o f  procedures app lied  fo r  the current year i f  you  
are unsure w hether am ounts are com parable to p rio r years or w hether the com pany is n e w ly  
form ed? R e ca ll, fro m  the previous section, that S S A R S  a llo w  you  to m o d ify  yo u r inquiries and  
ana ly tica l procedures based on the kn o w led g e  acquired in  p erfo rm in g  other services. A lth o u g h  
S S A R S  N o . 1 does not cite in it ia l engagem ents as a situation in  w h ic h  yo u  m ay choose to m o d ify  
you r inqu iries  and ana ly tica l procedures, it  is reasonable to assume that these procedures cou ld  
be m o d ifie d  in  in it ia l engagem ents.

In  in it ia l re v ie w  engagem ents, you  m ay  have to re ly  on other sources o f  evidence. F o r exam ple , 
you  m ay  have to re ly  on m ak in g  add itio na l inquiries . Furtherm ore, you  m ay  have a lready com 
p ile d  the fin a n c ia l statements, or m ay  have p rov ided  other accounting or bookkeep ing  services 
fo r  the c lien t. In  these cases, you  m ay re ly  on kn o w led g e  gained fro m  these o ther services to 
supplem ent the lim ite d  ana ly tica l procedures that can be p erfo rm ed  because o f  in su ffic ien t h is
tory. Y o u r  ana ly tica l procedures m ay  also consist o f  com parisons w ith  results fo r  s im ila r clients  
or to industry statistics, and o f  analysis o f  the in terrelationships betw een  accounts.

In q u ir ies

Inqu iries  are a fundam enta l technique used in  a re v ie w  engagem ent to co llect in fo rm atio n  re le 
van t to the fin a n c ia l statements.
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Practice Pointer. Note that SSARS No. 10 amends SSARS No. 1 to specifically require that certain in
quiries be made of "members of management who have responsibility for financial and accounting mat
ters." Previously, SSARS No. 1 did not specify that the inquiries be directed to members of management.

T y p e s  o f  In q u ir ie s

Because o f  the nature o f  the in q u iry  technique, there is no com plete lis t o f  inquiries that should  
be m ade in  a re v ie w  engagem ent. H o w e v e r, S S A R S  N o . 1 states that you should consider m a k 
ing  the inqu iries  described in  the fo llo w in g  sections.

Inqu iries  to M em bers o f  M an ag em en t

A s part o f  the rev iew , you should m ake inquiries to the m em bers o f  m anagem ent w ho have respon
s ib ility  fo r financial and accounting matters concerning the areas described in  the fo llow in g  sections.

Inquiries concernin g conform ity  w ith  G A A P. Y o u  should m ake  inqu iries  to determ ine  
w hether the fin a n c ia l statements have been prepared in  c o n fo rm ity  w ith  G A A P  and w hether  
there have been changes in  the app lica tio n  o f  accounting princip les. I f  such changes have oc
curred, inqu iries  should be m ade to determ ine w hether the changes are appropriate and, i f  so, 
w hether the changes have been accounted fo r  and disclosed in  a m anner consistent w ith  A c 
counting  Princ ip les  B o ard  (A P B ) O p in io n  N o . 20 , Accounting  Changes.
Inquiries concernin g the en tity 's accoun ting prin cip les. A s  discussed earlie r, you  should be  
aw are o f  w h ic h  accounting procedures the c lien t uses. A cco u n tin g  procedures should be ade
quate to record, c lassify, and sum m arize  transactions and accum ulate in fo rm atio n  fo r disclosure  
in  the fin a n c ia l statements in  a m anner that conform s to G A A P . T h e  understanding o f  the nature  
o f  the c lie n t's  accounts provides you  w ith  background to determ ine w hether the accounting pro 
cedures used are appropriate fo r  the c lie n t's  industry.

Inquiries concerning unusual or com plex situations. T h e  fo llo w in g  are exam ples o f  situations  
that m ay  have an e ffec t on the fin a n c ia l statements about w h ic h  you  w o u ld  o rd in a rily  inquire:

• Business com binations

• N e w  or co m p lex  revenue recogn ition  m ethods

• Im p a irm e n t o f  assets

• D ispo sal o f  a business segm ent

• U se  o f  d eriva tiv e  instrum ents and hedging  activ ities

• Sales and transfers that m ay  ca ll in to  question the c lassification  o f  investm ents

• A d o p tio n  o f  n ew  stock com pensation plans or changes to existing  plans

• S ig n ifican t, unusual, o r in freq u en tly  occurring  transactions
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• Changes in  lit ig a tio n  o r contingencies

• Changes in  m a jo r contracts w ith  custom ers or suppliers

• A p p lic a tio n  o f  n ew  accounting princip les

• Changes in  accounting princ ip les  o r the m ethods o f  app ly ing  them

• Trends and developm ents affec ting  accounting estim ates

• C o m p lian ce  w ith  debt covenants

• Changes in  re la ted  parties or s ign ifican t n ew  re la ted  parties

• M a te r ia l o ff-ba lance-sheet transactions, special-purpose entities, and other eq u ity  investm ents

• U n iq u e  term s fo r  debt or cap ita l stock that cou ld  a ffec t c lassification

Inquiries concern in g sign ifican t transactions. Y o u  should m ake  inqu iries  about any s ign ifican t 
transactions that occurred or w ere  recog n ized  near the end o f  the reporting  period.

Inquiries concern in g the status o f  uncorrected  m isstatem ents. Y o u  should m ake  inquiries  
about w hether adjustm ents have been recorded subsequent to a previous engagem ent and, i f  so, 
the am ounts recorded and the period  in  w h ic h  such adjustm ents w ere  recorded.

Inquiries concern in g m atters about w hich  questions have arisen . Y o u  should m ake  inquiries  
i f  questions have arisen in  the course o f  app ly ing  the re v ie w  procedures.

Inquiries concern in g subsequent events. Y o u  should m ake inqu iries  concerning events that oc
cur subsequent to the date o f  the fin a n c ia l statem ents that could  have a m ateria l e ffec t on the f i 
nancia l statem ents. Such events should be ju d g ed  to determ ine w hether they requ ire  an adjust
m ent to or a disclosure in  the rev iew ed  fin a n c ia l statements.

Inquiries concern in g fraud. Y o u  should m ake  inqu iries  regard ing  m anag em ent's  kn o w led g e  o f  
any frau d  o r suspected fraud  a ffec ting  the en tity  in v o lv in g  m anagem ent o r others i f  the fraud  
cou ld  have a m ate ria l e ffec t on the fin a n c ia l statements; fo r  exam p le , com m unications received  
fro m  em ployees, fo rm e r em ployees, o r others.

Practice Pointer. ARSC issued SSARS Interpretation No. 26, "Communicating Possible Fraud and 
Illegal Acts to Management and Others," of SSARS No. 1 (AICPA, Professional Standards, vol. 2, AR 
sec. 9100.26), in conjunction with SSARS No. 10. This new Interpretation provides guidance as to the 
steps you should take to perform the required communication when, during the performance of a compi
lation or review engagement, you suspect that fraud or an illegal act may have occurred. A copy of this 
interpretation is included in Appendix C of this Practice Aid.

Inquiries concern in g sign ifican t jou rn a l entries. Y o u  should m ake  inqu iries  concerning any  
s ign ifican t jo u rn a l entries and other adjustm ents.

18



R eview  E ngagem ents—N ew  an d  E xpan ded  G uidance on A n a ly tica l P rocedures, Inquiries, an d  O th er P rocedu res 

Inquiries concerning com m unications from  regulatory agencies. Y o u  should m ake inquiries  
about any com m unications the c lien t has received  fro m  regu la to ry  agencies.

Inqu iries  C oncern ing  A ctio n s  Taken b y  the B o ard

A s  part o f  the re v ie w , you  should m ake  inqu iries  concerning actions taken at m eetings o f  share
holders, board  o f  d irectors, com m ittees o f  board  o f  directors, o r com parable m eetings that m ay  
a ffec t the fin a n c ia l statements. M a tte rs  that w o u ld  be re levan t include:

• A p p ro v a l o f  key -em p lo ye e  stock option  plans

• A p p ro v a l o f  o ffic e r  com pensation

• A p p ro v a l o f  loan  agreem ents

• A p p ro v a l o f  the disposition o f  specific  assets or segments o f  the business

• D ec la ra tions  o f  stock, cash, o r o ther d iv idends

N a tu re  o f  th e  In q u iry  P ro c e s s

A lth o u g h  the process o f  in q u iry  is s im ple , successful use o f  the technique depends on the in d i
v id u a l w h o  m akes the in q u iry . S p ec ifica lly , you m ust k n o w  w h at questions to ask and h o w  to  
pursue a particu la r lin e  o f  questioning aggressively. T h e  q u a lity  o f  the re v ie w  engagem ent is re 
duced d ram atic a lly  i f  you  p e rfo rm  inqu iries  in  a m echan ica l fashion and accept responses fro m  
c lie n t personnel w ith o u t c ritica l eva luation .

A  va rie ty  o f  questions app ly  to  a lm ost a ll re v ie w  engagem ents, and these questions are o ften  
found  on engagem ent checklists. M o s t o f  these "standard" questions are asked in  a som ew hat 
fo rm a l m anner, w ith  the C P A  in te rv ie w in g  appropriate c lien t personnel and record ing  th e ir re 
sponses d irec tly  in  the w o rk in g  papers.

N evertheless, in q u iry  certa in ly  should not be lim ite d  to this fo rm a l process. In q u iry  is pervasive  
in  a re v ie w  engagem ent, and it  should be v ie w e d  in  a m ore d yn am ic  fashion as a d ia logue. A s  
you  becom e aw are  o f  a circum stance, fact, or re lationship , you  w il l  lo g ic a lly  see a num ber o f  
questions that should be asked. O n  the basis o f  responses g iven  b y  the c lien t, the d irection  o f  the  
questioning m ay  change, o r it  m ay  stop because you  are satisfied w ith  the answer. In  a re v ie w  
engagem ent, the in q u iry  process should be an ongoing a c tiv ity , re flec tin g  you r in q u is itive  nature.

Practice Pointer. ARSC updated the illustrative inquiries found in an appendix of SSARS No. 1. Many 
of the illustrative inquiries had become dated and, primarily because of new technical literature, there 
was a need to provide more comprehensive guidance related to these inquiries. A copy of these illustra
tive inquiries is included in Appendix B, "Review of Financial Statements—Illustrative Inquiries," of this 
Practice Aid.
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D e v e lo p in g  In q u ir ie s

T h ere  is no w a y  to script the inqu iries  that should be m ade in  a re v ie w  engagem ent. Each en
gagem ent is un ique and each C P A  is unique. N onetheless, inquiries should be focused and re le 
vant. A s k in g  irre leva n t questions results in  an in e ffic ie n t re v ie w  engagem ent and, perhaps w orse, 
can underm ine c lie n t confidence.

Focusing on the fo llo w in g  f iv e  categories o f  assertions that the c lien t includes, e x p lic itly  or 
im p lic itly , in  the fin a n c ia l statements provides an o vera ll focus fo r  the in q u iry  process:

• Existence or occurrence. C o n firm  that the reported  assets and lia b ilitie s  exist at the balance- 
sheet date and that the recorded am ounts represent transactions that occurred during  the ac
counting period.

• Com pleteness. C o n firm  that a ll transactions and accounts that should be presented are in 
cluded.

• R ights and  obligations. C o n firm  that assets p roperly  represent rights ow ned  b y  the c lien t and  
lia b ilitie s  represent ob ligations o f  the c lien t.

• Valuation and  allocation. C o n firm  that a ll accounts are va lued  in  accordance w ith  G A A P .

• P resentation and  disclosure. C o n firm  that accounts and re lated  in fo rm atio n  are p roperly  clas
sified , described, and disclosed.

T h ere fo re , before  m ak in g  an in q u iry , you  should see the re lationship  o f  the in q u iry  to  the type o f  
assertion that is inc luded  in  the fin a n c ia l statements. A fte r  a ll, the purpose o f  the re v ie w  en
gagem ent is to p rov ide  lim ite d  assurance concerning the presentation o f  the fin a n c ia l statements 
in  accordance w ith  G A A P .

Oth er  Review  Procedures

O nce the inqu iries  and ana ly tica l procedures are perfo rm ed , you  should be fa m ilia r  w ith  the c l i 
ent and its operations to tru ly  understand the fin a n c ia l statements.

S S A R S  N o . 1 states that you  should read the fin a n c ia l statements to "consider, on the basis o f  in 
fo rm a tio n  com ing  to the accountant's attention, w hether the fin a n c ia l statem ents appear to con
fo rm  w ith  g en era lly  accepted accounting p rin c ip les ."  Y o u  m ust use experience and professional 
ju d g m en t to  assim ilate the in fo rm atio n  yo u  obtain , and you  should read the fin a n c ia l statements 
in  the context o f  that in fo rm atio n .

A lth o u g h  there is no set process to fo llo w  in  determ in ing  w hether the fin a n c ia l statements con
fo rm  w ith  G A A P , the fo llo w in g  steps illustrate  one possible approach:

• A s  to industry and c lien t accounting princ ip les , consider the fo llo w in g :
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—  D oes it  appear that the c lien t has app lied  accounting princip les used by the industry in  p re 
paring  its fin a n c ia l statements?

—  D o es it  appear that the c lie n t's  business transactions are consistent w ith  the industry  
transactions?

—  A re  unique industry accounting princip les adequately described in  the sum m ary o f  s ig n ifi
cant accounting policies?

—  D oes it  appear that the c lien t has app lied  o ther accounting princip les properly  in  preparing  
the fin a n c ia l statements?

—  I f  accounting princip les w ere  not app lied  on a consistent basis, do the fin a n c ia l statements 
appear to re flec t the appropriate  disclosures and adjustm ents?

—  D o  the c lie n t's  accounts on the fin a n c ia l statements appear consistent w ith  the c lie n t's  op 
erating characteristics?

• A s  to the accounting system  and re la ted  procedures, consider the fo llo w in g :

—  D o  the accounting procedures fo r recording, classifying, and sum m arizing transactions appear to 
provide a basis fo r the actual accounts and disclosures contained in  the financial statements?

—  H a v e  changes in  the c lie n t's  business activ ities a ffected  the accounting system, and does it  
appear that the resu lting  changes in  transactions and accounts have been properly  re flec ted  
in  the fin a n c ia l statements?

• R egard ing  other m atters, consider the fo llo w in g :

—  D o  the fin a n c ia l statements appear to p roperly  re flec t actions taken b y  the stockholders, 
board  o f  d irectors, and other com m ittees?

—  D o  the fin an c ia l statements appear to  p roperly  re flec t events and transactions that occurred  
afte r the end o f  the accounting period  but before  com pletio n  o f  the re v ie w  engagem ent?

In  add ition  to the o ther re v ie w  procedures ju s t described, you should p e rfo rm  a technical reading  
o f  the fin a n c ia l statements. A lth o u g h  there is no com plete lis t o f  questions that cou ld  be raised  
during  a technical reading o f  the fin a n c ia l statem ents, the fo llo w in g  are exam ples o f  the types o f  
question that should be considered as part o f  the process:

• R egard ing  the fo rm  o f  the fin a n c ia l statem ents, consider the fo llo w in g :

—  A re  headings on the fin a n c ia l statements appropriate according to the basis o f  accounting  
used to prepare the fin a n c ia l statements?

—  A re  m a jo r sections o f  the fin a n c ia l statements p roperly  captioned (such as the use o f  cur
rent and  noncurrent captions on a c lassified  balance sheet)?
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—  A re  accounts grouped in  appropriate captions (such as land  he ld  fo r  investm ent c lassified  
as o ther assets)?

—  O n the basis o f  titles o f  transactions, are such transactions properly classified? (For example, is the 
gain on the sale o f  property, plant, and equipm ent classified properly on the incom e statement?)

• R egard ing  w hether the statements are free fro m  obvious m ateria l errors, consider the fo llow in g :

—  A re  there a rith m etica l errors in  the fin a n c ia l statements (such as subtotals and totals)?

—  A re  there c le ric a l m istakes in  the fin a n c ia l statements (such as typograp h ica l errors)?

—  A re  there m istakes in  the app lication  o f  G A A P  (such as the reporting  o f  property , p lant, 
and equ ipm en t at cost w ith  no accum ulated  depreciation  reported)?

—  A re  fin a n c ia l statem ent disclosures om itted? (F o r exam ple , is the m ethod used to account 
fo r  inventories om itted?)

T h e  read ing  o f  the fin a n c ia l statements is an opportun ity  to  determ ine w hether those fin an c ia l 
statem ents, in  a broad sense, reflect the lim ited evidential matter you obtained in  the review  engagem ent

T h e  c lie n t's  f in a n c ia l statements m ay  inc lude an accounting fo r  a ll s ign ifican t com ponents, its 
subsidiaries, and other investees. I f  o ther accountants are engaged to aud it or re v ie w  the fin an c ia l 
statements o f  such com ponents, S S A R S  N o . 1 requires you to obta in  reports fro m  other account
ants as a basis, in  part, fo r yo u r re v ie w  report w ith  respect to the re v ie w  o f  the fin a n c ia l state
m ents o f  the c lien t. I f  yo u  decide to m ake  reference to the w o rk  o f  the o ther accountants in  yo u r  
re v ie w  report, the m agn itude o f  the portio n  o f  the fin a n c ia l statements aud ited or rev iew ed  b y  
other accountants should be inc luded  in  you r report.

Man ag em en t  Repr esen tatio n s

W rit te n  representations are requ ired  fro m  m anag em ent fo r  a ll f in a n c ia l statem ents and periods  
covered  b y  the accountant's  re v ie w  report. F o r exa m p le , i f  co m p ara tive  fin a n c ia l statem ents  
are reported  on, the representations obta ined  at the co m p le tio n  o f  the m ost recen t re v ie w  
should address a ll periods be ing  reported  on. T h e  specific  w ritte n  representations ob ta ined  b y  
the accountant w i l l  depend on the circum stances o f  the engagem ent and the nature and basis o f  
presenta tion  o f  the fin a n c ia l statem ents. S S A R S  N o . 1 requires the fo llo w in g  specific  represen
tations fro m  m anagem ent:

• M an ag e m e n t's  acknow led gm ent o f  its respo nsib ility  fo r  the fa ir  presentation in  the fin an c ia l 
statements o f  financ ia l position, results o f  operations, and cash flo w s  in  con fo rm ity  w ith  G A A P

• M an ag e m e n t's  b e lie f  that the fin a n c ia l statements are fa ir ly  presented in  co n fo rm ity  w ith  
G A A P
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• M an a g e m e n t's  fu ll  and tru th fu l response to a ll inquiries

• Com pleteness o f  in fo rm atio n

• In fo rm a tio n  concerning subsequent events

In  add ition , S S A R S  N o . 10 adds the fo llo w in g  specific m anagem ent representation requirem ents  
re la ted  to fraud:

•  M an a g e m e n t's  acknow led gm ent o f  its respo nsib ility  to  p reven t and detect fraud

• K n o w led g e  o f  any fraud  o r suspected frau d  a ffec ting  the en tity  in v o lv in g  m anagem ent o r oth
ers w here  the fraud  cou ld  have a m ate ria l e ffec t on the fin a n c ia l statem ents, in c lud ing  any  
com m unications received  fro m  em ployees, fo rm e r em ployees, o r others

Practice Pointer. If the current management was not present during all periods covered by your re
view report, you should nevertheless obtain written representations from current management on all 
such periods.

T h e  w ritten  representations should be addressed to the accountant and should be dated no earlie r  
than the date o f  yo u r re v ie w  report. T h e  le tter should be signed b y  those m em bers o f  m anage
m ent w h o m  you  b e lieve  are responsible fo r  and kno w ledgeab le  about the m atters covered in  the  
representation letter. N o rm a lly , the c h ie f executive  o ffic e r  and c h ie f fin a n c ia l o ffic e r  o r others  
w ith  equ iva len t positions in  the en tity  should sign the representation letter.

Do c u m en tatio n

D o cu m en ta tio n  is the p rin c ip a l record o f  the re v ie w  procedures p erfo rm ed  and the conclusions  
reached in  p erfo rm in g  the re v ie w . S S A R S  N o . 1 states:

T he accountant should prepare docum entation in  con n ection  w ith  a rev iew  o f  financial 
statem ents, the form  and content o f  w hich  should be designed  to m eet the circum stances o f  
the particular engagem ent.

Because o f  the d iffe ren t circum stances in  in d iv id u a l engagem ents, i t  is not possib le to specify  the  
fo rm  or content o f  the docum entation  you  should prepare. H o w e v e r, S S A R S  N o . 1 states that

T he docum entation should include any findings or issu es that in  the accountant's judgm ent 
are significant, for exam ple, the results o f  rev iew  procedures that indicate that the financial 
statem ents cou ld  be m aterially m isstated, includ ing actions taken to address such findings, 
and the basis for the final con clu sion s reached.

A c c o rd in g  to S S A R S  N o . 1, the d ocum entation  o f  the re v ie w  engagem ent should in c lu d e  the  
fo llo w in g :

• T h e  m atters covered  in  yo u r inquiries
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• T h e  ana ly tica l procedures perform ed

• T h e  expectations discussed above, w h ere  s ig n ifican t expectations are not o therw ise  re a d ily  
determ in ab le  fro m  the docum entation  o f  the w o rk  perform ed, and factors considered in  the ir  
develo pm ent

• Results o f  the com parison o f  the expectations to the recorded am ounts or ratios developed  
fro m  recorded am ounts

• A n y  add itio na l procedures perfo rm ed  in  response to s ign ifican t unexpected d ifferences arising  
fro m  the ana ly tica l procedures and the results o f  such procedures

• U n usual m atters that you  considered during  the perform ance o f  the re v ie w  procedures, in c lu d 
ing  th e ir d isposition

• T h e  m anagem ent representation le tter

In  add ition  to these requ ired  item s, docum entation  o f  the re v ie w  engagem ent m ig h t also include:

• A  copy o f  the engagem ent le tter

• A  w o rk in g  tria l balance w ith  supporting schedules

• R e v ie w  program  w ith  appropriate notation that procedures required by S S A R S  w ere perform ed

• C hecklis ts  fo r  p erfo rm in g  re v ie w  procedures

• M e m o ra n d a  sum m ariz ing  conclusions w ith  respect to the re v ie w  o f  the fin a n c ia l statements or 
p ro v id in g  in fo rm atio n  to support footnotes

• W ritte n  m em o or com m unication  w ith  predecessor C P A  ( i f  app licab le )

K eep  in  m in d , too, that you  are not precluded fro m  supporting you r re v ie w  report b y  other 
m eans. F o r exam p le , w ritten  docum entation  fro m  other engagem ents (such as com p ila tio n  or 
consulting engagem ents) m ay  be used to support yo u r re v ie w  report. In  lim ite d  situations, oral 
explanations m ay  p ro v id e  support. H o w e v e r, o ra l exp lanations should be lim ite d  to those situa
tions in  w h ic h  you  fin d  it  necessary to supplem ent o r c la r ify  in fo rm atio n  contained in  the w o rk 
ing papers. O ra l exp lanations should not be the p rin c ip a l support fo r  the w o rk  perfo rm ed  or the  
conclusions reached.

SSARS H ier ar c h y  an d  T ec h n ic a l  Co rrection

S S A R S  N o . 11 (A IC P A ,  Professional Standards, vo l. 2 , A R  sec. 5 0 ) establishes a S S A R S  h ie r
archy. T h e  S tatem ent is b en efic ia l to  practitioners b y  m akin g  them  aw are  o f  the appropriate l i t 
erature and the various pub lica tio ns ' standing in  the S S A R S  h ierarchy. T h e  h ierarchy is as de
scribed in  the fo llo w in g  sections.
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L e v e l 1— S ta te m e n ts  o n  S ta n d a rd s  fo r  A c c o u n t in g  a n d  R e v ie w  S e rv ic e s

T h e  A R S C  develops and issues standards in  the fo rm  o f  S S A R S  through a due process that in 
cludes deliberations in  m eetings open to the pub lic , pub lic  exposure o f  proposed S S A R S , and a 
fo rm a l vote. T h e  S S A R S  are cod ified . T h e  accountant should have su ffic ien t kno w ledge o f  the 
S S A R S  to id e n tify  those that are app licab le  to his o r her engagem ent. T h e  nature o f  the S S A R S  
requires an accountant to exercise professional ju d g m en t in  app ly ing  them . T h e  accountant 
should be prepared to ju s t ify  departures fro m  the S S A R S .

L e v e l 2 — In te r p r e ta t iv e  P u b lic a t io n s

In te rp re ta tive  pub lications consist o f  co m p ila tio n  and re v ie w  In terp re tations o f  the S S A R S  and  
appendixes to the S S A R S , co m p ila tio n  and re v ie w  guidance inc luded  in  A IC P A  A u d it  and A c 
counting  G uides, and A IC P A  Statem ents o f  Position  (S O P s), to the exten t that those SO Ps are 
app licab le  to  co m p ila tio n  and re v ie w  engagem ents. In te rp re ta tive  pub lications are not standards 
fo r  accounting and re v ie w  services. In te rp re ta tive  pub lications are recom m endations on the ap
p lic a tio n  o f  the S S A R S  in  specific  circum stances, in c lud ing  engagem ents fo r  entities in  specia l
ized  industries. In te rp re ta tive  pub lications are inc luded  in  the  C odification o f  Statem ents on 
Standards fo r  A ccounting and  R eview  Services. A n  in te rp re tative  pu b lica tio n  is issued a fte r a ll 
A R S C  m em bers have been p rov ided  an opportun ity  to  consider and com m ent on w hether the 
proposed in te rp re ta tive  pub lica tio n  is consistent w ith  the S S A R S . T h e  accountant should be  
aw are o f  and consider in te rp re tive  pub lications app licab le to his or her co m p ila tio n  o r rev iew . I f  
the accountant does not app ly  the guidance inc luded  in  an app licab le in te rp re tive  pub licatio n , the 
accountant should be prepared to exp la in  h o w  he or she co m plied  w ith  the S S A R S  provisions  
addressed b y  such guidance.

L e v e l 3— O th e r  P u b lic a t io n s

O ther com pila tion  and rev iew  publications include A IC P A  accounting and rev iew  publications not 
referred to above; A IC P A 's  annual Compilation and  Review  A ler t; com pila tion  and rev iew  articles  
in  the Journal o f  Accountancy  and other professional journals; com pilation and rev iew  articles in  the 
A IC P A  CPA Letter, continuing professional education (C P E ) program s and other instruction m ate
rials, textbooks, guide books, com pila tion  and rev iew  program s, and checklists; and other com pila 
tion  and rev iew  publications fro m  state C P A  societies, other organizations, and indiv iduals. O ther  
com pila tion  and rev iew  publications have no authoritative status; how ever, they m ay help the ac
countant understand and app ly the S S A R S . I f  an accountant applies the guidance included in  an 
other com pila tion  and rev iew  pub lication, he or she should be satisfied that, in  his or her judgm ent, 
it  is both re levant to the circumstances o f  the engagem ent, and appropriate. In  determ in ing w hether 
an other com pila tion  and rev iew  pub lication  is appropriate, the accountant m ay  w ish  to consider 
the degree to w h ich  the publication is recognized as being he lp fu l in  understanding and app lying
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the S S A R S  and the degree to w h ich  the issuer or author is recognized as an authority in  com pila 
tion  and re v ie w  m atters. O ther com pila tion  and rev iew  publications published b y  the A IC P A  that 
have been review ed  b y  the A IC P A  A u d it and A ttest Standards staff are presumed to be appropriate.

T e c h n ic a l C o r re c t io n

In  a d d itio n , S S A R S  N o . 11 addresses a tech n ica l co rrec tio n  to S S A R S  N o . 2 , R ep o rtin g  on  
C om para tive  F ina n c ia l S ta tem en ts  ( A IC P A ,  P ro fessio n a l S tandards, v o l. 2 , A R  sec. 2 0 0 ).  
S S A R S  c u rre n tly  p ro v id e  gu idan ce  to be fo llo w e d  w h en  the f in a n c ia l statem ents o f  a p r io r  
p e rio d  h ave  been c o m p ile d  o r re v ie w e d  b y  a predecessor accountan t w hose re p o rt is no t p re 
sented and the  successor accountant has no t c o m p ile d  o r re v ie w e d  those p r io r  p e rio d  f in a n 
c ia l statem ents. T h is  S ta tem en t revises S S A R S  N o . 2  to  c o n fo rm  w ith  the  gu idan ce  fo u n d  in  
S A S  N o . 5 8 , R ep o rts  on A u d ite d  F ina n c ia l S ta tem en ts  ( A IC P A ,  P ro fessio n a l S tandards, vo l. 
1, A U  sec. 5 0 8 ),  as am ended , w h ic h  states that a successor au d ito r m a y  n am e the predecessor 
au d ito r i f  the  predecessor a u d ito r 's  p rac tice  w as acq u ired  b y , o r m erg ed  w ith , th a t o f  the  suc
cessor au d ito r.

Im p lem en tatio n  Qu estio n s  a n d  A nsw ers

These Q & A s  have been inc luded  to concisely  cover some o f  the m ost frequen tly  asked questions  
about S S A R S  N o . 10.

1. W hat is the objective o f  perform ing  analytica l procedures in a  review  engagem ent?  
In  a review , the objectives o f  analytical procedures are to:
• P ro v id e  a basis fo r  the lim ite d  assurance p rov ided  in  the re v ie w  report.

• Id e n tify  fin a n c ia l statem ent item s that appear to  be m a te ria lly  m isstated.

2. W hat are the d ifferences betw een analytical procedures perfo rm ed  fo r  an aud it and  fo r  a re
view  engagem ent?
There  is a subtle d ifference betw een analytical procedures perform ed fo r an audit engagem ent 
and a rev iew  engagem ent. Th is  d ifference is based on the desired leve l o f  assurance. In  an audit, 
the ana lytical procedures are designed to provide reasonable assurance that the financia l state
ments are fa ir ly  presented. In  a rev iew , they are perform ed in  connection w ith  inquiries o f  m an
agem ent to p rovide lim ited  assurance that you are not aw are o f  any m ateria l m isstatements.

3. D o I  have to fo llo w  the guidance on analytical procedures conta ined  in SA S No. 56, A naly ti
cal P rocedures  (AICPA, P rofessional Standards, vol. 1, A U  sec. 329)?
N o . R equ irem ents  in  SA Ss app ly  to co m p ila tio n  and re v ie w  engagem ents o n ly  i f  a S S A R S  or 
a S S A R S  In te rp re ta tion  e x p lic itly  cites the S A S  as a requirem ent. H o w e v e r, there m ay  be
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situations in  w h ic h  it  is usefu l to  re fe r to a S A S , and in  several instances, S S A R S  and S S A R S  
In terp re tations suggest bu t do not requ ire  that you  consider the guidance in  a p articu la r S A S .

4. W hat should  I  do i f  I  f in d  a sign ificant unexpected  fluc tua tion  or unusual relationship as a re
su lt o f  the analytical procedures?
I f  the assum ed error is m ateria l o r approaches the m ate ria lity  threshold, you  should consider 
add itio na l investigation , in c lu d in g  m ak in g  inquiries , p erfo rm in g  other ana ly tica l procedures, 
and p erfo rm in g  non analytica l procedures, such as recom puting  in fo rm atio n .

5. I f  I  perform  additional procedures, such as the confirm ation o f  receivables and  observation o f  
inventories, in connection w ith a review  engagement, do I  have to change the engagem ent to 
an audit?
N o . S S A R S  m akes it  c lear that the standards fo r p erfo rm in g  com pila tions or rev iew s o f  fin a n 
c ia l statements do not preclude you  fro m  p erfo rm in g  any procedures that you  deem  necessary  
or that the c lien t requests. H o w e v e r, you  should have a c lear understanding w ith  the c lien t re 
gard ing  the services to be p erfo rm ed  (p re fe ra b ly  in  w ritin g ).

6. W hat should  I  do i f  during the perform ance o f  a review engagem ent, I  suspect that fra u d  or  
an illegal act m ay have occurred?
S S A R S  N o . 1, A R  sec. 100 .05 , states that the accountant should establish an understanding  
w ith  the en tity , p re fe rab ly  in  w ritin g , regard ing  the services to be perform ed. T h e  understand
ing  should p rov ide  that the accountant w il l  in fo rm  the appropriate le v e l o f  m anagem ent o f  
any m ateria l errors that com e to his or her attention, unless they are c learly  inconsequential. 
W h e n e v e r you  suspect that fraud  o r an ille g a l act m ay  have occurred, you  should co m m u n i
cate that m atter, unless it  is c learly  inconsequential, to the appropriate le v e l o f  m anagem ent. 
W h e n  the suspected fraud  or ille g a l act invo lves senior m anagem ent, you  should co m m u n i
cate the m atter to an in d iv id u a l o r group at the highest leve l w ith in  the en tity , such as the  
m anager (o w n er) o r the board  o f  directors. I f  the frau d  or ille g a l act invo lves  an o w n er o f  the  
business, you should consider w ith d ra w in g  fro m  the engagem ent. Y o u  need not p e rfo rm  ad
d itio n a l procedures to ascertain w hether fraud , in  fact, occurred o r the p ro b a b ility  that fraud  
occurred. H o w e v e r, you should consider the im p act o f  the suspected m atter on you r a b ility  to  
p erfo rm  inquiries and other re v ie w  procedures such as obta in ing  a m anagem ent representa
tio n  letter.

Practice Pointer. If the fraud or illegal act extends to prior period financial statements, Interpretation 
No. 4, "Discovery of Information After the Date of the Accountant's Report," of SSARS No. 1 (AICPA, 
Professional Standards, vol. 2, AR sec. 9100.04), states that, in determining the appropriate course of 
action, you should consider (1) the reliability of the information that has come to your attention and (2) 
the existence of persons known to be relying on the financial statements.
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1. I f  I  perform  other services fo r  the c lient (bookkeeping, payroll, incom e tax, etc.), m ay I  use 
the inform ation obta ined  fro m  these services to reduce the am ount o f  inquiries and  analytical 
procedures in a review  o f  the c lien t's  fin a n c ia l statem ents?
Y es. Y o u  m ay  obtain  in fo rm atio n  fro m  a varie ty  o f  accounting services. S S A R S  N o . 1 states 
that kn o w led g e  acquired in  the perform ance o f  audits o f  the c lie n t's  fin a n c ia l statements, 
co m p ila tio n  o f  the fin a n c ia l statem ents, or o ther accounting services m ay  result in  the m o d i
fica tio n  o f  the inqu iries  and ana ly tica l procedures.

8. H ow  w ill I  know  when I  have enough inform ation in a review engagem ent?
T h is  is s tric tly  a m atter o f  professional ju d g m en t. M o s t accountants have a standard set o f  in 
quiries and ana ly tica l procedures that are a starting po in t fo r  every  engagem ent. Th is  standard  
set is m o d ifie d  based on econom ic, industry, and c lien t characteristics. T h e  engagem ent is 
com plete  w h en  you  have obtained a reasonable basis fo r  expressing lim ite d  assurance that 
there are no m ateria l m od ifica tions  that should be m ade to the fin a n c ia l statements.
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APPENDIX A: ANALYTICAL PROCEDURES THE 
ACCOUNTANT MAY CONSIDER PERFORMING WHEN 

CONDUCTING A REVIEW OF FINANCIAL STATEMENTS*

A n a ly tic a l procedures are designed to id e n tify  relationships and in d iv id u a l item s that appear to  
be unusual and that m ay re flec t a m ateria l m isstatem ent o f  the fin a n c ia l statements. T h e  an a ly ti
ca l procedures perfo rm ed  in  a re v ie w  o f  fin a n c ia l statements are a m atter o f  the accountant's p ro 
fessional ju d g m en t. In  determ in ing  the appropriate ana ly tica l procedures, an accountant m ay  
consider (a) the nature and m ate ria lity  o f  the item s re flec ted  in  the fin a n c ia l statements, ( b ) the  
lik e lih o o d  o f  a m isstatem ent in  the fin a n c ia l statements, (c ) kn o w led g e  obtained during  current 
and previous engagem ents, (d) the stated qua lifica tions  o f  the e n tity 's  accounting personnel, (e) 
the extent to  w h ic h  a particu la r ite m  is affected  b y  m anagem ent's  ju d g m en t, and  if) inadequacies  
in  the en tity 's  u nd erly ing  fin a n c ia l data.

T h e  fo llo w in g  list o f  analytical procedures is fo r illustrative purposes only. These ana lytical proce
dures w il l  not necessarily be applicable in  every rev iew  engagem ent, nor are these analytical p ro 
cedures m eant to be a ll-inclusive. These illustrative  ana lytical procedures are not intended to serve 
as a program  or checklist to be u tilized  in  perform ing  a rev iew  engagem ent. Exam ples o f  ana lytical 
procedures an accountant m ay consider perform ing  in  a rev iew  o f  financ ia l statements include:

• C o m p arin g  fin a n c ia l statements w ith  statements fo r  com parable p rio r period (s).

• C o m p arin g  current fin a n c ia l in fo rm atio n  w ith  antic ipated  results, such as budgets o r forecasts 
( fo r  exam p le , com paring  tax balances and the re lationship  betw een  the p rovis ion  fo r incom e  
taxes and pretax incom e in  the current fin a n c ia l in fo rm atio n  w ith  corresponding in fo rm atio n  in  
(a) budgets, using expected rates, and  (b) f in a n c ia l in fo rm atio n  fo r  p rio r perio d s ).1

• C o m p arin g  current fin a n c ia l in fo rm atio n  w ith  re levan t non fin an c ia l in fo rm atio n .

* Source: Appendix H o f Statement on Standards for Accounting and Review Services No. 1, Compilation and Review  
o f  Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100.68), as amended.
1The accountant should exercise caution when comparing and evaluating current financial information with budgets, 
forecasts, or other anticipated results because o f the inherent lack o f precision in estimating the future and the suscepti
bility o f such information to manipulation and misstatement by management to reflect desired results.
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•  C o m p arin g  ratios and indicators fo r the current period  w ith  expectations based on p rio r p e ri
ods, fo r  exam p le , p e rfo rm in g  gross p ro fit  analysis b y  product lin e  and operating segm ent using  
elem ents o f  the current fin a n c ia l in fo rm atio n  and com paring  the results w ith  corresponding in 
fo rm a tio n  fo r  p rio r periods. E xam ples  o f  k e y  ratios and indicators are the current ra tio , rece iv 
able tu rnover o r days' sales outstanding, in ven to ry  turnover, deprecia tion  to average fix e d  as
sets, debt to  equ ity , gross p ro fit  percentage, net incom e percentage, and p lan t operating rates.

• C om paring  ratios and indicators fo r the current period  w ith  those o f  entities in  the same industry.

• C o m p arin g  relationships am ong elem ents in  the current fin a n c ia l in fo rm atio n  w ith  correspond
ing  relationships in  the fin a n c ia l in fo rm atio n  o f  p rio r periods, fo r  exam ple , expense b y  type as 
a percentage o f  sales, assets by type as a percentage o f  to ta l assets, and percentage o f  change in  
sales to percentage o f  change in  receivab les.

A n a ly tic a l procedures m ay  inc lude such statistical techniques as trend analysis o r regression  
analysis and m ay  be p erfo rm ed  m an u a lly  o r w ith  the use o f  com puter-assisted techniques.

In  add ition , the accountant m ay  f in d  the guidance in  S A S  N o . 5 6 , A na ly tica l P rocedures  
(A IC P A ,  P ro fessional S tandards , vo l. 1, A U  sec. 3 2 9 ), as am ended, usefu l in  conducting a re 
v ie w  o f  f in a n c ia l statements.
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APPENDIX B: REVIEW OF FINANCIAL 
STATEMENTS—ILLUSTRATIVE INQUIRIES*

T h e  inqu iries  to be m ade in  a re v ie w  o f  f in a n c ia l statements are a m atter o f  the accountant's p ro 
fessional ju d g m en t. In  determ in ing  the appropriate inquiries , an accountant m ay  consider (a)  the  
nature and m ate ria lity  o f  the item s re flec ted  in  the fin a n c ia l statem ents, (b) the lik e lih o o d  o f  a 
m isstatem ent in  the fin a n c ia l statem ents, (c ) kn o w led g e  obtained during  current and previous en
gagem ents, (d) the stated qua lifica tions  o f  the e n tity 's  accounting personnel, (e) the exten t to  
w h ic h  a particu la r ite m  is a ffected  b y  m anagem ent's  ju d g m en t, and (f ) inadequacies in  the en 
tity 's  und erly in g  fin a n c ia l data. T h e  inqu iries  should gen era lly  be m ade o f  m em bers o f  m anage
m ent w ith  fin a n c ia l reporting  and accounting responsib ilities.

T h e  fo llo w in g  lis t o f  inqu iries  is fo r  illu s tra tive  purposes on ly . These inqu iries  w il l  not necessar
i ly  be app licab le  in  every  re v ie w  engagem ent, nor are these inqu iries  m eant to be a ll-in c lu s ive . 
These illu s tra tive  inqu iries  are not in tended to serve as a p rogram  o r checklis t to be u tilize d  in  
p erfo rm in g  a re v ie w  engagem ent; rather, they address general areas w here  inqu iries  m ig h t be  
m ade in  a re v ie w  engagem ent. A ls o , the accountant m ay  fee l i t  necessary to m ake  several in q u ir
ies in  an e ffo rt to answ er questions re la ted  to the issues addressed in  these illu s tra tive  inquiries .

1. G enera l

a. H a v e  there been any changes in  the en tity 's  business activities?

b. A re  there any unusual o r co m p lex  situations that m ay  have an e ffe c t on the fin a n c ia l state
m ents ( fo r  exam p le , business com binations, restructuring plans, or litig a tio n )?

c. W h a t procedures are in  p lace re la ted  to record ing , c lassify ing , and sum m ariz ing  transac
tions and accum ulating  in fo rm atio n  re la ted  to fin a n c ia l statem ent disclosures?

d. H a v e  the fin a n c ia l statem ents been prepared in  co n fo rm ity  w ith  g en era lly  accepted ac
counting  princip les or, i f  appropriate, a com prehensive basis o f  accounting other than gen
e ra lly  accepted accounting princip les? H a v e  there been any changes in  accounting p rin c i
ples and m ethods o f  app ly ing  those principles?

e. H a v e  there been any instances o f  fraud  o r ille g a l acts w ith in  the entity?

f . H a v e  there been any a llegations o r suspicions that fraud  o r ille g a l acts m ig h t have oc
curred or m ig h t be occurring  w ith in  the entity? I f  so, w here  and how ?

* Source: Appendix B o f Statement on Standards for Accounting and Review Services No. 1, Compilation and Review  
o f  Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100.62), as amended.
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g. A re  any entities, o ther than the reporting  en tity , com m o n ly  con tro lled  by the owners? I f  
so, has an eva lua tion  been p erfo rm ed  to determ ine w hether those other entities should be  
consolidated in to  the fin a n c ia l statem ents o f  the reporting  entity?

h. A re  there any entities o ther than the reporting  en tity  in  w h ic h  the ow ners have s ign ifican t 
investm ents ( fo r  exam ple , variab le  in terest entities)? I f  so, has an eva lua tion  been per
fo rm ed  to determ ine w hether the reporting  en tity  is the p rim a ry  b en efic ia ry  re lated  to the  
activ ities  o f  these other entities?

i. H a v e  any s ign ifican t transactions occurred or been recognized  near the end o f  the report
ing  period?

2. Cash and Cash E qu iva len ts

a. Is  the e n tity 's  p o lic y  regard ing  the com position  o f  cash and cash equiva lents in  accordance  
w ith  F in an c ia l A ccounting  Standards B o ard  S tatem ent o f  F in an c ia l A cco u n tin g  Standards  
N o . 9 5 , S ta tem ent o f  Cash F low s  (paragraphs 7 -1 0 )?  H as the p o lic y  been app lied  on a 
consistent basis?

b. A re  a ll cash and cash equ iva len ts1 accounts reconciled  on a tim e ly  basis?

c. H a v e  o ld  or unusual recon ciling  item s betw een b an k  balances and b o o k  balances been re 
v iew ed  and adjustm ents m ade w here  necessary?

d. H as there been a proper c u to ff o f  cash receipts and disbursements?

e. H as a reco n c ilia tio n  o f  in tercom pany transfers been prepared?

f . H a v e  checks w ritten  but not m a iled  as o f  the fin a n c ia l statem ent date been properly  
reclassified  in to  the l ia b ility  section o f  the balance sheet?

g. H a v e  m ate ria l bank overdrafts been p ro p erly  reclassified  in to  the lia b ility  section o f  the  
balance sheet?

h. A re  there com pensating balances or o ther restrictions on the a v a ila b ility  o f  cash balances?  
I f  so, has consideration been g iven  to reclassify ing  these am ounts as noncurrent assets?

i. H a v e  cash funds been counted and reconciled  w ith  contro l accounts?

3. R eceivab les

a. H as an adequate a llo w an ce  fo r  d ou btfu l accounts been p roperly  re flec ted  in  the fin an c ia l 
statements?

Cash and cash equivalents include all cash and highly liquid investments that are both (a) readily convertible to cash 
and (b) so near to maturity that they present insignificant risk o f changes in value because o f changes in interest rates, in 
accordance with paragraph 8 o f Financial Accounting Standards Board Statement No. 95, Statement o f  Cash Flows.
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b. H a v e  u nco llec tib le  receivab les been w ritten  o f f  through a charge against the a llo w an ce  ac
count o r earnings?

c. H as interest earned on receivab les been properly  re flec ted  in  the fin a n c ia l statements?

d. H as there been a proper c u to ff  o f  sales transactions?

e. A re  there receivab les fro m  em ployees or other re lated parties? H a v e  receivab les fro m  
ow ners been evaluated  to determ ine i f  they should be re flec ted  in  the equ ity  section (ra ther  
than the asset section) o f  the balance sheet?

f .  A re  any receivab les p ledged, d iscounted, or factored? A re  recourse provisions p roperly  re 
flec ted  in  the fin a n c ia l statements?

g. H a v e  receivab les been p roperly  c lassified  betw een current and noncurrent?

h. H a v e  there been s ign ifican t num bers o f  sales returns or cred it m em oranda issued subse
quent to the balance sheet date?

i. Is  the accounts receivab le  subsid iary ledger reconciled  to the general ledger account b a l
ance on a regu lar basis?

4. In ven to ry

a. A re  physica l in ven to ry  counts p erfo rm ed  on a regu lar basis, in c lud ing  at the end o f  the re 
portin g  period? A re  the count procedures adequate to ensure an appropriate count? I f  not, 
h o w  have am ounts re la ted  to inventories been determ ined  fo r  purposes o f  fin a n c ia l state
m ent presentation? I f  so, w h a t procedures w ere  used to take the latest physical in ven to ry  
and w h at date was that in ven to ry  taken?

b. H a v e  general ledger contro l accounts been adjusted to agree w ith  the physical in ven to ry  
count? I f  so, w ere  the adjustm ents significant?

c. I f  the phys ica l in ven to ry  counts w ere  taken at a date other than the balance sheet date, 
w h at procedures w ere  used to determ ine changes in  in ven to ry  betw een the date o f  the 
physica l in ven to ry  counts and the balance sheet date?

d. W e re  consignm ents in  or out considered in  tak ing  physical inventories?

e. W h a t is the basis o f  va lu in g  in ven to ry  fo r  purposes o f  fin a n c ia l statem ent presentation?

f . D oes in ven to ry  cost inc lude m ateria l, labor, and overhead w here  applicable?

g. H as in ven to ry  been rev iew ed  fo r  obsolescence or cost in  excess o f  net rea lizab le  value? I f  
so, h o w  are these costs re flec ted  in  the fin a n c ia l statements?

h. H a v e  proper cutoffs o f  purchases, goods in  transit, and returned goods been m ade?
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i. A re  there any in ven to ry  encum brances?

j .  Is  scrap in ven to ried  and contro lled?

5. P repaid  Expenses

a. W h a t is the nature o f  the am ounts inc luded  in  prepa id  expenses?

b. H o w  are these am ounts being  am ortized?

6. Investm ents

a. W h a t is the basis o f  accounting fo r  investm ents reported in  the fin a n c ia l statements (fo r  
exam p le , securities, jo in t  ventures, o r c lose ly -he ld  businesses)?

b. A re  d e riva tiv e  instrum ents p roperly  m easured and disclosed in  the fin a n c ia l statements? I f  
those derivatives are u tiliz e d  in  hedge transactions, have the docum entation  or assessment 
requirem ents re lated  to hedge accounting been m et?

c. A re  investm ents in  m arketab le  debt and eq u ity  securities p roperly  c lassified  as trading, 
ava ilab le -fo r-sa le , and h e ld -to -m atu rity?

d. H o w  w ere  fa ir  values o f  the reported  investm ents determ ined? H a v e  unrea lized  gains and  
losses been p roperly  reported in  the fin a n c ia l statements?

e. I f  the fa ir  values o f  m arketab le  debt and equ ity  securities are less than cost, have the de
clines in  value been evaluated to determ ine w hether the declines are other-than-tem porary?

f . F o r any debt securities c lassified  as h e ld -to -m atu rity , does m anagem ent have the positive  
a b ility  and in ten t to h o ld  the securities u n til they m ature? I f  so, have those debt securities 
been p ro p erly  measured?

g. H a v e  gains and losses re la ted  to disposal o f  investm ents been p ro p erly  re flec ted  in  the f i 
nancia l statements?

h. H o w  w as investm ent incom e determ ined? Is  investm ent incom e p ro p erly  re flec ted  in  the 
fin a n c ia l statements?

i. H as appropriate  consideration been g iven  to the c lassifica tion  o f  investm ents betw een  cur
ren t and noncurrent?

j .  F o r  investm ents m ade b y  the reporting  en tity , have consolidation , equ ity , o r cost m ethod  
accounting requirem ents been considered?

k. A re  any investm ents encum bered?

7. P rop erty  and E q u ip m en t

a. A re  property  and equipm ent item s p roperly  stated at depreciated cost or other proper value?
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b. W h e n  was the last tim e  a physica l in ven to ry  o f  property  and equ ipm en t was taken?

c. A re  a ll item s re flec ted  in  p roperty  and equ ipm en t he ld  fo r use? I f  not, have item s that are 
held  fo r  sale been p roperly  rec lassified  fro m  property  and equipm ent?

d. H a v e  gains or losses on disposal o f  property  and equ ipm ent been p ro p erly  re flec ted  in  the  
fin a n c ia l statements?

e. W h a t are the crite ria  fo r  cap ita liza tio n  o f  property  and equipm ent? H a v e  the c rite ria  been  
consistently and appropria te ly  applied?

f . A re  repairs and m aintenance costs properly  reflected  as an expense in  the incom e statement?

g.  W h a t depreciation  m ethods and rates are u tilize d  in  the fin a n c ia l statements? A re  these 
m ethods and rates appropriate  and app lied  on a consistent basis?

h. A re  there any unrecorded additions, retirem ents, abandonm ents, sales, or trade-ins?

i. D oes the en tity  have any m ate ria l lease agreements? I f  so, have those agreem ents been  
p roperly  eva luated  fo r  f in a n c ia l statem ent presentation purposes?

j .  A re  there any asset re tirem ent ob ligations associated w ith  tang ib le  lo n g -liv e d  assets? I f  so, 
has the recorded am ount o f  the re la ted  asset been increased because o f  the ob lig a tio n  and  
is the lia b ility  p roperly  re flec ted  in  the l ia b ility  section o f  the balance sheet?

k. H as the en tity  constructed any o f  its p roperty  and equ ipm en t item s? I f  so, have a ll com po
nents o f  cost been re flec ted  in  m easuring these item s fo r  purposes o f  f in a n c ia l statem ent 
presentation, inc lud ing , bu t not lim ite d  to, cap ita lized  interest?

l . H as there been any s ign ifican t im p a irm en t in  va lue  o f  property  and equ ipm ent item s? I f  
so, has any im p a irm en t loss been p roperly  re flec ted  in  the fin a n c ia l statements?

m. A re  any property  and equ ipm en t item s m ortgaged or otherw ise encum bered? I f  so, are 
these m ortgages and encum brances p roperly  re flec ted  in  the fin a n c ia l statements?

8. In tang ib les  and O th e r Assets

a. W h a t is the nature o f  the am ounts inc luded  in  other assets?

b. D o  these assets represent costs that w il l  b en efit fu tu re  periods? W h a t is the am ortiza tion  
p o lic y  re la ted  to these assets? Is  this p o lic y  appropriate?

c. H a v e  o ther assets been p roperly  c lassified  betw een  current and noncurrent?

d. A re  in tan g ib le  assets w ith  fin ite  lives  being  appropria te ly  am ortized?

e. A re  the costs associated w ith  com puter softw are p roperly  re flec ted  as in tang ib le  assets 
(ra ther than property  and equ ipm en t) in  the fin a n c ia l statements?
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f . A re  the costs associated w ith  g o o d w ill (and  other in tang ib le  assets w ith  in d e fin ite  lives) 
p ro p erly  re flec ted  as in tang ib le  assets in  the fin an c ia l statements? H as am ortiza tion  been  
ceased re la ted  to these assets?

g.  H as there been any s ign ifican t im p a irm en t in  va lue  o f  these assets? I f  so, has any im p a ir
m ent loss been properly  re flec ted  in  the fin a n c ia l statements?

h. A re  any o f  these assets m ortgaged o r o therw ise encum bered?

9. A ccounts and S h o rt-T e rm  N otes P ayable and A ccrued  L ia b ilit ie s

a. H a v e  s ign ifican t payables been re flec ted  in  the fin an c ia l statements?

b. A re  loans fro m  fin a n c ia l institutions and other short-term  lia b ilitie s  properly  c lassified  in  
the fin a n c ia l statements?

c. H a v e  s ign ifican t accruals (fo r  exam p le , p ay ro ll, interest, provisions fo r  pension and p ro fit-  
sharing plans, or o ther postretirem ent b en e fit ob ligations) been p roperly  re flec ted  in  the  
f in a n c ia l statements?

d. H as a lia b ility  fo r  em ployees' com pensation fo r fu tu re  absences been p roperly  accrued  
and disclosed in  the fin a n c ia l statements?

e. A re  any liab ilities  co lla te ra lized  or subordinated? I f  so, are those lia b ilitie s  disclosed in  the  
f in a n c ia l statements?

f . A re  there any payables to em ployees and re la ted  parties?

10. L o n g -T e rm  L ia b ilit ie s

a. A re  the term s and other provisions o f  lo n g -te rm  lia b ility  agreem ents properly  disclosed in  
the fin a n c ia l statements?

b. H a v e  lia b ilitie s  been p roperly  c lassified  betw een  current and noncurrent?

c. H as interest expense been p roperly  accrued and re flec ted  in  the fin a n c ia l statements?

d. Is  the com pany in  com pliance w ith  loan  covenants and agreem ents? I f  not, is the noncom 
p liance p roperly  disclosed in  the fin a n c ia l statements?

e. A re  any lo n g -te rm  lia b ilitie s  co lla te ra lized  or subordinated? I f  so, are these facts disclosed  
in  the fin a n c ia l statements?

f . A re  there any ob ligations that, b y  the ir term s, are due on dem and w ith in  one year fro m  the  
balance sheet date? I f  so, have these ob ligations been p roperly  reclassified  in to  the current 
l ia b ility  section o f  the balance sheet?
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11. In co m e  and O th er Taxes

a. D o  the fin a n c ia l statements re flec t an appropriate p rovis ion  fo r  current and p rio r-ye a r in 
com e taxes payable?

b. H a v e  any assessments or reassessments been received? A re  there tax  au thority  exam in a
tions in  process?

c. A re  there any tem porary  d ifferences betw een  boo k and tax  am ounts? I f  so, have deferred  
taxes on these d ifferences been p roperly  re flec ted  in  the fin a n c ia l statements?

d. D o  the fin a n c ia l statements re flec t an appropriate p rov is ion  fo r  taxes o ther than incom e  
taxes (fo r  exam ple , franchise, sales)?

e. H a v e  a ll requ ired  tax  paym ents been m ade on a t im e ly  basis?

12. O th er L ia b ilit ie s , Contingencies, and C o m m itm en ts

a. W h a t is the nature o f  the am ounts inc luded  in  o ther liab ilities?

b. H a v e  o ther liab ilities  been p roperly  c lassified  betw een  current and noncurrent?

c. A re  there any guarantees, w hether w ritte n  or verba l, w hereby  the en tity  m ust stand ready  
to p e rfo rm  or is con tingen tly  liab le  re lated  to the guarantee? I f  so, are these guarantees  
p ro p erly  re flec ted  in  the fin a n c ia l statements?

d. A re  there any contingent lia b ilit ie s  (fo r  exam ple , discounted notes, drafts, endorsem ents, 
w arranties, litig a tio n , and unsettled asserted c la im s)?  A re  there any po ten tia l unasserted  
claim s? A re  these contingent lia b ilitie s , c laim s, and assessments p roperly  m easured and  
disclosed in  the fin a n c ia l statements?

e. A re  there any m ateria l contractual ob ligations fo r  construction or purchase o f  property  and  
equ ipm en t or any com m itm ents  or options to purchase o r sell com pany securities? I f  so, 
are these facts c learly  disclosed in  the fin a n c ia l statements?

f . Is  the en tity  responsible fo r any env ironm en ta l rem ed ia tion  lia b ility ?  I f  so, is this lia b ility  
p ro p erly  m easured and disclosed in  the fin a n c ia l statements?

g. D oes the en tity  have any agreem ent to repurchase item s that p rev ious ly  w ere  sold? I f  so, 
have the repurchase agreem ents been taken in to  account in  determ in ing  the appropriate  
m easurem ents and disclosures in  the fin a n c ia l statements?

h. D oes the en tity  have any sales com m itm ents  at prices expected to result in  a loss at the  
consum m ation  o f  the sale? I f  so, are these com m itm ents  p roperly  re flec ted  in  the fin a n c ia l 
statements?

i. A re  there any v io la tions , or possib le v io la tions , o f  law s o r regulations the effects o f  w h ic h  
should be considered fo r  f in a n c ia l statem ent accrual o r disclosure?
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13. E q u ity

a. W h a t is the nature o f  any changes in  equ ity  accounts during  each reporting  period?

b. W h a t classes o f  stock (o th er ow nersh ip  interests) have been authorized?

c. W h a t is the par o r stated va lue  o f  the various classes o f  stock (o th er ow nersh ip  interests)?

d. D o  am ounts o f  outstanding shares o f  stock (o ther ow nersh ip  interests) agree w ith  subsidi
ary  records?

e. H a v e  pertinent rights and p riv ileges  o f  ow nersh ip  interests been p roperly  disclosed in  the  
fin a n c ia l statements?

f . D oes the en tity  have any m an d a to rily  redeem able ow nersh ip  interests? I f  so, have these 
ow nership  interests been evaluated  so that a proper determ in ation  has been m ade re lated  to  
w hether these ow nersh ip  interests should be m easured and reclassified  to the lia b ility  sec
tion  o f  the balance sheet? A re  redem ption  features associated w ith  ow nersh ip  interests 
c learly  disclosed in  the fin a n c ia l statements?

g.  H a v e  d iv id en d  (d is tribu tion ) and liq u id a tio n  preferences re la ted  to ow nersh ip  interests 
been p ro p erly  disclosed in  the fin a n c ia l statements?

h. D o  disclosures re lated  to ow nersh ip  interests inc lude any app licab le  ca ll provisions (prices  
and dates), conversion provisions (prices and rates), unusual vo tin g  rights, s ign ifican t 
term s o f  contracts to issue add itio na l ow nersh ip  interests, o r any o ther unusual features as
sociated w ith  the ow nersh ip  interests?

i. A re  syndication  fees properly  re flec ted  in  the fin a n c ia l statem ents as a reduction  o f  equ ity  
(ra ther than an asset)?

j .  H a v e  any stock options o r o ther stock com pensation aw ards been granted to em ployees or 
others? I f  so, are these options o r aw ards p roperly  m easured and disclosed in  the fin a n c ia l 
statements?

k. H as  the en tity  m ade any acquisitions o f  its o w n  stock? I f  so, are the am ounts associated  
w ith  these reacquired  shares p roperly  re flec ted  in  the fin a n c ia l statem ents as a reduction  in  
equ ity? Is  the presentation in  accordance w ith  app licab le  state laws?

l . A re  there any restrictions o r appropriations on reta ined earnings o r o ther cap ita l accounts?  
I f  so, are these restrictions o r appropriations p roperly  re flec ted  in  the fin a n c ia l statements?

14. R evenue and Expenses

a. W h a t is the e n tity 's  revenue recog n ition  po licy?  Is  the p o lic y  appropriate? H as the p o licy  
been consistently app lied  and app ro pria te ly  disclosed?
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b. A re  revenues fro m  sales o f  products and rendering  o f  services recogn ized  in  the appropri
ate reporting  period  (tha t is, w hen  the products have been d e livered  and w hen  the services 
have been perform ed)?

c. W e re  any sales recorded under a " b ill  and h o ld "  arrangem ent? I f  yes, have the c rite ria  
been m et to record  the transaction as a sale?

d. A re  purchases and expenses recog n ized  in  the appropriate  reporting  period  (tha t is, 
m atched against revenue) and p ro p erly  c lassified  in  the fin a n c ia l statements?

e. D o  the fin a n c ia l statements inc lude d iscontinued operations, o r item s that m ig h t be con
sidered extraord inary , o r both? I f  so, are am ounts associated w ith  d iscontinued operations, 
extraord inary  item s, or bo th  p roperly  d isp layed in  the incom e statem ent?

f . D oes the en tity  have any gains o r losses that w o u ld  necessitate the d isp lay  o f  com prehen
sive incom e (fo r  exam p le , gains/losses on ava ilab le -fo r-sa le  securities o r cash f lo w  hedge  
derivatives)?  I f  so, have these item s been properly  d isp layed w ith in  com prehensive in 
com e (ra ther than inc luded  in  the determ in ation  o f  net incom e)?

15. O th er

a. H a v e  events occurred subsequent to the balance sheet date that w o u ld  requ ire  adjustm ent 
to, o r disclosure in , the fin a n c ia l statements?

b. H a v e  actions taken at stockholders, directors, com m ittees o f  d irectors, o r com parable  
m eetings that a ffec t the fin a n c ia l statem ents been re flec ted  in  the fin a n c ia l statements?

c. A re  s ign ifican t estim ates and m ate ria l concentrations ( fo r  exam p le , custom ers or suppli
ers) p roperly  disclosed in  the fin a n c ia l statements?

d. A re  there plans o r in tentions that m ay  m a te ria lly  a ffec t the carry ing  am ounts o r c lassifica
tio n  o f  assets and lia b ilitie s  re flec ted  in  the fin a n c ia l statements?

e. H a v e  there been m ate ria l transactions betw een  o r am ong re la ted  parties (fo r  exam p le , 
sales, purchases, loans, or leasing arrangem ents)? I f  so, are these transactions properly  
disclosed in  the fin a n c ia l statements?

f . A re  there uncertainties that cou ld  have a m ateria l im p act on the fin a n c ia l statements? Is  
there any change in  the status o f  p rev ious ly  disclosed m ate ria l uncertainties? A re  a ll un 
certainties, in c lud ing  go ing  concern m atters that cou ld  have a m ateria l im p act on the f i 
nancia l statem ents p roperly  disclosed in  the fin a n c ia l statements?

g. A re  barter o r o ther nonm onetary  transactions p roperly  recorded and disclosed?
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APPENDIX C: SSARS INTERPRETATION NO. 26, 
"COMMUNICATING POSSIBLE FRAUD AND ILLEGAL 

ACTS TO MANAGEMENT AND OTHERS"

Interpretations are issued to provide guidance on the application o f  Statements on Stan
dards fo r  Accounting and Review  Services (SSARS). Interpretations are issued after all members  
o f  the AIC PA Accounting and Review Services Committee (ARSC) have been provided an oppor
tunity to consider and comment on whether the proposed Interpretation is consistent with SSARS. 
A n Interpretation is not as authoritative as a SSARS, but members should be aware that they may 
have to justify a departure fro m  an Interpretation i f  the quality o f  their work is questioned.

AR Section 9100

Compilation and  Review o f Financial 
Statements: Accounting and  Review Services 
Interpretations o f Section 100

2 6 .  C o m m u n ic a t in g  P o s s ib le  F ra u d  a n d  I l le g a l A c ts  t o  M a n a g e m e n t  
a n d  O th e rs

.100 Question—Paragraph 5 of SSARS No. 1 [section 100.05], C om pila
tion a n d  Review  o f  F inancial S ta tem ents, states that the accountant should 
establish an understanding w ith the entity, preferably in writing, regarding 
the services to be performed. The understanding should provide that the 
accountant will inform the appropriate level of m anagem ent of any m aterial 
errors that come to his or her attention and any fraud or illegal acts that come 
to his or her attention, unless they are clearly inconsequential. When, during 
the performance of a compilation or a review engagem ent, the accountant 
suspects that a fraud or an illegal act may have occurred, what steps should be 
taken in  performing the required communication?

.101 Interpretation—W hen an accountant suspects that a fraud or an 
illegal act may have occurred,13 the accountant communicates the matter, unless 
clearly inconsequential, to an appropriate level of m anagem ent. If the su s
pected fraud or illegal act involves senior m anagem ent, the m atter should be 
communicated to an individual or group at the highest level w ithin the entity, 
such as the manager (owner) or the board of directors. W hen the suspected  
fraud or illegal act involves an owner of the business, the accountant should 
consider resigning from the engagem ent.14 Additionally, the accountant 
should consider consulting w ith his or her legal counsel and insurance provider 
whenever fraud or an illegal act is suspected.

13 If the suspected fraud or illegal act extends to prior period financial statem ents, see Interpre
tation No. 4, "Discovery of Information After the Date of the Accountant's Report" [section 9100.13— 
.15].

14 See Interpretation No. 6, "Withdrawal From Compilation or Review Engagement" [section 
9100.18-.22], for guidance as to the circumstances under which the accountant would ordinarily 
conclude th a t it is necessary to withdraw from a compilation or review engagement.
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.102 The accountant need not perform additional procedures to ascertain  
whether fraud or an illegal act, in  fact, occurred or the probability that fraud 
or an illegal act occurred. However, the accountant should consider the impact 
of the suspected m atter on the accountant's ability to perform inquiries and 
other review procedures such as obtaining a m anagem ent representation letter  
and keep in mind that the purpose of the review is to express lim ited assurance 
that there are no m aterial modifications that should be made to the financial 
statem ents in order for the statem ents to be in  conformity w ith generally  
accepted accounting principles.

.103 The disclosure of possible fraud or illegal act to parties other than  
the client's senior m anagem ent ordinarily is not part of the accountant's 
responsibility and ordinarily would be precluded by the accountant's ethical or 
legal obligations of confidentiality. The accountant should recognize, however, 
that in  the following circum stances a duty to disclose to parties outside of the 
entity may exist:

a. To comply w ith certain legal and regulatory requirem ents
b. To a successor accountant when the successor decides to communi

cate w ith the predecessor accountant in  accordance w ith SSARS No. 
4, C om m unications Betw een Predecessor a n d  Successor A ccountants  
[section 400], regarding acceptance of an engagem ent to compile or 
review the financial statem ents o f a nonpublic entity

c. In response to a subpoena
Because potential conflicts betw een the accountant's ethical and legal obliga
tions for confidentiality of client m atters may be complex, the accountant may 
w ish to consult w ith legal counsel before discussing such m atters w ith parties 
outside the client.

[Issue Date: May, 2004.]
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APPENDIX D: STATEMENT ON STANDARDS FOR 
ACCOUNTING AND REVIEW SERVICES NO. 10, 

PERFORMANCE OF REVIEW ENGAGEMENTS*

1. S tatem ent on Standards fo r Accounting and R eview  Services 
(SSARS) N o . 1, Com pilation and Review  o f  Financial Statements  
(A IC P A , Professional Standards, vol. 2, A R  sec. 1 0 0 .2 4 -.3 3 ) , cu r
ren tly  provides guidance on analytical procedures, inqu iries , and  
oth er procedures app licable to a rev iew  o f  financia l statem ents  
w hether prepared under generally accepted accounting principles or 
a com prehensive basis o f  accounting other than generally accepted  
accounting principles. This Statem ent amends SSARS No. 1 (A R  sec. 
1 0 0 .2 4 -.3 3 ) to expand on previous guidance on analytical p roce
dures, inquiries, and o ther rev iew  procedures; to provide inquiries  
regarding fraud in  a review  engagem ent and to requ ire  representa
tions regarding fraud in  the m anagem ent representation letter; and  
to clarify and provide guidance regarding w orkpaper docum entation  
in  a review  engagem ent. N e w  language is shown in boldface italics; 
deleted language is shown by strikethrough. Subsequent paragraphs 
w ill be renum bered accordingly.

Review of Financial Statements
.24 Paragraphs .25 through  .4 0 .4 4  provide additional guidance 

applicable to a review o f financial statements. P ro ced u res  f o r  con 
d u c tin g  a  r e v ie w  o f  f in a n c ia l  s ta te m e n ts  g e n e ra lly  a re  l im ite d  
to  a n a ly t ic a l  p r o c e d u r e s  a n d  in q u ir ie s .  The a c c o u n ta n t  p e r 
f o r m s  th e se  p r o c e d u r e s  to  o b ta in  a  b a s is  f o r  c o m m u n ic a tin g  
w h e th e r  he o r  sh e is a w a re  o f  a n y  m a te r ia l  m o d if ic a tio n s  th a t  
sh o u ld  b e  m a d e  to  th e  f in a n c ia l  s ta te m e n ts  f o r  th e m  to  b e  in  
co n fo rm ity  w i th  g e n e ra lly  a c c e p te d  acco u n tin g  p r in c ip le s . The  
s p e c if ic  in q u ir ie s  m a d e  a n d  th e  a n a ly t ic a l  a n d  o th e r  p r o c e 
d u re s  p e r fo r m e d  sh o u ld  b e  ta i lo r e d  to  th e  e n g a g e m e n t b a s e d  
on  th e  a c c o u n ta n t's  k n o w le d g e  o f  th e  e n t i ty 's  b u s in e s s . F o r  
e x a m p le , i f  th e  a c c o u n ta n t  b e c o m e s  a w a r e  o f  a  s ig n if ic a n t  
change in  th e  en tity 's  o p e ra tio n s , th e  a cco u n ta n t m a y  co n sid er  
m a k in g  a d d i t io n a l  in q u ir ie s , e m p lo y in g  a d d i t io n a l  a n a ly t ic a l  
p ro c e d u re s , o r  b o th .

.2533  A review does not contem plate obtaining an understand
ing o f  internal control or assessing control risk, tests o f  accounting  
records and o f responses to inquiries by obtaining corroborating evi
dential matter, and certain other procedures ordinarily perform ed  
during an audit. Thus, a review does not provide assurance that the 
accountant will becom e aware o f  all significant matters that would
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be  disclosed in an audit. However, if  the  accountant becom es aware 
that inform ation com ing to his o r  h e r  a tten tion  is incorrect, incom 
p le te , o r o therw ise unsatisfactory, h e  th e  a c c o u n ta n t  should  p e r 
form  th e  add itional p ro c e d u re s  h e  d e e m se d  necessary  to  achieve 
lim ited  assu rance th a t th e re  are  no  m ateria l m odifications th a t 
should  be  m ade to  th e  financial s ta tem en ts  in  o rd e r  for th e  s ta te 
m ents to be  in conform ity w ith generally accep ted  accounting p rin 
ciples. (See p a rag rap h  .3 8 .4 2  for gu idance  w h en  an acco u n tan t is 
unable to com plete  a review and  paragraphs .41 .4 5  th rough  .43 .4 7  
for th e  acco un tan t's  resp onsib ilities  w h en  he  o r  sh e  is aw are of 
departures from  generally accepted  accounting principles.)

Knowledge o f Accounting Principles and  Practices o f the Industry

.2625  The accountant should possess a level o f knowledge o f the 
accoun ting  princ ip les  and  p rac tices  o f  th e  in du s try  in  w hich  th e  
en tity  operates and  an un derstand ing  o f the  entity 's business17 tha t 
will provide h im , th rough the  perform ance o f inquiry and  analytical 
procedures, w ith a reasonable basis for expressing lim ited assurance 
th a t th e re  are no m aterial modifications th a t should be  m ade to  the  
financial statem ents in o rder  for the  statem ents to be  in conform ity 
w ith generally accepted  accounting principles. (As previously noted , 
re fe re n c e  to  generally  a ccep ted  acco un ting  princ ip les  in th is 
sS ta tem en t includes, w h ere  applicable, an o th e r  an  o th e r  c o m p re 
hensive basis o f accounting.)

.2 7 26  T he  re q u ire m e n t th a t  th e  acco u n tan t possess a level o f  
knowledge of the  accounting principles and practices of the  industry 
in  w hich  th e  en tity  op era tes  does n o t p re v e n t an acco un tan t from  
accep tin g  a review  en g ag em en t for an  en tity  in  an  in du s try  w ith  
w hich the  accountant has no previous experience. I t  does, however, 
place  up o n  th e  acco u n tan t a responsib ility  to  ob ta in  th e  re q u ire d  
level o f knowledge. T he accountant may do so, for example, by con
sulting AICPA guides, industry  publications, financial s tatem ents of 
o the r  entities in the  industry, textbooks and periodicals, o r individu
als knowledgeable about the  industry.

.2827  T he  acco un tan t's  u n d e rs tan d in g  o f  th e  en tity 's  business 
should include a general understanding  o f the  entity 's organization, 
its opera ting  characteristics, and  th e  na tu re  o f its assets, liabilities, 
revenues, and  expenses. This w ould  o rd inarily  involve a gen era l 
know ledge o f  th e  en tity 's  p rod uc tion , d is tr ibu tion , and  com p ensa
tion  m ethods, types o f p rod uc ts  and  services, op era tin g  locations,
17. For purposes of this sStatement, the term  business includes not-for-profit entities.
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a n d  m a te r ia l  t ra n sa c t io n s  w ith  re la te d  p a r tie s . An a c c o u n ta n t 's  
understanding  o f an entity 's business is ordinarily ob ta ined  th rough 
experience w ith the  entity  or its industry  and  inquiry  o f  the  entity 's 
personnel.

Analytical Procedures

.2938 The accountant's inquiry and analytical p rocedures should 
ordinarily  consist o f  the  follow ing: The a c c o u n ta n t s h o u ld  a p p ly  
a n a ly t ic a l  p r o c e d u r e s  to  th e  f in a n c ia l  s ta te m e n ts  to  id e n t i f y  
a n d  p r o v id e  a b a s is  f o r  in q u ir y  a b o u t  th e  r e la t io n s h ip s  a n d  
in d iv id u a l item s th a t a p p e a r  to  b e  u n u su a l a n d  th a t m a y  in d i
c a te  a m a te r ia l  m is s ta te m e n t.  A n a ly t ic a l  p r o c e d u r e s  s h o u ld  
include:
• D ev e lo p in g  exp ec ta tio n s b y  id en tify in g  a n d  u sin g  p la u s ib le  

re la tio n sh ips  th a t a re  rea so n a b ly  ex p ec ted  to  exist b a se d  on  
th e  accou n tan t's  u n d ers ta n d in g  o f  th e  e n ti ty  a n d  th e  in d u s
t r y  in  w h ich  th e  e n ti ty  o p era tes.

• C o m p a r in g  r e c o r d e d  a m o u n ts , o r  r a t io s  d e v e lo p e d  f r o m  
r e c o r d e d  a m o u n ts , to  e x p e c ta t io n s  d e v e lo p e d  b y  th e  
accou n tan t.

See A p p e n d ix  H  f o r  e x a m p le s  o f  a n a ly t ic a l  p r o c e d u r e s  an  
a c c o u n ta n t  m a y  c o n s id e r  p e r fo rm in g  w h e n  c o n d u c tin g  a  
re v ie w  o f  f in a n c ia l s ta tem en ts .

.3 0  E x p e c ta tio n s  d e v e lo p e d  b y  th e  a c c o u n ta n t in  p e r fo rm 
in g  a n a ly tic a l p ro ced u res  in  con n ection  w ith  a  re v ie w  o f  f in a n 
c ia l s ta te m e n ts  o r d in a r i ly  a re  le ss  e n c o m p a ss in g  th a n  th o se  
d e v e lo p e d  in  an  a u d it .  A lso , in  a  r e v ie w  th e  a c c o u n ta n t o r d i 
n a r ily  is n o t r e q u ire d  to  c o r ro b o ra te  m an agem en t's  resp o n ses  
w ith  o th e r  ev id en ce . H ow ever, th e  acco u n ta n t sh o u ld  co n sid er  
th e  reaso n ab len ess  a n d  co n sis ten cy  o f  m an agem ent's respon ses  
in  l ig h t  o f  th e  r e s u lts  o f  o th e r  r e v ie w  p r o c e d u r e s  a n d  th e  
accou n tan t's  k n o w led g e  o f  th e  e n tity 's  bu sin ess  a n d  th e  in d u s
t r y  in  w h ich  i t  o p era tes .
Inquiries and  O ther Review Procedures

.31 The fo l lo w in g  are  in q u ir ie s  th e  a cc o u n ta n t sh o u ld  con 
s id e r  m a k in g  a n d  o th e r  r e v ie w  p r o c e d u r e s  th e  a c c o u n ta n t  
sh o u ld  c o n s id e r  p e r fo r m in g  w h e n  c o n d u c tin g  a r e v ie w  o f  
f in a n c ia l s ta tem en ts:
a. Inquiries concerning the  entity 's accounting principles and prac

tices and  the  m ethods followed in applying th em  (see Appendix 
B [paragraph  .58]) I n qu ir ies  to  m em b ers  o f  m an ag em en t w h o
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h a v e  r e s p o n s ib i l i t y  f o r  f in a n c ia l  a n d  a c c o u n tin g  m a t te r s  
con cern in g  (see A p p en d ix  B):
(1) W h e th e r  th e  f in a n c ia l  s ta te m e n ts  h a ve  b e e n  p r e p a r e d  

in  c o n fo r m ity  w i th  g e n e r a l ly  a c c e p te d  a c c o u n tin g  
p r in c ip le s  co n s is te n tly  a p p lie d .

(2) The e n ti ty 's  a c c o u n tin g  p r in c ip le s  a n d  p r a c t ic e s  a n d  
th e  m e th o d s  f o l l o w e d  in  a p p ly in g  th e m  a n d  p r o c e 
d u r e s  f o r  r e c o r d in g ,  c la s s ify in g , a n d  s u m m a r iz in g  
tra n sa c tio n s , a n d  a ccu m u la tin g  in form ation  f o r  d isc lo 
su re  in  th e  f in a n c ia l s ta tem en ts .

(3) U nusual o r  com plex  s itu a tio n s  th a t m a y  h ave  an  effec t 
on th e  f in a n c ia l s ta tem en ts .

(4) S ig n ifican t tra n sa c tio n s  o c c u rr in g  o r  r e c o g n ize d  n e a r  
th e  en d  o f  th e  re p o r tin g  p e r io d .

(5) T h e s ta tu s  o f  u n c o r r e c te d  m is s ta te m e n ts  id e n t i f ie d  
d u rin g  th e  p re v io u s  en gagem en t.

(6) Q u e s t io n s  th a t  h a v e  a r is e n  in  th e  c o u rse  o f  a p p ly in g  
th e  re v ie w  p ro ced u res .

(7) E v e n ts  s u b s e q u e n t  to  th e  d a te  o f  th e  f in a n c ia l  s ta te 
m e n ts  th a t  c o u ld  h a v e  a  m a te r ia l  e f fe c t  on  th e  f in a n 
c ia l s ta tem en ts .

(8) T h e ir  k n o w le d g e  o f  a n y  f r a u d  o r  s u s p e c te d  f r a u d  
a ffe c tin g  th e  e n t i t y  in v o lv in g  m a n a g e m e n t o r  o th e r s  
w h e r e  th e  f r a u d  c o u ld  h a v e  a  m a te r ia l  e f fe c t  on  th e  
f in a n c ia l  s ta te m e n ts , f o r  e x a m p le , c o m m u n ic a tio n s  
re c e iv e d  f r o m  em p lo y e e s , f o r m e r  e m p lo y e e s , o r  o th ers.

(9) S ign ifican t jo u r n a l  en tr ies  a n d  o th e r  ad ju stm en ts .
(10) C om m u n ica tion s f r o m  re g u la to ry  agencies.
Inquiries concerning the entity's procedures for recording, clas
sifying, and summarizing transactions, and accum ulating infor
mation for disclosure in the financial statements (see Appendix B 
[paragraph .58]).
Analytical procedures designed to identify relationships and indi
vidual item s that appear to be unusual. For the purposes o f this 
statement, analytical procedures consist o f (1) comparison o f the 
financial statem ents with statem ents for com parable prior 
period(s), (2) comparison o f  the financial statements with antici
pate d results, if  available (for exam ple, budgets and fore casts), 
and (3) study o f the relationships o f the elem ents o f the financial 
statem ents that w ould be expected  to conform to a predictable 
pattern based on the entity's experience . In applying these pro-
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ce dure s , the accountant should consider the types o f  matters 
that required accounting adjustm ents in preceding periods. 
Exam ples o f  relationships o f elem ents in financial statem ents 
that would be expected to conform to a predictable pattern may 
be the relationships b etw een  changes in sales and changes in 
accounts receivable and expense accounts that ordinarily fluctu
ate with sales, and b etw een  changes in property, plant, and 
equipm ent and changes in depreciation expense and other 
accounts that may be affected, such as maintenance and repairs.

b d . Inquiries concerning actions taken at m eetings o f shareholders, 
board o f directors, com m ittees o f  the board o f directors, or com 
parable meetings that may affect the financial statements.

c e . Reading the financial statem ents to consider, on the basis o f  
inform ation com ing to the accountant's attention, w hether the 
financial statem ents appear to conform with generally accepted  
accounting principles.

df . Obtaining reports from other accountants, if  any, who have been  
engaged to audit or review the financial statements o f significant 
com ponents o f  the reporting entity, its subsidiaries, and other

 investees.18
g . Inquiries o f  persons having responsibility for financial and 

accounting matters concerning (1) w hether the financial state
ments have been prepared in conformity with generally accepted  
accounting principles consistently applied, (2) changes in the 
entity's business activities or accounting principles and practices, 
(3) matters as to w hich questions have arisen in the course o f  
applying the foregoing procedures, and (4) events subsequent to 
the date o f  the financial statem ents that w ould have a material 
effect on the financial statements.

M anagem ent Representations

.3 2 3 9  W ritten representations are required from m anagem ent 
for all financial statem ents and periods covered by the accountant's 
review report. For example, if  comparative financial statem ents are
18. The financial statem ents of the reporting entity ordinarily include an accounting 
for all significant com ponents, such as unconsolidated subsidiaries and investees. I f  
o ther accountants are engaged to  audit or review the financial sta tem ents o f such 
com ponents, the accountant will requ ire  reports from  th e  o ther accountants as a 
basis, in part, for h is  th e  a c c o u n ta n t's  r e v ie w  repo rt on his w i th  r e s p e c t  to  th e  
review of the financial statements of the reporting entity. The accountant may decide 
to make reference to the work of o ther accountants in his  th e  a cco u n ta n t's  review 
report on the financial statements. I f  such reference is made, the report should indi
cate the magnitude of the portion of the financial statements audited or reviewed by 
the other accountants.
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re p o r te d  on, the  represen ta tions ob ta ined  at th e  com pletion  o f  the  
m ost r e c e n t review  shou ld  add ress  all perio ds be in g  re p o r te d  on. 
T he specific w ritten representations ob tained by the  accountant will 
dep end  on the  circum stances o f the  engagem ent and the  nature  and 
basis o f presen ta tion  of the  financial statem ents. In  connection with 
a review of financial statem ents p resen ted  in accordance w ith gener
ally accep ted  accounting principles, specific represen ta tions should 
relate to the  following m atters:19
a. M anagem ent's  acknow ledgm ent o f  its responsibility for th e  fair 

p re se n ta tio n  in  th e  financial s ta tem en ts  o f  financial position , 
results o f operations, and cash flows in conform ity with generally 
accepted  accounting principles

b. M anagem ent's belie f  that the  financial statem ents are fairly p re 
sen ted  in conform ity w ith generally accep ted  accounting princi
ples

c. M an agem en t's  a ck n o w led g m en t o f  i ts  r e sp o n s ib i l i ty  to  p r e 
v e n t a n d  d e te c t  f r a u d

d . K n o w le d g e  o f  a n y  f r a u d  o r  s u s p e c te d  f r a u d  a f fe c t in g  th e  
e n t i t y  in v o lv in g  m a n a g e m e n t o r  o th e r s  w h e r e  th e  f r a u d  
c o u ld  h a v e  a m a te r ia l  e f fe c t  on  th e  f in a n c ia l  s ta te m e n ts , 
in c lu d in g  a n y  c o m m u n ic a tio n s  r e c e iv e d  f r o m  e m p lo y e e s ,  
fo r m e r  e m p lo y e e s , o r  o th ers

ee. M anagem ent's full and  tru thful response to all inquiries
f d . Com pleteness of inform ation
g e . Inform ation concerning subsequent events
T h e  re p re se n ta t io n  le t te r  o rd inarily  shou ld  be  ta ilo red  to  inc lude  
additional appropriate representations from  m anagem ent relating to 
m atte rs  specific to  th e  entity 's  business or industry. An illustrative 
represen tation  le tter is p resen ted  in Appendix F.

.3 3 30  T h e  w rit ten  rep re sen ta tio n s  should  b e  ad d ressed  to  the  
accountant. Because the accountant is concerned with events occur
ring th ro ug h  th e  date  o f  th e  rep o r t th a t m ay requ ire  ad justm en t to 
or disclosure in the  financial statem ents, the  represen tations should 
b e  m ade  as o f  a da te  no ea rlie r  th an  th e  date  o f  th e  acco un tan t's  
repo rt. T he  le t te r  should  be  signed  by those  m em bers  o f  m anag e
m en t w hom  the  accountant believes are responsible for and knowl
edgeable , directly  or th ro ug h  others in  th e  organization , abo u t the  
m a tte rs  co v e red  in  th e  re p re se n ta t io n  le tte r . N orm ally, th e  c h ie f
19. Specific representations also are applicable to financial statem ents p resented in 
conformity with a comprehensive basis o f accounting o ther than generally accepted 
accounting principles. The specific representations to be obtained should be based on 
the nature and basis of presentation of the financial statements being reviewed.
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executive officer and ch ief financial officer or others with equivalent 
positions in the entity should sign the representation letter. I f  the  
current managem ent was not present during all periods covered by 
the accountant's report, the accountant should nevertheless obtain 
written representations from current management on all such periods.

.3 4 3 1 Knowledge acquired in the perform ance o f  audits o f the  
entity's financial statements, compilation o f  the financial statements, 
or other accounting services may result in modification o f the review  
procedures described in paragraphs .28 .2 9  th ro u g h  .31. However, 
such modification would not reduce the degree o f responsibility the 
accountant assum es w ith respect to the  r e v ie w e d  financial state
ments he has reviewed.
Documentation in a  Review Engagement

.3 5  The a c c o u n ta n t sh o u ld  p r e p a r e  d o c u m e n ta tio n  in  co n 
n e c tio n  w i th  a  r e v ie w  o f  f in a n c ia l  s ta te m e n ts , th e  f o r m  a n d  
c o n ten t o f  w h ich  sh o u ld  b e  d es ig n ed  to  m e e t th e  c ircu m sta n ces  
o f  th e  p a r t ic u la r  en ga gem en t. D o c u m e n ta tio n  is  th e  p r in c ip a l  
r e c o r d  o f  th e  r e v ie w  p r o c e d u r e s  p e r f o r m e d  a n d  th e  c o n c lu 
s io n s  r e a c h e d  b y  th e  a c c o u n ta n t  in  p e r fo r m in g  th e  r e v ie w .  
H o w e v e r , an  a c c o u n ta n t  w o u ld  n o t  b e  p r e c lu d e d  f r o m  s u p 
p o r tin g  h is o r  h e r  r e v ie w  r e p o r t  b y  o th e r  m ean s in  a d d i tio n  to  
th e  r e v ie w  d o c u m e n ta tio n . S u ch  o th e r  m ea n s  m ig h t in c lu d e  
w r i t t e n  d o c u m e n ta tio n  c o n ta in e d  in  o th e r  e n g a g e m e n t ( fo r  
exam ple  co m p ila tio n ) f i le s  o r  q u a li ty  co n tro l f i le s  (for exam ple  
co n su lta tio n  f i le s )  a n d  in  l im ite d  s itu a tio n s , o ra l exp lan a tion s. 
O ra l ex p la n a tio n s  sh o u ld  b e  l im ite d  to  th o se  s i tu a tio n s  w h e re  
th e  a c c o u n ta n t  f in d s  i t  n e c e s s a r y  to  s u p p le m e n t o r  c la r if y  
in fo rm a tio n  c o n ta in e d  in  th e  d o c u m e n ta tio n . O ra l e x p la n a 
tio n s  s h o u ld  n o t  b e  th e  p r in c ip a l  s u p p o r t  f o r  th e  w o r k  p e r 
fo r m e d  o r  th e  con clusion s reach ed .

.3 6 33  B eca u se  o f  th e  d iffe re n t c ircu m sta n ces  in  in d iv id u a l  
en gagem en ts, Although it is not possible to specify the form or con
tent o f the working papers that an d o c u m e n ta tio n  th e  accountant 
should prepare in connection with a review o f financial statem ents 
because o f the different circum stances o f individual engagem ents, 
the accountant's working papers should describe. H o w e v e r ,  th e  
d o c u m e n ta tio n  sh o u ld  in c lu d e  a n y  f in d in g s  o r  is su e s  th a t  in  
th e  a c c o u n ta n t's  ju d g m e n t  a re  s ig n if ic a n t ,  f o r  e x a m p le , th e  
re su lts  o f  r e v ie w  p r o c e d u r e s  th a t  in d ic a te  th e  f in a n c ia l  s ta te 
m e n ts  c o u ld  b e  m a te r ia l ly  m is s ta te d , in c lu d in g  a c t io n s  ta k en  
to  a d d r e s s  su ch  f in d in g s ,  a n d  th e  b a s is  f o r  th e  f in a l  c o n c lu 
sions reach ed .
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.3 7  The do cu m en ta tio n  o f  th e  in q u iry  a n d  a n a ly tic a l p ro c e 
d u res  sh o u ld  in c lu d e  th e  fo llo w in g :
a. The matters covered in the accountant's inquiry and analytical 

procedures.
b . The a n a ly tic a l p ro c e d u re s  p erfo rm ed .
c. The e x p ec ta tio n s  as d isc u sse d  in  p a ra g ra p h  .2 9 ,  w h e re  s ig 

n if ic a n t  e x p e c ta t io n s  a re  n o t  o th e r w is e  r e a d i ly  d e t e r 
m in a b le  f r o m  th e  d o c u m e n ta tio n  o f  th e  w o r k  p e r f o r m e d , 
a n d  fa c to r s  co n s id ered  in  th e  d e v e lo p m e n t o f  th o se  exp ec ta 
tion s.

d . R e su lts  o f  th e  c o m p a r iso n  o f  th e  e x p e c ta t io n s  to  th e  
r e c o r d e d  a m o u n ts  o r  r a t io s  d e v e lo p e d  f r o m  r e c o r d e d  
am ou n ts.

e. A n y  a d d itio n a l p ro c e d u re s  p e r fo rm e d  in  respo n se  to  sign if
ic a n t  u n e x p e c te d  d if fe re n c e s  a r is in g  f r o m  th e  a n a ly t ic a l  
p ro c e d u re  a n d  th e  resu lts  o f  su ch  a d d itio n a l p ro ced u res .

f b . Unusual matters that the accountant considered during the per
formance o f the review  p ro c e d u re s ,  including their disposition.

g. The rep resen ta tio n  letter .
2. Th is  Standard is effective fo r reviews o f  financial statem ents  

for periods ending on or after D ecem ber 15, 2004.

3. This Statem ent amends Appendix B to SSARS No. 1 and adds 
an additional appendix to SSARS No. 1 (Appendix H ). N e w  language 
is shown in  boldface italics; d e le ted  language is shown by  
strikethrough.

[The am endm ents to A pp end ix  B  an d  addition  o f  A pp end ix  H  referred  
to above have been om itted  fro m  this reprin t o f  SSA R S No. 10. R e fer  
to A pp end ix  A , "A na ly tica l P rocedures the A ccou n tan t M ay C onsider  
P erform ing  W hen C onducting a  R eview  o f  F inancia l S ta tem en ts ," o f  
th is P ractice A id  fo r  a  reprin t o f  A pp end ix  H  to SSA R S No. 1, as  
am ended. R efer to A pp end ix  B, "R eview  o f  F inancia l S ta tem ents—  
Illu stra tive  In q u ire s ," o f  th is P ractice A id  fo r  a  reprin t o f  A pp end ix  B  
to SSA R S No. 1, as am ended .]
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This Statement titled  Performance of Review Engagements was adopted unani
mously by the assenting votes o f  the seven members o f the Accounting and Review 
Services Committee.

Accounting  and  Review  Services Committee 
( 2 0 0 3 - 2 0 0 4 )

N o te : S tatem ents on Standards fo r  A ccounting and Review  Services (SSA R S) are 
issued by the AICPA Accounting and Review Services Committee (ARSC), the senior 
technical body o f  the Institute designated to issue pronouncements in connection w ith  
the unaudited financial statements or other unaudited financial information o f  a non
public entity. Rule 202, Com pliance W ith Standards, o f  the Institu te 's Code o f  
Professional Conduct requires an AICPA member who performs either a compilation 
or a review (the accountant) to comply w ith standards promulgated by the ARSC. The 
accountant should have sufficient knowledge o f the SSARS to identify those that are 
applicable to his or her com pilation or review  and should be prepared to ju s tify  
departures fro m  the SSARS.

Andrew M. Cohen, C hair  
Suzanne M. H eidenreich  
Henry Krostich 
John J. Malahoski

Kurt Oestriecher 
Thomas A. Ratcliffe 
Mark E. Ziessman

AICPA Staff

Charles E. Landes 
Director
A u d it and A ttest Standards

Michael P. Glynn 
Technical M anager 
A u d it and A ttest Standards
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APPENDIX E: STATEMENT ON STANDARDS FOR 
ACCOUNTING AND REVIEW SERVICES NO. 11, 

STANDARDS FOR ACCOUNTING AND REVIEW SERVICES

1. An accountant must perform  a com pilation or review  o f a non
pub lic  en tity  in  accordance w ith  Statem ents on Standards fo r  
Accounting and R eview  Services (SSARS) issued by the A m erican  
Institute o f C ertified  Public Accountants. SSARS provide a measure 
o f qua lity  and the  objectives to be achieved in  both  a com pilation  
and review.

2. Th e  SSARS are issued by the A IC P A  Accounting and Review  
Services Com m ittee (ARSC) and provide perform ance and reporting  
standards for compilations and reviews.

3. Rule 202, Compliance W ith Standards, o f  the A IC P A  Code o f  
Professional C o nduct (A IC P A , Professional Standards, vol. 2, E T  
sec. 202.01), requires an A IC P A  m em ber who perform s compilations 
or reviews to com ply w ith  standards prom ulgated by the AR SC . The  
A R S C  develops and issues standards in  the fo rm  o f  Statem ents on 
Standards for Accounting  and R eview  Services through a due  
process that includes deliberations in  m eetings open to the public, 
public exposure o f proposed SSARS, and a form al vote. The SSARS 
are codified.

4. T h e  accountant should have suffic ien t know ledge o f  the  
SSARS to id e n tify  those that are applicable to his or h e r engage
m ent. T h e  nature o f  the SSARS requires an accountant to exercise 
professional judgm ent in  applying them . T h e  accountant should be  
prepared to justify departures from  the SSARS.

In te r p r e ta t iv e  P u b lic a t io n s

5. Interpretative publications consist o f com pilation and review  
Interpretations o f the SSARS, appendixes to the SSARS, com pilation  
and rev iew  guidance inc luded  in  A IC P A  A u d it and Accounting  
Guides, and A IC P A  Statem ents o f Position to the extent that those 
Statem ents are applicable to com pilation and review  engagements. 
In te rp re ta tiv e  publications are not standards fo r accounting and  
review  services. In terpretative publications are recommendations on 
the  app lication o f  the  SSARS in  specific circum stances, inc lud ing  
engagements for entities in  specialized industries. A n interpretative
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publication is issued after all A R SC  members have been provided an 
opp o rtu n ity  to consider and com m ent on w h e th er the  proposed  
interpretative publication is consistent w ith  the SSARS.

6. The  accountant should be aware o f and consider interpretative  
publications app licable to his or h er com pilation  or review . I f  the  
accountant does not app ly the guidance inc luded  in  an applicable  
in te rp re ta tive  pub lication , the accountant should be p rep ared  to 
explain how  he or she com plied  w ith  the  SSARS provisions  
addressed by such guidance.

O ther C o m p ila t io n  and  R eview  Publications
7. O ther compilation and review publications  inc lude A IC P A  

accounting and review  publications not re fe rred  to above; A IC P A 's  
annual Compilation and Review A lert; com pilation and review  a rti
cles in  the  Journal o f  Accountancy  and other professional journals; 
com pilation and review  articles in  the A IC P A  CPA Letter; continuing  
professional education program s and o th er instruction  m aterials, 
textbooks, guide books, com pila tion  and rev iew  program s, and  
checklists; and other com pilation and review  publications from  state 
CPA societies, other organizations, and individuals.1 O th e r com pila
tion  and rev iew  publications have no authorita tive status; however, 
they may help the accountant understand and apply the SSARS.

8. I f  an accountant applies the  guidance inc luded  in  an o ther  
com pila tion  and rev iew  pub lica tio n , he or she should be satisfied  
that, in  his or her judgm ent, it  is both relevant to  the circumstances 
o f the  engagem ent, and appropria te . In  d e te rm in in g  w h e th er an 
other com pilation and review  publication is appropriate, the accoun
tant may wish to consider the degree to w hich the publication is rec
ognized as being he lp fu l in  understanding and applying the SSARS 
and the degree to w hich  the issuer or author is recognized as an 
authority in com pilation and review  matters. O th e r com pilation and 
rev iew  publications pub lished  by the  A IC P A  th a t have been  
rev iew ed  by the A IC P A  A u d it and A ttest Standards s taff are p re 
sumed to be appropriate.

1. The accountant is not expected to be aware of the full body of other compilation and review 
publications.
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P re d e c e s s o r 's  C om pila tion  o r R eview  R e p o r t

9. SSARS cu rren tly  provide guidance to be fo llow ed  w hen  the  
financia l statem ents o f  a p rio r p erio d  have been com piled  or 
reviewed by a predecessor accountant whose report is not presented  
and the successor accountant has not com piled  or rev iew ed  those 
financia l statem ents. Th is  S tatem ent am ends A R  section 200 .17 , 
footnote 9, to state that a successor accountant may nam e the prede
cessor accountant i f  the  predecessor accountant's practice was 
acquired by, or m erged w ith , that o f the successor accountant. N e w  
language is shown in boldface italics.

9The successor  a c c o u n ta n t  should not nam e the predecessor  
a cc o u n ta n t  in his o r  h e r  report; h o w ever, th e  su ccesso r  acco u n 
ta n t  m a y  n am e th e  p re d e c e s s o r  a c c o u n ta n t i f  th e  p re d e c e s s o r  
accou n tan t's  p ra c tic e  w a s  a c q u ire d  b y ,  o r  m erg ed  w ith , th a t o f  
th e  su ccessor  acco u n tan t.

 
Effective Date

10. This Statem ent is effective upon issuance.
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This Statement titled  Standards for Accounting and Review Services was adopted 
unanimously by the assenting votes o f  the seven members o f  the Accounting and 
Review Services Committee.

Accounting and Review Services Committee 
( 2 0 0 3 - 2 0 0 4 )

N o te : S tatem ents on Standards fo r  A ccounting and Review  Services (SSA R S) are 
issued by the AICPA Accounting and Review Services Committee (ARSC), the senior 
technical body o f the Institute designated to issue pronouncements in connection w ith  
the unaudited financial statements or other unaudited financial information o f  a non
public entity. Rule 202, Com pliance W ith Standards, o f  the Institu te 's Code o f  
Professional Conduct requires an AICPA member who performs either a compilation 
or a review (the accountant) to comply w ith standards promulgated by the ARSC. The 
accountant should have sufficient knowledge o f  the SSARS to identify those that are 
applicable to his or her compilation or review  and should be prepared to ju s tify  
departures fro m  the SSARS.

Andrew M. Cohen, C hair  
Suzanne M. H eidenreich  
Henry Krostich 
John J. Malahoski

Kurt Oestriecher 
Thomas A. Ratcliffe 
Mark E. Ziessman

AICPA Staff
Charles E. Landes 

Director
A u d it and  A ttest Standards

M ichael P. Glynn 
Technical M anager 
A u d it and  A ttest Standards
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APPENDIX F: ACCOUNTING AND REVIEW SERVICES 
COMMITTEE ISSUES PAPER, "ANALYTICAL 
PROCEDURES IN A REVIEW ENGAGEMENT"

NOTICE TO READERS

This Issues Paper is intended to provide accountants with information that may 
help them understand certain requirements related to the use of analytical 
procedures in review engagements and how the use of analytical procedures should 
be documented in those engagements. This publication is an Other Compilation and 
Review Publication as defined in Statement on Standards for Accounting and 
Review Services No. 11, Standards for Accounting and Review Services. Other 
Compilation and Review Publications have no authoritative status; however, they 
may help the accountant understand and apply Statements on Standards for 
Accounting and Review Services (SSARS). If an accountant applies the guidance 
included in an Other Compilation and Review Publication, the accountant should be 
satisfied that, in his or her judgment, it is both appropriate and relevant to the 
circumstances of the subject engagement. This publication was reviewed by the 
AICPA Audit and Attest Standards staff and published by the AICPA, and is 
presumed to be appropriate.

During the process of preparing to issue SSARS No. 10, Performance o f  Review 
Engagements, the Accounting and Review Services Committee (ARSC) determined that 
additional non-authoritative guidance would be helpful and appreciated by accountants 
with respect to the formation of expectations in the performance of analytical procedures. 
This Issues Paper is intended to provide additional non-authoritative guidance to 
accountants related to the use o f analytical procedures and documentation requirements 
associated with those procedures.

Expectations
Forming an expectation is the most important phase of the analytical procedure 
process. Expectations are the accountant's predictions of recorded amounts or ratios 
developed from recorded amounts. In performing analytical procedures, the accountant 
develops the expectation in such a way that a material difference between the expectation 
and the recorded amount or ratio is indicative of a possible misstatement, and therefore 
the accountant should obtain explanations for the difference (for example, an unusual 
event occurred). Expectations are developed by identifying plausible relationships (for 
example, store square footage and retail sales) that are reasonably expected to exist based 
on the accountant's understanding of the client and the industry in which the client 
operates. The accountant selects from a variety of data sources to form expectations. For 
example, the accountant may use prior-period information (adjusted for expected 
changes), management's budgets or forecasts, industry data, and/or non-financial data. 
Additionally, information that is developed when an accountant compiles interim 
financial statements can be utilized by the accountant in developing expectations 
associated with the review of financial statements.

57



R eview  E ngagem ents—N ew  an d  E xpanded  G uidance on A n a ly tica l P rocedures, Inquiries, an d  O th er P rocedu res 

S S A R S  N o . 10 does not create a n ew  requ irem ent w ith  respect to  develop ing  
expectations. T h e  S tandard c larifies  ex isting  guidance that has existed since the issuance 
o f  S S A R S  N o . 1, Com pilation a n d  R eview  o f  F inancia l S ta tem ents , in  D e cem b er 1978. 
A n  accountant cannot, under any circum stances, p e rfo rm  e ffe c tive  ana ly tica l procedures  
w ith o u t firs t deve lo p in g  expectations re la ted  to  the results o f  those ana ly tica l procedures. 
Expectations developed  b y  the accountant in  p e rfo rm in g  ana ly tica l procedures in  
connection w ith  a re v ie w  o f  fin a n c ia l statem ents o rd in a rily  are less encom passing than  
those developed  in  an audit.

S S A R S  N o . 10 does, how ever, create the requ irem ent that the accountant docum ent 
s ign ifican t expectations w here  those expectations are not o therw ise re a d ily  determ inable  
fro m  the docum entation  o f  the w o rk  perform ed. T h e  docum entation  should include  
factors considered in  the develo pm ent o f  the expectations.

T h e  fo llo w in g  represents exam ples o f  h o w  an accountant can docum ent expectations. 
T hese exam ples are no t intended to be all inclusive.

E xam ple 1 -  E xpected  increase in revenue

A n  accountant is engaged to re v ie w  the fin a n c ia l statem ents o f  a com pany that 
m anufactures com ponents that are u tiliz e d  b y  o ther com panies in  custom izing  veh icles  
fo r use b y  the U n ite d  States M il ita ry .  Because o f  various conflic ts  occurring  in  the w o rld  
and the U n ite d  States' ro le  in  those con flic ts , the accountant reasonably expects sales to  
increase. U s in g  his or her kno w led g e  o f  the c lien t, the c lie n t's  business, and the industry  
in  w h ic h  the c lien t operates, the accountant expects a 10%  to 15%  increase in  sales. 
Further, the accountant concludes that receivab les should increase and that loans payable  
and interest expense w o u ld  also increase as the c lien t w o u ld  need to b o rro w  m o n ey  to 
fund  the add itio na l production .

Sam ple docum entation
T ee m ickm ag  M il i ta r y  S u pp ly  C o m p an y
A n a ly tic a l Procedures
F o r the yea r ended D ecem b er 31 , 2 0 X X

Expectations
T h e  fo llo w in g  are factors that should a ffec t the re lationship  betw een  current and p rio r  
yea r am ounts:

Increase in  m ilita ry  spending b y  the governm ent due to w o r ld  events should result in  
an increase in  sales. E xpected  increase betw een  10%  and 15% . T h e  accountant 
expects a s im ila r increase in  accounts receivab le. 

Because o f  an increase in  p roduction  o f  m ilita ry  veh icles, the C o m p an y  had to  
b o rro w  add itio na l funds. Th ere fo re , expected increase in  loans payab le  and  
interest expense betw een  10%  and 15% . 

N o  s ign ifican t change in  e ither days sales in  in ven to ry  or in ven to ry  tu rnover is 
expected. A lth o u g h  a b u ild -u p  in  in ven to ry  is expected, that b u ild -u p  is not
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expected to correspond w ith  the increase in  sales as the veh icles are expected to  
be sold near the date o f  com pletion . A n y  change greater than 5 %  w il l  be  
subjected to add itio na l inquiries .

B a lan ce  sheets and incom e statem ents are ava ilab le  fo r the current yea r and the tw o  years  
preceding  the current year.

T rend analysis

C u rren t Y e a r  P rio r Y e a r  C hange %  C hange
Sales $ 2 ,5 0 0 ,0 0 0  $ 2 ,1 7 5 ,0 0 0  $ 3 2 5 ,0 0 0  1 4 .9 4 %
C ost o f  goods sold 1 ,7 8 0 ,0 0 0  1 ,5 6 6 ,0 0 0  2 1 4 ,0 0 0  1 3 .6 7 %  
Gross m arg in  7 2 0 ,0 0 0  6 0 9 ,0 0 0  
Gross m arg in  as a %  o f  sales 2 8 .8 0 %  2 8 .0 0 %
S e llin g  expenses 2 3 0 ,0 0 0  18 4 ,0 0 0  4 6 ,0 0 0  2 5 .0 0 %
Interest expense 4 8 ,0 0 0  4 2 ,0 0 0  6 ,0 0 0  1 4 .2 9 %

B alance sheet ratio  analysis

C urrent Y ear P rio r Y ear Tw o Y ears Prior
A ccounts receivable, net $ 1,100,000 $ 843,000 $ 703,000
Inventory  1,000 ,000 832.000 694.000

Loans payable 498.000 437,000 41 8 ,000

D ays sales in receivables

D a ys  sales in  receivab les =  A ccounts receivab le , net at end o f  p e rio d / (N e t  sales /365)

C u rren t yea r days sales in  receivab les =  $ 1 ,1 0 0 ,0 0 0  /  ($ 2 ,5 0 0 ,0 0 0 /3 6 5 )  
=  161 days

P rio r yea r days sales in  receivab les =  $ 8 4 3 ,0 0 0  /  ($ 2 ,1 7 5 ,0 0 0 /3 6 5 )  
=  141 days

T h e  increase o f  2 0  days sales in  receivab les (161  days -  141 days) represents a 14%  
increase. S ince this increase is w ith in  the expected range, no fu rth e r in q u iry  is necessary.

D ays sales in inventory

D a ys  sales in  in ven to ry  =  In v e n to ry  at the end o f  period  /  (T o ta l cost o f  goods sold /  3 6 5 )

59



R eview  E ngagem ents—N ew  an d  E xpan ded  G uidance on A n a ly tica l P rocedures, Inquiries, an d  O ther P rocedu res 

C u rren t yea r days sales in  in ven to ry  =  $ 1 ,0 0 0 ,0 0 0  /  ($ 1 ,7 8 0 ,0 0 0  /  3 6 5 )  
=  205  days

P rio r yea r days sales in  in ven to ry  =  $ 8 3 2 ,0 0 0  /  ($ 1 ,5 6 6 ,0 0 0  /  3 6 5 )  
=  194 days

T h e  increase o f  11 days sales in  in ven to ry  (2 0 5  days -  194 days) represents a 6 %  
increase. Since this increase is w ith in  the expected range, no fu rther in q u iry  is necessary.

Inventory  turnover

In ven to ry  tu rnover =  C ost o f  goods sold /  A v erag e  in ven to ry

C u rren t yea r in ven to ry  tu rnover =  $ 1 ,7 8 0 ,0 0 0  /  ( ($  1 ,1 0 0 ,0 0 0  +  8 3 2 ,0 0 0 ) /  2 )  
=  1 .84  tim es

P rio r yea r in ven to ry  tu rnover =  $ 1 ,5 6 6 ,0 0 0  /  ( ($ 8 3 2 ,0 0 0  +  6 9 4 ,0 0 0 ) /  2 )  
-  2 .0 5  tim es

T h e  in ven to ry  tu rnover decreased 10%  therefore, since this decrease is greater than  
expected, the accountant should inqu ire  o f  the c lien t and docum ent the reason fo r the  
unexpected decrease.

T h e  above docum entation  w o u ld  be adequate and in  accordance w ith  S S A R S  N o . 10. 
Further, a fte r p e rfo rm in g  the trend analysis, the accountant concludes that sales, costs o f  
goods sold and interest expense are a ll "reasonable" g iven  the expectations associated  
w ith  these am ounts. In  add ition , w ith  respect to balance sheet accounts, the increase in  
loans payab le  is also reasonable (1 4 %  increase) w h en  considered w ith  the corresponding  
increase in  interest expense and the expectation  associated w ith  the loan  payab le  account. 
H o w e v e r, since selling  expenses increased b y  2 5 % , the accountant should inqu ire  o f  the 
c lien t and docum ent the reason fo r that unexpected  increase (actual increase does not 
correspond to expected increase).

E xam ple 2 -  E xpected  decrease in revenue

A n  accountant is engaged to re v ie w  the fin a n c ia l statements o f  a c lien t that 
ow ns/m anages a shopping m a ll. D u e  to a poo r econom y, the m a ll lost tenants during  the  
year; as such, the accountant reasonably expects revenue to decrease. U s in g  his or her 
kno w ledge o f  the c lien t, the c lien t's  business, and the industry in  w h ic h  the c lien t 
operates, the accountant expects a 5 %  to 10%  decrease in  revenue during  the year. 
Further, the accountant expects that general and adm in istrative  expenses should increase  
due to an increase in  leasing and sales expenses and that m anagem ent fees should  
decrease due to a decrease in  tenants in  the bu ild in g .

60



R eview  E ngagem ents— N ew  and E xpanded  G uidance on A n aly tica l P rocedures, Inquiries, an d  O ther P rocedu res 

Sam ple docum entation
Pearl R iv e r  M a ll
A n a ly tic a l Procedures
F o r the yea r ended D ecem b er 31 , 2 0 X X

Expectations
T h e  fo llo w in g  are factors that should a ffec t the re lationship  betw een  current and p rio r  
year am ounts:

Loss o f  tenants due to poor econom y should result in  a decrease in  revenue.
E xpected  decrease betw een  5 %  and 10% . 

Because o f  the increased num ber o f  vacancies, general and adm in is tra tive  expenses 
are expected to increase because o f  an increase in  leasing and sales expenses. 
E xpected  increase betw een  5 %  and 10%  (corresponds w ith  the decrease in  
revenue).

Because o f  the decrease in  the num ber o f  tenants in  the b u ild in g , m anagem ent fees 
are expected to decrease betw een  5 %  and 10%  (corresponds w ith  decrease in  
revenue).

B a lance sheets and incom e statem ents are ava ilab le  fo r the current and tw o  years  
preceding  the current year.

T rend analysis

S im ila r  balance sheet analytics should be p erfo rm ed  as those p erfo rm ed  in  exam ple 1 
above.

T h e  above docum entation w o u ld  be adequate and in  accordance w ith  S S A R S  N o . 10. 
H o w e v e r, the results o f  the ana ly tica l tests do not agree w ith  the docum ented  
expectations associated w ith  those tests. There fo re , the accountant should inqu ire  and  
docum ent w h y  the decrease in  tenant revenue, the decrease in  m anagem ent fees, and the 
increase in  general and adm in istrative  expenses exceeded expectations and docum ent the  
results o f  the inqu iry .

E xam ple 3 -  N o sign ificant change in revenue or expenses expected

A n  accountant is engaged to re v ie w  the financ ia l statements o f  a sm all, p riv a te ly -h e ld  
c lien t in  the candy store business. Th e  accountant has p erfo rm ed  a re v ie w  o f  the 
fin a n c ia l statements o f  the candy store fo r each o f  the past fiv e  years w ith  no sign ifican t

Ten ant revenue  
Costs and expenses: 

M an ag e m e n t fees 
G enera l and adm in istrative

C u rren t Y e a r  P rio r Y e a r  Change %  Change  
$ 7 ,2 2 3 ,0 0 0  $ 8 ,6 0 3 ,0 0 0  $ (1 ,3 8 0 ,0 0 0 ) (1 6 .0 4 )%

3 3 9 ,0 0 0  3 8 7 ,0 0 0  (4 8 ,0 0 0 )  (1 2 .4 0 )%  
5 8 3 ,0 0 0  5 1 1 ,0 0 0  7 2 ,0 0 0  1 4 .0 9 %
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change in  revenue or expenses in  any o f  those years. T h e  accountant expects that trend to 
continue.

Sam ple docum entation
M o m  and Pop C an d y  Store
A n a ly tic a l Procedures
F o r the yea r ended D e cem b er 31 , 2 0 X X

Expectations
Based on discussions w ith  ow ner/m anager, no s ign ifican t changes fro m  p rio r year

am ounts are expected. 
A l l  increases/decreases greater than 5 %  w il l  be subjected to add itio na l inquiries.

Trend analysis

C u rren t Y e a r  P rio r Y e a r  C hange  
Sales $ 4 4 ,0 0 0  $ 3 9 ,0 0 0  $ 5 ,0 0 0
Cost o f  goods sold 3 2 ,5 0 0  3 1 ,0 0 0  1 ,500
Gross m arg in  11 ,500  8 ,0 0 0
Gross m arg in  as a %  o f  sales 2 6 .1 4 %  2 0 .5 1 %  
O perating  expenses 5 ,2 0 0  4 ,5 0 0  7 0 0
N e t  incom e 6 ,3 0 0  3 ,5 0 0

S im ila r balance sheet analytics should be p erfo rm ed  as those p erfo rm ed  in  exam ple  1 
above.

Th e  above docum entation  w o u ld  be adequate and in  accordance w ith  S S A R S  N o . 10. 
H o w e v e r, the results o f  the ana ly tica l tests do not agree w ith  the docum ented  
expectations associated w ith  those tests. T h ere fo re , the accountant should inqu ire  and  
docum ent w h y  sales increased b y  an am ount greater than expected. In  add ition , the  
accountant m a y  w an t to inqu ire  as to w h y  there w as not a com parable increase in  cost o f  
goods sold. A lso , the accountant w o u ld  w an t to discuss w ith  the ow ner/m anager w h y  
there is a greater than expected increase in  operating expenses and docum ent the results 
o f  the discussion.

%  Change  
12.82%  

4 .8 4 %

1 5 .5 6 %

C onclusion
T h e  purpose o f  the docum entation  guidance contained in  this Issues Paper is to illustrate  
h o w  an accountant m ig h t docum ent expectations in  accordance w ith  S S A R S  N o . 10. Th e  
exam ples are presented fo r illu s tra tive  purposes o n ly  and should not be considered to  
represent e ither m in im u m  or m a x im u m  docum entation  requirem ents.
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