TO:
      Memorandum to the files

FROM:      Pamela A. Moore, Partner

DATE:       August 30, 2002

RE:
       Planning memorandum for 2002 audit of Mear Image Inc.

This memorandum summarizes the significant considerations and risks we anticipate in the 2002 audit of Mear Image Inc. and our audit strategy to address those risks.

SIGNIFICANT RISKS:

Since this client has been constantly profitable, is a privately held company, and is on an accrual basis for income tax purposes, our experience has shown that any misstatement tends to be an understatement of income.  As a result, our audit approach is designed to focus on this risk.

Since the three largest asset captions are receivables, inventory and fixed assets, the greatest risk of misstatement exists in those areas, as discussed below.

There is a risk that the allowance for bad debts may be understated.  We have noted a minor but consistent deterioration in the collectibility of receivables over the past three years.  This will not require any change in our audit approach since the adequacy of the reserve for bad debts is a highly subjective, judgmental determination and receives our close consideration anyway.  During the audit, we should be careful to observe whether this trend noted during prior audits and during our analysis of the first six months of 2002 continues through the end of the year.  We will take this into consideration in our work on the reserve for bad debts.

Since the client takes a monthly physical inventory count, obsolete inventory not being properly recorded should not be a problem.  However, this is always a risk and has been considered in our audit approach.
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There is a risk that the fixed asset accounts may not be properly stated.  The accounting for fixed assets has not resulted in any significant adjustments in the past; however, in late 2002, MII will be opening two new offices in leased space.  As a result, our audit will take into consideration the accounting for leasehold improvements and equipment acquired for those offices.  We want to make sure that actual costs are properly recorded and that the data set up on the fixed asset accounting system is correct to assure proper depreciation and proper tax accounting.  The leases will be for relatively short terms and should not be capital leases.  However, as soon as the negotiations are complete, we will calculate whether the leases are indeed capitalizable.

The client has on occasion had problems recording clean cutoffs of activity at the end of the year.  Consequently, we plan to carefully audit the receiving/accounts payable cutoff, the shipping/billing cutoff, the cash receipts cutoff, and the sales adjustments cutoff.  See the individual audit program steps.  Our approaches are consistent with those in prior audits.

Other than these risks, we expect no other significant problems on the audit.  The client’s sales volume continues to grow at historical rates.  There have been insignificant price changes so far in 2002, so growth in sales will come primarily through more production.  Since the new offices will probably not open until late in the year, they should not have a significant effect on revenues and will have little effect on our audit plan, except as discussed above.  Increases in costs of paper and supplies and in personnel costs have not been fully reflected in increased prices charged to customers so there continues to be some deterioration in gross margins.  However, the company is still very healthy and profitable.  These considerations have no impact on our audit plan since they reflect anticipated patterns.

Since the company is privately held and has a relatively simple structure, the financial statements are straightforward.  We should not have any reporting or disclosure problems or significant changes in the form or content of the financial statements.

MATERIALITY LEVELS—
We have set out our preliminary materiality levels at $110,000 for errors affecting the income statement and $300,000 for errors that have only a balance sheet effect.  Our planning indicated the client expects net income to be about $1,800,000 for 2002.  Net of income tax effect, an error less than $110,000 would be about 3% of net income, and we would conclude such an error is immaterial.  Likewise, an error of $300,000 on the balance sheet would represent less than 2% of total assets and would be considered immaterial.  However, since we must be concerned about the cumulative effect of errors, our audit is designed to discover errors as low as $10,000.  Any errors less than that amount can be disposed of as immaterial in the workpapers and do not need to be accumulated in the proposed journal entry sheet.  
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Since we cannot anticipate in advance whether an error affects only the balance sheet or also the income statement, our audit work is based upon the lower limit for the income statement.  If, however, an error affecting only the balance sheet is noted, conclusions regarding it may be based upon the higher materiality limit.  Our determination regarding materiality limits will be reconsidered at the beginning of our final audit work and again at the conclusion of the audit.

AUDIT APPROACH—
The cycles of MII’s business and the audit approach we will take in each as follows:


Cash cycle—

The interfaces with the revenue and expenditure cycles ( i.e. cash receipts and cash disbursements functions)  will be evaluated and appropriate control techniques compliance tested.  Since the client has very good controls in this area, we expect to place heavy reliance on them.  However, because of the risk of error in this area, we will confirm all cash accounts as of year-end and audit the bank account reconciliations on a substantive basis.  We will also perform interbank transfer work to assure transfers among accounts were properly recorded at year-end.


Revenue cycle—

Because the client has good controls in the revenue cycle, we will place heavy reliance on the controls, perform appropriate evaluations of control techniques and compliance test those on which we choose to rely.


For copy revenue from orders processed at the individual offices, we will rely almost entirely on internal controls.  This is reasonable considering the large number of relatively similar transactions with small dollar amounts involved in these sales.  There is low risk of material misstatement here.


For larger sales processed at the main production facility, we will supplement the results of our compliance testing of controls with limited substantive testing of transactions.


During final work, we will perform additional substantive tests of balances by confirming samples of accounts receivable and performing analytical tests of the sales and cost of sales.  In addition, we will perform substantive tests of the aged receivables to reach a conclusion regarding the adequacy of the allowance for bad debts.  As noted above, we will perform tests of the shipping/billing, cash receipts, and sales adjustment cutoffs.
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Expenditure cycle—

We will rely heavily on the internal controls in this cycle, but, in addition to the evaluation and compliance testing of internal controls, we will perform substantive tests of expenditure cycle transactions on a limited basis.  During final audit work, we will perform analytical tests of the ending balances in expense accounts, confirm limited numbers of major suppliers for accounts payable balances, examine support for other payable and accrued balances, and perform a receiving/payable cutoff test and related search for unrecorded liabilities.  Certain expense accounts will be analyzed in detail with appropriate examination of documents, as necessary.  Other expense balances will be tested in connection with the audit of related asset and liability accounts, such as depreciation.


Payroll cycle—

Because of the large number of similar, routine transactions in this cycle and the client’s excellent controls, we will rely primarily on the evaluation and compliance testing of control techniques.  We will supplement this work with analytical tests of balances in the accounts at year-end, primarily with regard to the cutoff of payroll expenses and related liability accounts.


Production cycle—


We will evaluate, test, and rely upon certain controls in this cycle, but because the client takes a monthly physical count of inventory, we will observe the count at year-end and perform appropriate tests of the count and compilation.  Since obsolete inventory may not be properly written down, we will substantively test the client’s treatment of these materials.  Placing primary reliance on the year-end count appears to be more cost effective than relying heavily on the internal controls.  We will also perform analytical tests of cost of goods sold in connection with the revenue cycle work.

Fixed asset accounts will be analyzed, and documentation supporting additions and dispositions will be examined in detail as appropriate.  This work should cover the risk of misstatement inherent in the significant additions for the two new offices, as discussed in the significant risks section above.


Capital cycle—

Because of the small number of transactions in the bank loan and stockholders’ equity accounts and the ease with which we can audit those accounts with minimal cost on a substantive basis, we will place no reliance on the internal controls and rely entirely on substantive tests.  We will analyze the activity in these accounts, confirm the balances at year-end, and perform appropriate tests of interest expense and dividends.
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REPORTS—
The only reports to be issued during this audit are the final audit opinion with the accompanying financial statements and the management letter with comments for improvement in internal controls.  We expect to deliver the reports in the third week in February, 2003.  This will give the client a week before the audited financial statements are due at the bank with which it maintains borrowings.

We will discuss suggestions for internal controls noted during preliminary work with management at that time and include them in the formal management letter at the end of the audit.

TIMING—
Based on our planning done in August, 2002, we expect to perform preliminary audit work during late October and early November, 2002.  This work will consist of the evaluation of internal controls, testing of the control techniques on which we decide to rely, and substantive tests of transactions.  We will prepare and mail confirmation requests and observe physical inventory count at year-end.  We will begin final audit work in the third week of January, 2003 and plan to complete the bulk of the field work by the end of the first week in February.  At this point, the partner and manager should have time scheduled to review the workpapers and the tax partner, manager, and senior should be prepared to review income tax accrual workpapers.  The client’s officers should also have time set aside during this period to review financial statement drafts and discuss the results of the audit.
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