In this mini-case you will complete the preliminary analytical procedures for the 2016 audit of EarthWear Clothiers, Inc.
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Review the ratio analyses contained on Work Paper 5-1. You can read the Advanced Module: Selected Financial Ratios in Chapter 5 of the text for a description of these ratios.You will be asked to provide further analyses of these ratios as you complete Work Paper 5-2.  
 
Work Paper 5-1
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Complete all the fields on Work Paper 5-3 below. Additionally, EarthWear Common-Size Financial Statements have been included to aid you in your decisions.
 
Work Paper 5-3
EARTHWEAR CLOTHIERS
Identification of Accounts with Unexpected Fluctuations
December 31, 2016
 
1. Establish Threshold for Unexpected Fluctuations
To begin identifying accounts with unexpected fluctuations auditors must establish a threshold for account difference. All accounts whose actual 2016 unaudited account balance differs from the expected balance by a value greater than the threshold established will be shown in the charts below. As a general rule the threshold should not exceed materiality. For the purposes of this exercise we assume planning materiality is $3.1 million. (Omit the "$" sign in your response.)
 
A. Set threshold for account difference in thousands            $ 3,100 Numeric ResponseEdit Unavailable. 3,100 correct.
 
2. Evaluate Threshold for Unexpected Fluctuations
Lists of Balance Sheet and Income Statement accounts have been generated below based on your threshold for account difference. In the "Evaluation" column please identify 1 or 2 balance sheet and 1 or 2 income statement accounts where you believe the difference presents increased risk of material misstatement that may require a change in the nature, timing or extent of planned audit procedures. Please indicate possible reasons for the difference, potential risks, and suggested audit plan revisions.



Explanation
Cash and cash equivalents $31,071 - Cash will tend to fluctuate based on timing of receipts and disbursements. Presents no additional risks, current audit plan adequate for cash balance.
Receivables, net ($5,568) - Receivables decreased while sales increased dramatically. Investigate change in collection process and revise plan to address new processes and procedures. This may involve disaggregated analytical procedures that will illustrate improvement in collection during the period after any policy changes took place.
 Inventory $8,444- As noted on Work Paper 5-2, the significant increase in inventory increases the risk of obsolescence and/or the market value dropping below recorded cost. The auditor should increase the extent of inventory-valuation testing and/or change the nature of the testing to address the increased risk.
Other prepaid expenses ($3,414)-The decrease in other prepaid expenses increases the risk of cutoff and whether the accrual includes all disbursements for the period, however, the typical audit procedures in this area are likely sufficient.
Computer hardware and software ($7,107)-The difference indicates that significant quantities of computer hardware and software may have been liquidated. Increased testing regarding disposals, gains/losses probably warranted.
Lines of credit	($3,892)-Decrease doesn't raise additional risk given the cash available. Current audit plans are sufficient.
Accounts payable ($22,401)-Decrease doesn't raise additional risk given the cash available. Current audit plans are sufficient.
Accrued liabilities $5,456- The increase raises the risk of cut-off and matching errors in calculating accruals. Additional testing in this area will probably be required.
Income taxes payable $5,711- Risk lies with "income tax provision" expense account, see discussion below.
 Deferred income taxes	($4,666)-Deferred income taxes presents significant risk due to the complexity of the underlying calculations. Current approach to test controls and involve tax professionals is adequate to address the risk.
Additional paid-in capital $3,550 -Increase due to issuance of Treasury Stock, no additional risk presented and audit plan is sufficient.
Accumulated other comprehensive income ($3,855)- Account is prone to fluctuations. Current audit plan incorporates reporting and classification risks.
 Treasury stock, 6,654, 7,114, and 6,546 shares at  cost, respectively $23,926-Likely the result of sale of Treasury Stock. No additional risk presented and audit plan is sufficient to detect any material errors.

 B. Income Statement Accounts
Net Sales ($23,193) -Sales grew less than expected based on the trend over the last couple of years. No additional risks presented. Current audit plan will be sufficient.
Cost of sales ($47,893)- Cost of Sales grew less than expected. Increased risk that inventory sold wasn't relieved to cost of sales or that not all costs were captured in the system. Additional testing relating to inventory costing system, cut-off and expense recognition warranted.
Selling, general and administrative expenses 	($18,851)-Expenses grew less than expected. No additional risks presented. Current audit plan will be sufficient.
 Income tax provision	$10,864- Significant change may be due to change in tax law or tax strategy. Tax accountants should review the company's new strategy or assumptions.
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Common-size Consolidated Balance Sheet Sad
(nthousands) 11312017
December 31
2016
2014 2015 Expected” Actual Difference
DolarValue ~ %ofTotal  Dollar Value ~ %ofTotal  DollarValue  %ofToal  DollarVale  %ofTotal  DollarValue % of Total
Assets Assets Assets Assets Assets Assets
Current Assets:
Cash and cash equivalens $49,668 1675%  $48978 1484%  $48288 1320%  §79359 2038%  $31071 709%
Receivables, net $11539 389%  $12875 390%  S14211 391% 585643 222% ($5.568) 169%
Ivertory $105425 3555%  $122337 3708%  $139249 383% 147693 37.93% $8.444 039%
Prepaid adertsing $10772 363%  $11458 347%  $12143 3% $10212 262% ($1932) 072%
Other prepaid expenses $3780 127% $6,315 191% 58,849 244% $5435 140% (83414) 1.04%
| Deferred income tax benefits $6,930 23% §7.132 216% §7.335 20%  $1033% 265% $3,003 064%
Total curtent essels 188,115 6344% 5209095 6337% 5230075 6331% _ §261,680 6720% 531604 388%
Property, plant and equipment,at cost 0.00%
Land and buidings $66,804 253%  S70918 248%  $75031 085%  $76560 1968% $152 099%
Firtures and equipment $66,876 255%  $67513 046%  $68150 1875%  $68632 1762% $482 113%
Computer hardware and software 47465 1601%  $64986 1970%  $82507 270%  $75400 19.36% (s7.107) 3%
Leasehold improvements 52804 098% $3010 091% $3,125 086% $3,144 081% 520 005%
Total property,plant and equipment $184,040 6207%  $206426 6256%  $228812 6207%  $223731 57.45% ($5.076) 551%
Less - accumulated depreciation and amortztion 576,256 572%  $85986 %06%  $95716 %% $971722 2509% $2007 1.25%
Propert, plant and equipmen, net $107,784 3635%  $120440 3650%  $133007 363%  $126014 32.36% (57082) 427%
Intangibles, net 5628 021% 4% 013% 5218 0.06% $1.734 045% $1516 03%%
Total assels 5296521 10000% _$328,959 10000% __$363,390 10000% __$389.428 10000% 526038 0.00%
Liabilities and shareholder's investment
Current liabilities:
Lines of credit §7621 257%  $10M 3% $14401 39%%  $10510 270% ($38%2) 1.26%
Accounts payable $48432 1633%  $62500 1894%  S76587 2108%  $54486 1291% (522401 716%
Resene forretums $5,115 172% §5890 178% $6,664 183% $6,100 157% ($565) 027%
Accrued labifies $28440 959%  $26738 810%  $25035 689%  $30492 783% $5456 094%
Accrued proftsharing $1.794 061% $1532 046% $1.270 035% $3.108 080% $1838 045%
Income taxes payable $6,666 225% $8588 260% 810511 289%  $16222 417% 5711 127%
Total curtent abilfes 98,067 3307% 5116268 35.24% 9134469 37.00% 8120617 3097%  (513853) 503%
Deferred income taxes 55,926 200% 59,469 287% 813011 358% 58,345 214% (54,666) 44%
Shareholders'investment:
Common stock, 26,144 shares ssued $261 0.09% $261 0.08% $261 007% 5261 007% 50 0.00%
Donated capital $5460 184% §5460 165% §5460 150% $5,460 140% 50 010%
Additonal paic-in capital $19311 651% 20740 629% 22170 610%  $25719 650% $3550 050%
Deferred compensation ($153) 005% (s79) 002% (84 0.00% (536) 001% ($33) 001%
Accumulated other comprehensive income: $1739 059% 53883 118% $6,027 166% $2173 056% ($3855) 410%
Retained earnings $295,380 9061%  $317907 9%365%  $M0434 9368%  $361402 9280% 520968 088%
Treasuy slock, 6,654, 7,114, and 6,546 shares at cost, respeciively __($129.462) 4366%  (S143950)  4363%  ($158430) 4360%  (S134512)  3454%  $39% 906%
Total shareholders investment $19253% 6493% 5204222 6189% 5215910 5042% _ $260467 6688% 544557 747%
Total liablfies and shareholders investment 5296521 10000% _$329,959 10000% _$363,390 10000% __ $389.428 10000%  $26038 0.00%

* Expected values are obained by using the forecast funcion in Excel (using the row ofdata from 2014 and 2015 fo obtainthe expected value for 2016),
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EARTHWEAR CLOTHIERS
Common-size Statements of Operations

(Inthousands, except per share date) 11312017
Forthe period ended December 31
2016
2014 2015 Expected” Actual Difference
DolarValue __ %ofSales _ Dollar Value __ %ofSales _ DollarValue __%ofSales _ DollarValue _ %of Sales _ Dollar Value % of Sales
Net Sales 857,885 100.00% 950484 10000% 1,043,083 0000% 1,019,890 100.00% 23193) 0.00%
Costof sales 472739 55.1% 546,393 57.49% 620046 5944% 672483 56.10% 47,893) 3%
Gross Profit 385,146 448%% 404,091 4251% 423037 4056% 441737 4390% 24,700 334%
Seling, general and administrative expenses 334,994 39.05% 364012 33.30% 393,031 3768% 374480 3669% (18851) 099%
Non-recurring charge (credt) (1.153) 013% 000% 000% 0.00% 0 0.00%
Income from operations 51,305 598% 0729 429% 46,050 441% 73857 721% 27,506 260%
Otherincome (expense): 000% 000% 000% 000% 0 0.00%
 Inerestexpense (1.229) 0.14% (983) 010% 37) 007% ©78) 0.09% (140) 002%
Interest income 573 007% 1459 015% 1017 010% 989 040% (8) 000%
Gain on sale of subsidiary 000% 000% 000% 000% 0 0.00%
Other (1.091) 013% “798) 050% (2947) 08% (3514) 0.34% (567) 006%
Total ofher income (expense), net (1.747) 0.20% 4322) 045% (3,037) 0.2%% (3.403) 033% (366) 004%
Income before income taxes 49559 578% 35,757 376% 42688 409% 70,154 688% 27466 279%
Income tax provision 18,337 214% 13230 139% 15,794 151% 26658 261% 10864 110%
Netincome 31,222 364% 22527 237% 26894 258% 43495 426% 16,602 16%%
Basic eamings per share 160 115 138 148 040
Diluted eamings per share 15 11 13 145 040
Basic weighted average shares outstanding 19555 19531 19,558 19,159 (398)
Diluted weighted average shares ousianding 20055 19,774 19,930 19,485 (a45)

* Expected values are obtained by using the forecast function in Excel (using the row of data from 2014 and 2015 to obtain the expected value for 2016).
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* Expertet valugs are obtainer by using e foecastncion in Excel (using the row ofdata fom 2012 an 2016 1 obtain he expected value for 2016)

T Inchustry Source: Dun & Bradstreet (DSE). The meclan values of he ncusry atios are usectfor comparisan purposes. For raios not speciically ncuded on DB, ratos
were calculted Yo average nancialsaement data provided.

NEA = ot available or coull notbe calculated fom francialdeta




