MEAR IMAGE INC.

MATERIALITY WHAT-IF MODEL

DESCRIPTION OF MODEL—

· SUGGESTION!!  As you read this memorandum, move around the spreadsheet file at MII What-If Model Example to examine the features that are being explained.  Trying to read the memo without reviewing the model will not be very useful to you.
The spreadsheet for this assignment contains the balance sheet and income statements for MII for 2001 and 2002 and the balance sheet for June 30, 2003.  Since you are doing the planning for the 2003 MII audit in early August, 2003, the decisions you make regarding materiality must be based on interim numbers.  The decisions will affect the amount of audit work focused on individual accounts.  You may decide to do little or no audit work at all on some balances because you determine they are immaterial.

You can use the capabilities of EXCEL for moving between the balance sheet and the income statement, or, of course, you can also move around the spreadsheet using the Arrow keys and the Page Up and Page Down  keys.

The income statement for the six months ending June 30, 2003, has been annualized by doubling the actual six-month numbers, so you will be basing your decisions on numbers which will only approximate those that will appear in the financial statements at the end of the year.  However, for the 2003 income statement numbers to be comparable to the 2002 and 2001 numbers to aid in your decision making, they  must be annualized.  Of course, income generating activities of MII for the second half of 2003 may not be equal to the first half. Basing your decisions on the annualized six-months numbers may not be exactly right, but those are the best numbers we have available in August of 2003.

By moving the cursor to the right across the spreadsheet, you will find additional columns in which you can reflect adjustments to the 2003 numbers and see the effect those adjustments would have on the balance sheet and income statement in terms of amount and percent.  In MII What-If Model Example, an example of an adjustment has been included so you can see how the model works.  

The example is an adjustment to the 2003 accounts receivable and sales numbers.  First, move to the cell on the income statement for the “Sales” row and the column for “2003 Six-Months As Adjusted” to see how the adjustment is calculated as a fraction of the cell to the left.  The example shows what would happen if an error overstating sales by two percent were found and assumes the other side of the correcting adjustment would be against accounts receivable. 
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The dollar amount and percentage change resulting from the adjustment will automatically be calculated by the spreadsheet for all items affected on the income statement and the balance sheet.

· IMPORTANT POINT!!  NOTE THAT THE ADJUSTMENT HAS BEEN POSTED ON BOTH SIDES.  FOR THE MODEL TO WORK AND THE FINANCIAL DATA TO REMAIN IN BALANCE, YOU MUST MAKE BOTH SIDES OF ANY ADJUSTMENT.  

You should be aware that when you reflect an adjustment on the income statement, the spreadsheet will also automatically calculate the effect of the adjustment on Federal and state income taxes and adjust the provision for income taxes on the income statement and income taxes payable on the balance sheet.  In addition, the net effect of the adjustment on the income statement will be automatically reflected in retained earnings on the balance sheet.  You can make adjustments for absolute amounts of dollars or as percentages of the 6-30-03 numbers in the column to the left of the “6-30-03 As Adjusted” column.

As described in more detail below, you are to use this example as a basis for determining at what dollar amount an error found during the audit would have a material effect on the financial statements.  Using a fresh copy of the what-if model at What-If Model, you should calculate the effect of larger and smaller adjustments and of adjustments to different financial statement captions until you have satisfied yourself that you have a reasonable conclusion on materiality for planning this audit.

PLEASE NOTE that auditors would not normally use a model like this in planning a real audit.  However, the model does follow the thinking the partner, manager, and senior would use.

YOUR ASSIGNMENT (SHOULD YOU CHOOSE TO ACCEPT IT)—




Now that you are aware of what this spreadsheet what-if model can do for you, let’s talk about how you will use it to complete the assignment.

You are to decide upon two numbers that represent the point above which the effect of an error in the financial statements would be considered material - the so-called materiality threshold.  The first number is the amount that would have a material effect on the income statement.  The second number is the amount that would be material  if an adjustment or reclassification affected only captions within the balance sheet with no effect on the income statement.  In an audit, these 
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decisions would be used in planning the extent and nature of the  audit tests to be performed on various  accounts.  To reach a decision regarding these two numbers, you are to reflect a number of adjustments to various captions in the financial statements, review the impact of those adjustments on all the captions and totals, change the adjustments to higher or lower amounts, try adjustments to other captions, etc. until your conclusions become clear to you.  

· IMPORTANT POINT!!  Remember to make only balanced adjustments to the what-if model!!  

How you document this work is up to you, since your worksheets will not be turned in.  However, you should document your decisions and the reasoning behind them in a draft of the materiality levels section of the  planning memo for the 2003 audit.  We will discuss your decisions in class and you will turn the memo in for review.

NOTES ON MATERIALITY—

In making decisions on materiality, auditors frequently key in on the effect of an error on particular captions in the financial statements as well as considering the effect on the financial statements taken as a whole.  Some of the items that could be the critical criterion in a materiality decision are as follows:




Total current assets




Total assets




Total current liabilities




Working capital




Total liabilities




Retained earnings




Total stockholders’ equity




Sales




Gross margin




Net income

An error that is immaterial in one part of the financial statements may be material to another.  For instance, an error that is immaterial to accounts receivable may have a dramatic impact on the income statement.  On the other hand, an error with a relatively minor impact on the income statement may have a material impact on working capital if the company is very close to a working capital limit included in a borrowing agreement.  

The financial position and results of operations in prior years may also have an effect on materiality decisions if an error affects important trends.  
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· IMPORTANT POINT!!  Although the concept of materiality is relative, the application of the concept in a particular engagement has to be specific. 

· REALLY IMPORTANT POINT!!  The most important consideration in making materiality decisions is what information reasonably competent, prudent financial statement users need to make good decisions about the company.

To assist you in considering these factors in the MII audit, the model includes the prior years’ financial statements and, between current and long-term liabilities, a  memo disclosure of working capital.  The only ratio or limit in MII’s borrowing agreements with which you should be concerned is one requiring that the debt-to-equity ratio should not exceed 2.0 to 1.

If there are uncertainties or additional information that would make your decisions clearer, make note of them and discuss them in your response.

WORKING WITH THE MODEL—

To help you get started in the exercise, consider what the effect of a 2% overstatement of sales would be.  Move the cursor to the cell in column G where the adjusted sales number is located.  (All the adjustments will be reflected in the G column.  Don’t be concerned about putting something in the wrong place, because all the critical cells have been protected.)




Instead of computing the reduced sales number and typing in the amount, you can more easily type a formula in the cell and let the spreadsheet software do the work for you.  As you can see, an appropriate formula has been entered in the cell.  This multiplies the annualized sales in the cell to the left by 98%, resulting in adjusted sales net of the assumed overstatement.  Using the Arrow keys, move to the right and down the spreadsheet to see what the impact of the adjustment on the income statement would be.

Assuming that the decrease in sales would result in a related decrease in accounts receivable, move the cursor to column G in the balance sheet row for accounts receivable.  Note the formula that has been entered.  This formula reduces the June 30, 2003 accounts receivable by the decrease in the sales account already calculated.  Move down the balance sheet to see what the impact is on current and total assets.  Also note that income taxes payable, current liabilities, working capital, total liabilities, retained 
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earnings, total stockholders’ equity, and total liabilities and equity have also been affected on BSL.  Check that, with the posting of the adjustment to accounts receivable, the balance sheet once again balances.  DON’T FORGET TO POST BOTH SIDES TO BALANCE ALL YOUR ADJUSTMENTS ON THE MODEL!!
Before trying to post a different adjustment, return all the balances to the original balances by opening a copy of the original file without the sample adjustment at What-If Model.  

· IMPORTANT POINT!!  NOTE THAT IT DOES NOT MAKE SENSE TO POST MORE THAN ONE POTENTIAL ADJUSTMENT TO THE WHAT-IF MODEL AT THE SAME TIME!!  POSTING MORE THAN ONE ADJUSTMENT WOULD JUST OBSCURE THE EFFECT OF CHANGES AND MAKE YOUR DECISION MORE DIFFICULT.  After considering the effect of one adjustment, just open the original file What-If Model and try another adjustment.  If you decide to save a version of the what-if model with a particular adjustment included, save it under another name than MII2C.

Once you open the what-if model, post an adjustment assuming general and administrative expenses and accrued liabilities are overstated by $100,000.  Move the cursor to cell G64 and type  +F64 -100000  and press RETURN.  Move the cursor to cell G129 and adjust the balance there in the same way.   After considering the impact on the balance sheet and income statement, open another copy of What-If Model and try another adjustment of your choice.

In addition to posting only one adjustment at a time and balancing each adjustment, you should also post only adjustments that make sense.  For instance, it is difficult to imagine how an adjustment between sales and fixed assets might occur.  Adjustments to sales would normally only affect cash or accounts receivable.  Adjustments to sales and inventory do not make sense, but adjustments to cost of goods sole and inventory would be reasonable.

· IMPORTANT POINT!!  You do not have to post lots of adjustments to many different captions for many different amounts to reach a conclusion.  If you considered the amount of the first adjustment of approximately $400,000 to sales and accounts receivable clearly material, your materiality threshold would only be smaller than $400,000.  As a result, you don’t need to try any adjustments larger than $400,000 - only smaller ones.  If you think the $100,000 adjustment to general and administrative expenses was clearly immaterial, you would only try additional adjustments between $100,000 and $400,000 until you zero in on a reasonable materiality limit.
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· IMPORTANT POINT!!  Also, don’t post adjustments down to specific dollar amounts - round them to the nearest $10,000.  Variations less than $10,000 are not distinguishable on financial statements the size of MII’s.

· IMPORTANT POINT!! Don’t base your materiality limits or reasoning on the 2002 planning memo limits or discussion.  That memo and those limits were made intentionally general and vague to encourage you to do your own thinking!

· IMPORTANT POINT!!  Forget about allocating materiality limits to individual captions, as discussed in the textbook.




Although you may think you don’t have the ability to make good materiality decisions, you really do.  You are already a highly trained, professional accountant.  All you need to do is develop confidence in your own professional judgment.  Most financial analysts and bank loan officers have significantly less training in accounting and financial reporting than you do!  Yet they make decisions every day about what in financial statements is significant to them.  They could make better decisions if they knew as much as you do!

Continue making appropriate adjustments until you have reached a conclusion regarding the minimum level of materiality for adjustments affecting the income statement and the minimum level of materiality for adjustments or reclassifications that affect only the balance sheet.  You may wish to take notes on the impact of various size adjustments to support the reasoning for your decisions.

You can print out any version of the model, however, do not waste paper making unnecessary copies that will only confuse you by burying you in piles of paper.  You will want to keep notes on which financial statement captions represent the most critical criteria for measuring materiality in this case.  Be sure to reflect on what a reasonably informed, prudent reader would need to know to make good decisions about this company.  If there are uncertainties or additional information that could make your decisions clearer, make note of them and discuss them in your memo.

Complete the materiality levels section of the planning memo.  As indicated in step 7, BE SURE TO JUSTIFY WITH REASONING AND EVIDENCE WHY YOU CHOSE THE MATERIALITY LEVELS YOU DID.
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While you are completing this assignment, try to summarize what you have assimilated about the concept of materiality.  This assignment, the readings in the textbook, and discussion in class should have given you some general ideas about materiality.  You should attempt to distill these generalizations or rules of thumb to help crystallize what you have learned.
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