
Analytical procedures 

Definitions: 

Analytical procedures are one of many financial audit processes which help 

an auditor understand the client's business and changes in the business, and to 

identify potential risk areas to plan other audit procedures. 

A financial ratio (or accounting ratio) is a relative magnitude of two selected 

numerical values taken from an enterprise's financial statements. Often used 

in accounting, there are many standard ratios used to try to evaluate the overall 

financial condition of a corporation or other organization. Financial ratios may be 

used by managers within a firm, by current and potential shareholders (owners) of a 

firm, and by a firm's creditors. Financial analysts use financial ratios to compare the 

strengths and weaknesses in various companies. 

Ratio comparison 

When comparing a ratio to a base period, one should ask oneself the following 

questions: 

 R Why has this change occurred? 
 A Is the change real or simply an artefact, an accident of calculation? 
 T What can be done to test our conclusions? What other work should we do? 
 I What does this change mean? Liquidity crisis? Poor management etc.? 
 Other information. Is this consistent with other information? 

Understanding analytical procedures 

Standard 2320: Analysis and Evaluation states that internal auditors must base their 
conclusions and engagement results on appropriate analyses and evaluations. 
  
Internal auditors can critically analyse the relationship between different 
combinations of operational and financial information at a given moment by using 
analytical procedures to compare information over different periods. Such analyses 
merely serve to indicate problem areas and do not in themselves form a basis for 
drawing conclusions.  
 
Study Practice Advisory 2320-1: Analytical Procedures  
 
Analytical procedures are a vital aid in the planning stage of the internal audit 
process because they assist the internal auditor in identifying possible problem 
areas. Analytical procedures make a significant contribution to ensuring that an 
internal audit is conducted effectively. This aid can be used during all the stages of 
the internal audit process. Analytical procedures are viewed as the primary aid for 
gathering information. All the important analytical methods which can be employed 
are described and the calculations involved are explained in the sections below.  
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Analytical procedures may be divided into two broad categories:  
 

 methods used to analyse events and results  

 methods for calculating projections for planning purposes and with regard to 
efficiency measures and decision-making criteria 

 
In both categories, ordinary calculations and mathematical models are used. You 
should be able to apply the latter by virtue of the knowledge which you acquired in 
the module dealing with quantitative methods.  
 
Examples of ratios: 
 
The example below indicates some of the ratios that assist auditors in the planning 
stage of the audit. Each ratio has a small description of the various possibilities when 
analysis the ratio. One should apply this type of approach when analysing ratios.  
 
Inventory turnover rate  
 
This ratio provides an indication of the number of times trading inventory is sold 
during a period of 12 months. If there is a significant deviation from the normal or 
expected inventory turnover, this may be attributed to various possible causes, such 
as obsolescence of inventory, overinvestment in inventory, errors in determining the 
volumes and/or values of inventory or errors in determining the purchase figure for 
the year. The formula used for calculating this ratio is as follows:  
 
Cost of sales/average inventory [(opening inventory + closing inventory)/2] = number 
of times that inventory is sold during a year  
 
Average outstanding term of debtors  
 
This formula provides information on the credit policy and credit control of the 
organisation, with any significant deviations being indicative of possible 
noncompliance with this policy, inadequate control over debtor collections and/or 
errors in credit sales and/or debtor records. The formula for calculating the average 
outstanding term of debtors is as follows:  
 
Average outstanding debtors/credit sales x 365/1  
 
Average outstanding term of trade creditors  
 
This formula provides information on creditor payment policy or capacity. Any 
significant difference may indicate a departure from this policy, deterioration in the 
capacity to make regular payments, or errors in the credit purchases and/or creditor 
records. The formula for calculating this term is as follows:  
 
Average outstanding trade creditors/credit purchases x 365/1  
 
 
 
 



Gross profit ratio  
 
This ratio is an important indicator of the organisation’s results. A significant 
deviation from the objective may point to a departure from the policy laid down 
regarding fixing of selling prices (the adding of profit to the cost price) and/or to 
errors in the records regarding each one of the components which play a role in the 
formula.  
This result is expressed as a percentage of turnover or a percentage of the cost 
price of sales. The formulae for calculating these ratios are as follows:  
 
Gross profit/turnover x 100/1 = Gross profit on turnover %  
 
Gross profit/cost price of sales x 100/1 = Gross profit on cost price %  
 
Net profit ratio  
 
This ratio indicates the final result in respect of the year’s activities. A significant 
deviation from the objective may be caused by a departure from the policy 
determining profit, by the results which are better or poorer that those budgeted for 
and/or by errors in one or more of all the components which determine the net profit, 
that is, all operating income and expenditure. The formula for calculating this ratio is 
as follows:  
 
Net profit/turnover x 100/1 = net profit on turnover 
 
For the purposes of AUI3702 please study the ratios in the Reding textbook, 
exhibit 5. I have attached the summary for your convenience.  
 
Questions on ratios 
 
Question 1 
 
You are the internal auditor of Excell Management Solutions Limited, a company that 
sells, installs and maintains a variety of office automation solutions for small to 
medium-sized enterprises. You are responsible for auditing the sales transactions 
and trade receivable accounts for January, February and March.  
 
The following is a summary of the company's budgeted and actual sales for the three 
months: 
 

Period  Budgeted sales (R)  Actual sales (R)  

January  253 500  126 750  

February  253 500  380 250  

March  253 500  190 125  

 
Describe the analytical review procedures you would perform to test the 
reasonableness of the purchases figures of the months January, February and 
March. (10 marks) 



Question 2 
 
You are the chief audit executive (CAE) of a large manufacturing organisation, and 
you use analytical review procedures in your planning to identify conditions that may 
require subsequent auditing procedures. You know from experience that if the 
computations are used properly, and are integrated with pertinent information 
obtained from other sources, these procedures can be a valuable tool in the internal 
audit process.  
 
You have obtained the following information in respect of certain aspects of the 
organization prior to the preparation of the year-end financial statements: 
 

  2012 2011  

R  R  

Inventory  Raw materials  1 100 000  1 000 000  

 Work-in-progress 400 000  500 000  

 Finished goods 5 500 000  4 000 000  

Sales  28 000 000  25 500 000  

Cost of sales  20 000 000  18 700 000  

Trade receivables  4 800 000  5 200 000  

Creditors  3 000 000  2 800 000  

Bank overdraft  1 900 000  1 400 000  

 
The following ratios are for 2011:  

 Inventory turnover ratio 4.7 times  

 Trade receivables collection period 74.4 days  
 
Calculate the organisation's inventory turnover ratio, trade receivables collection 
period and acid test ratio, and interpret the results. (9 marks) 
 

 
Solutions to questions 
 
Question 1 
 

 Compare the total weekly purchases with the same weekly purchases for the 
previous year. Any unexpected fluctuations should be discussed with the 
procurement manager and, where necessary, investigated further.√½  

 Compare the total weekly purchases to the budgeted purchases. Any unexpected 
fluctuations should be discussed with the procurement manager and, where 
necessary, investigated further.√½  

 Compare the quantities and types of products purchased on a weekly basis with 
those of the previous year. Any unexpected fluctuations should be discussed with 
the procurement manager and, where necessary, investigated further.√½  

 Compare the suppliers purchased from on a month-to-month basis with the 
suppliers used in the previous year. Any unexpected changes should be 
discussed with the procurement manager and, where necessary, investigated 
further.√½  



 Determine the correlation between goods purchased and the goods 
manufactured and calculate the factory output by using the purchases on a 
monthly basis. Follow up on any unexpected results.√½  

 Identify the volume of goods purchased for each buyer. Calculate the average 
amount each buyer can buy and extrapolate this to a yearly figure. Consider the 
reasonableness of the total annual purchases and follow up on any significant 
differences.√½  

 Compare the monthly payment of purchases to the actual purchases and follow 
up on any unusual variances.√½  

 Identify the gross profit percentage, calculate the actual gross profit percentage 
on a monthly basis and follow up on any deviations from the expected gross profit 
percentage.√½  

 Identify industry benchmarks and compare the purchases to them. Discuss 
variances with the purchases manager.√½  

 Calculate the stock turnover on a month-to-month basis and compare with the 
monthly purchases to determine the reasonableness of the purchases.√½  

 
(1½ marks for each valid analytical review procedure with a maximum of 9 marks. 
Note that the procedures described should relate to the preliminary survey stage of 
the audit.) 
 
Question 2 
 
Inventory turnover ratio Turnover in the current year is 4.2 times √ [20 000 000/ (5 
500 000 + 4 000 000) x ½] √ and the previous year 4,7 times. It seems that an 
increase in the provisions for stock or inventory obsolescence or deterioration may 
be necessary.√  
 
Trade receivables collection period Turnover is up but debtors are down.√ 
Debtors‟ collection period improved from 74.4 days in the previous year to 65.5 days 
[4 800 000/(28 000 000+25 500 000) x ½] x 365 for the current year.√ This is an 
encouraging picture but the possibility of cut-off errors still exists.√  
 
Liquidity: Acid test ratio This has declined from 1,24 (5.2 † 4.2) to 0,98 (4.8 † 4.9) 
√ although debtors‟ turnover has increased.√ A further review of the cash flow 
position is necessary.√ 


