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Risk Factor and Relevant Assertions for Main Account 
Classes 

 

Revenue Cycle Inherent Risk Factors 

RISK FACTOR REASONS ASSERTIONS 

Liquidity of the balance sheet accounts 
involved (cash and debtors) and their 
susceptibility to theft 

Increases the likelihood of fraud since 
employees may steal the cash and try to cover 
up the theft by not recording cash sales, writing 
off customer accounts that were in fact paid or 
by lapping. This is particularly a risk for a client 
who has a large amount of cash sales and/or 
receipts as compared to a client who makes 
sales on account and customers pay by cheque. 

Existence and valuation of 
debtors 
Existence of cash 
Completeness of sales 

Debt covenant with a specified current 
ratio that must be met 

Provides an incentive to overstate accounts 
receivable so that liquidity and solvency 
positions will look better and the debt covenant 
will not be violated. 

Existence and valuation of 
accounts receivable 
Accuracy of bad debt expense 

Compensation tied to earnings and/or 
sales 

Client may deliberately overstate revenues and 
debtors by recording fictitious sales or recording 
sales early. 
Sales people may overstate revenues to earn 
higher sales commissions, i.e., report fictitious 
sales, report actual sales at higher amounts or 
record sales early. 

Existence, occurrence and 
cutoff of debtors and sales 

Aggressive tax minimisation strategy May cause the client to understate revenues or 
delay revenue recognition in order to minimise 
its tax liability. 

Completeness, accuracy and 
cutoff of debtors and sales 

Related party sales and receivables Client may not make the required disclosures or 
make mistakes because the disclosures are 
complex. 

Classification 

Decreasing profit margins due to 
declining sales 

These may cause the client's revenue to 
decrease. As a result, these may place pressure 
on management to report higher sales if 
revenues are declining. 

Existence, occurrence, 
accuracy and cutoff of sales 
and debtors 

Competition - equivalent or better 
products at cheaper prices (particularly 
strong import competition) 

This may cause the client's revenue to decrease. 
As a result, there may place pressure on 
management to report higher sales if revenues 
are declining. 

Existence, occurrence, 
accuracy and cutoff of sales 
and debtors 

Sluggish economy - sales for the  
product are falling 

This may cause the client's revenue to decrease. 
As a result, there may place pressure on 
management to report higher sales if revenues 
are declining. 
A sluggish economy may increase bad debts 
since debtors are experiencing financial distress. 

Existence, occurrence, 
accuracy and cutoff of sales 
and debtors 
Accuracy of bad debt expense 
Valuation of debtors 

High technology industry This type of industry is characterised by rapid 
product changes. As a result, a client's sales can 
fall if it fails to develop products that are not 

Existence, occurrence, 
accuracy and cutoff of sales 
and debtors 



4 

 

 

 technologically obsolete. This may place 
pressure on management to report higher sales 
if revenues are declining. 
This can also cause existing stock to become 
obsolete and it may require a write down. 

Accuracy of bad debt expense 
Valuation of debtors  
Valuation of stock 

Dependence on a single customer or 
product 

If the customer stops buying from the client or if 
demand for that product drops dramatically then 
revenues will fall dramatically - this places 
pressure on management to report higher 
revenues than those actually earned until new 
customers or a replacement product can be 
found. 
If the customer goes into bankruptcy then this 
may require a write off of a significant debtor 
and the client may be reluctant to do so. 

Occurrence of sales 
Existence of debtors 
Accuracy of sales and bad 
debt expense 
Valuation of debtors 

New credit policies New policies make it difficult to estimate bad 
debt expense and the provision for doubtful 
debts. 

Accuracy of bad debt expense 
Valuation of debtors 

Sales to risky customers on credit Makes it difficult to estimate the bad debt 
expense and the provision for bad debts. 

Accuracy of bad debt expense 
Valuation of debtors 

Slowdown in customer collections Such a slowdown may indicate collectability 
problems. Management may not make an 
adequate provision for doubtful debts. 
It also makes it difficult to estimate the bad debt 
expense and the provision for bad debts. 

Accuracy of bad debt expense 
Valuation of debtors 

Large or unusual sales near year end May mean fictitious sales or sales recorded in 
the wrong period to bring revenue forward. 

Existence, occurrence, 
accuracy and cutoff of debtors 
and sales 

Sales and receivables in a foreign 
currency 

Complexity of the accounting standard increases 
the risk of errors. 
Client may use incorrect exchange rates, 
improperly account for hedging contracts, fail to 
revalue debtors to the balance date rate or fail 
to make the appropriate disclosures of foreign 
receivables and foreign exchange gains or 
losses. 

Accuracy of sales, debtors and 
of foreign exchange gains and 
losses 
Valuation of debtors 
Classification of foreign 
exchange amounts 

Excessive sales returns and allowances May indicate customer dissatisfaction with the 
client's products, which places pressure on 
management to increase reported sales 
Customers may not pay for defective goods 
May also indicate fictitious sales and debtors - 
client may clear fictitious debtor by writing the 
account off as a sales return or allowance 

Accuracy and occurrence of 
sales and sales returns and 
allowances 
Existence of debtors valuation 
of debtors 
Valuation of stock 
Accuracy of warranty expense 
and liability 

Unusual sales terms 
• sale of real estate with a small 

deposit, developer financing and 
terms such that if the purchaser 
decides to discontinue payment, 
he/she forgoes the deposit and 
the land returns to the developer 

• sale accompanied by separate 
call and put options 

Unusual terms may make it difficult to determine 
whether a sale has actually occurred and what 
amount should be recognised as a sale. 
In the real estate example, there may be a high 
rate of non-payment by customers. 

Occurrence and accuracy of 
sales 
Existence and valuation of 
debtors 

Construction contract revenue where it  
is difficult to determine the 
percentage of completion 

This makes it difficult to estimate the percentage 
degree of completion, which is used to 
determine revenue and affects the construction 
in progress account. 

Accuracy of revenue and 
valuation of inventory 

Sales with a right of return such that  the 
purchaser can return the 
merchandise      without     prior 

Difficult to determine when a sale has occurred. Accuracy and cutoff of 
revenue and debtors 
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approval  Existence of debtors 

Existence of litigation or financial press 
allegations asserting improper 
treatment of sales transactions 
by the client or other companies 
in the same industry 

This indicates that the financial markets or press 
believe that inappropriate recognition or 
measurement principles are being used. 

Accuracy and cutoff of 
revenue and debtors 
Existence of debtors 

Factoring or sale of receivables Client might not remove the debtors from the 
balance sheet. 

Rights and obligations 

Pledging debtors as collateral for a loan Client may not disclose the arrangement in the 
notes. 

Classification 

High volume of transactions Numerous small errors may accumulate to a 
material misstatement. 

Accuracy of sales and debtors 

History of errors and/or fraud Errors that occurred in the past are likely to 
occur again. 

Assertions that were affected 
in the previous years 

Complex CIS application for this cycle The lack of an audit trail may increase the risk of 
misstatements. This increases the risk of fraud. 
If the application software contains errors, then 
all transactions processed with that software 
may contain errors. 

Occurrence and completeness 
of sales 
Existence of debtors 
Accuracy of sales 

New systems and procedures People are likely to make mistakes until familiar 
with the new system and all the bugs are ironed 
out. 

Could affect any of the 
assertions. 

Large number of small debtor balances May make it difficult to assess their collectability. Valuation of debtors 
Accuracy of bad debt expense 
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Purchases and Inventory Cycle Inherent Risk Factors 

RISK FACTOR REASONS ASSERTIONS 

Liquidity of inventory and its 
susceptibility to theft 

Increases the likelihood of fraud and materially 
misstated inventory on the balance sheet and 
the cost of sales amount. 
Client may list stock that does not exist because 
it has been stolen. 

Existence and valuation of 
stock 

Purchased materials include high value 
items such as gold or silver 

Increase the susceptibility to theft. Existence of stock 

Debt covenants Management may deliberately overstate 
inventory and understate accounts payable to 
avoid violating debt covenant such as a 
restriction on the current ratio. 

Existence and valuation of 
stock 
Completeness, accuracy, 
cutoff and valuation of 
accounts payable 

Compensation tied to earnings Management may deliberately overstate 
inventory and understate accounts payable to 
increase income. 

Existence and valuation of 
stock 
Completeness, cutoff and 
valuation of accounts payable 

Aggressive tax minimisation strategy May cause the client to overstate expenses to 
reduce their tax liability. 
This can be achieved by recognising expenses 
early, overstating expenses by understating 
stock or overstating liabilities. 

Completeness, accuracy, 
cutoff and valuation of stock 
Existence, accuracy and cutoff 
of expenses and payables 

Inventory subject to a high degree of 
obsolescence 

May require a write down to its net realisable 
value. 
Management may be reluctant to write-off 
inventory to its net realisable value. 

Valuation of stock 
Accuracy of expenses 

Related party purchases and payables Requires complex disclosures, which are 
politically sensitive. 

Classification 

Import competition If foreign competitors are trying to gain entry 
into the market or increase their market share, 
price-cutting often occurs which may require 
inventory to be written down. 
Management may be reluctant to write-off 
inventory to its net realisable value. 

Valuation of stock 
Accuracy of cost of sales 

Sluggish economy or excess capacity Can cause the prices to drop, which may require 
a write down of stock. 

Valuation of stock 
Accuracy of cost of sales 

Slow moving stock 
• Evidenced by inventory 
turnover or number of days in inventory 

 
• Can become damaged or 
obsolete 

May require a write down of stock. Valuation of stock 
Accuracy of cost of sales 

High technology products Subject to rapid changes, which means that 
such products become obsolete very quickly. 
May be difficult to sell obsolete stock so a write 
down may be required. 

Valuation of stock and the 
accuracy of cost of sales 

Dependence on a single customer or 
product 

If the customer stops buying from the client or if 
demand for that product drops dramatically the 
stock should probably be written down since it 
will be difficult to sell. 

Valuation of stock 
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Dependence on a few key suppliers If anything happens to those suppliers your 
client's supply of materials could be interrupted, 
which could cause going concern problems or 
reduce profits. 
For example, If key suppliers are experiencing 
financial difficulties or strikes which threaten to 
disrupt key sources of supplies. 

Going concern problems 

Slowdown in payments by the client or 
evidence of cash shortages 
• tightening of credit available 
to the client, such as higher interest 
rates, requests for cod, shorter payment 
periods, refusal of credit by banks, 
suppliers 
• significant deterioration in the 
ageing of payables 

Client may try to improve their balance sheet 
presentation so that credit will be easier to 
obtain. 
May understate liabilities / overstate assets by 
omitting liabilities that actually exist, delaying 
the recognition of liabilities until the next 
financial period by undervaluing existing 
liabilities. 
Stock could be overstated by including stock that 
does not exist or stock that is purchased in the 
next financial year. 
May overvalue existing stock. 

Completeness and accuracy of 
expenses and liabilities 
Existence, cutoff and valuation 
of stock and cost of sales 

Purchase commitments 
• significant outstanding 
purchase commitments 
• purchase commitments 
involve fixed prices or quantities when 
sales prices and volumes are volatile 
• client may be forced to 
purchase materials they don't need or 
pay above market prices 

May require a write down of stock to net 
realisable value. 
Such commitments should be disclosed as a 
contingent liability - in some cases they may 
have to be recognised as a liability. 

Valuation of stock and 
classification 
Completeness of liabilities 

Unusual purchases or payments near 
the financial year end 

May indicate cut-off problems or payments to 
related parties. 

Cutoff and accuracy 

A significant purchase has taken place 
which involves unusual terms or 
conditions 

Unusual terms or conditions may affect 
measurement of the transaction and liability, 
whether a transaction has occurred and may 
require disclosure in the accounts. 

Existence of creditor and stock 
Occurrence of purchase 
Accuracy of cost of sales 
Classification 

Purchases and payables in a foreign 
currency 

If the client does not hedge its overseas 
commitments, this increases the risk of incurring 
foreign exchange losses. 
If hedges are taken out, the hedging contracts 
may be complex. 
Complexity of the accounting standard increases 
the chance of an error. 

Accuracy of purchases, 
accounts payable and foreign 
exchange gains and losses 
Valuation of stock 
Classification of foreign 
exchange amounts 

Excessive purchase returns and 
allowances and purchase discounts 

May indicate faulty stock, which may have to be 
written down in value. 
Could also indicate fictitious stock, which is 
cleared from the books as a purchase return or 
allowance instead of a fictitious sale. 

Existence and occurrence of 
purchase returns and 
allowances and discounts 
Valuation and existence of 
stock 

Excessive sales returns and allowances Could indicate defective inventory items. 
Other stock may be defective too, which would 
require a write down to net realisable value. 

Valuation of inventory 
Accuracy of warranty expense 
and liability 

Complex CIS application for this cycle An integrated purchasing and accounts payable 
system allows various departments access to a 
common data base. 
Unauthorised modifications to the data files may 
occur. 
Increases the likelihood that errors will occur 
when processing transactions. 

Any of the assertions 

Complex manufacturing process Makes costing of inventory difficult it is difficult 
to determine what a product actually costs to 
manufacture. 

Accuracy of cost of sales and 
inventory and the valuation of 
stock 
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Consigned goods 
• goods out on consignment 
may not be included as part of closing 
stock 
• goods in on consignment may 
be erroneously included as part of the 
client's stock-take 

Client may fail to include stock that it owns 
which is out on consignment. The client may 
also not know when the stock has been sold by 
the consignee and when to record a sale. 
Client may include stock that it does not own 
because it is in on consignment and physically 
present at the client's location during the stock- 
take. 

Completeness of inventory and 
sales 
Rights and obligations 

High volume of transactions Numerous small errors may accumulate to a 
material misstatement. 

Accuracy of inventory and cost 
of sales 

History of errors Errors that occurred in the past are likely to 
occur again. 

Assertions that were affected 
in the previous years 

Difficulty in valuing inventory such as 
complex costing schemes, difficulty in 
performing a physical stock-take, 
assistance of experts needed in 
providing a valuation, deteriorating 
market prices 

Makes it difficult to perform an accurate stock- 
take and determine the appropriate valuation of 
stock. 

Valuation of stock 

Failure of the client to adhere to 
acceptable inventory valuation policies 

This results in non-compliance with accounting 
standards. 

Accuracy of stock and cost of 
sales 
Valuation of stock 
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Fixed Asset Inherent Risk Factors 

RISK FACTOR REASONS ASSERTIONS 

Complex lease agreements May not be given an appropriate treatment in 
the accounts. 
Difficulty in estimating useful lives and salvage 
values for determining depreciation expense. 

Classification and valuation of 
the amounts in the accounts 
Accuracy of depreciation 
expense and the valuation of 
assets 

Related party transactions Client may not make the required disclosures or 
make mistakes because the disclosures are 
complex. 

Classification 

Disposal of fixed assets May result in incorrect calculations of 
depreciation and gains and losses on disposal. 

Accuracy of gains and losses 
on disposal 

Assets revalued during the year, 
particularly when it is a directors' 
valuation 

Question the valuation amount to ensure that it 
does not exceed the recoverable amount of the 
assets. 
Ascertain that the revaluation was done in 
accordance with AASB 1041. How were the 
revaluation increments or decrements accounted 
for? 

Valuation of the assets 
Accuracy of depreciation 
expense 
Classification of the 
revaluation 

Foreign currency transactions and 
hedging contracts 

Complex accounting standard, which increases 
the chance of an error. The client may use 
incorrect exchange rates or inappropriately 
account for hedge premium or discount. The 
client may not make the required foreign 
exchange disclosures in the accounts. 

Accuracy of cost of asset and 
foreign exchange gain or loss 
Valuation of asset and hedging 
contract 
Classification 

Repairs and maintenance expenditures May be misclassified as capital expenditures so 
that repairs and maintenance expense for the 
period will be undervalued. 

Classification of repairs and 
maintenance expense 
Accuracy of depreciation 
expense 
Accuracy of the cost of the 
asset 
Valuation of the asset 

Expenses associated with fixed assets 
often give rise to timing and permanent 
differences which require tax effect 
accounting 

Due to the complexity of the tax effect 
accounting standard, there may be problems 
associated with the existence, completeness, 
valuation and disclosure of tax related accounts. 
Income tax expense, future income tax benefit, 
and provision for deferred income tax accounts 
may be misstated. 

Existence, completeness, 
valuation and classification of 
tax related accounts 

Competition or technological innovations May render fixed assets obsolete or affect 
economic lives for depreciation purposes. 
May cause the valuation of the fixed assets to be 
overstated because they may not be properly 
written down to their recoverable amount if it 
falls below the asset's carrying amount. 

Valuation of assets 
Accuracy of depreciation 
expense 

Debt covenant restrictions on property 
and equipment additions 

May cause management to misclassify such 
additions or overstate the carrying amount 
(valuation) of tangible assets to avoid breaching 
a debt covenant. 

Accuracy of cost of the assets 
and valuation on the balance 
sheet 

Client has significant idle property and The client may not have written the assets down Valuation of the assets 
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equipment to their net realisable value.  
New environmental legislation affects 
the use of property and equipment 

May render plant equipment obsolete and the 
client may fail to write down the assets. 
If the client fails to comply with the legislation, 
this could put the client out of business. 

Valuation of the assets 
Implications for the going 
concern status of the client 

Terms of new borrowings agreements 
restrict property and equipment 
transactions 

May provide incentives for the client to 
misclassify property and equipment transactions 
so that the debt covenant is not violated. 

Classification 

Management estimates of useful lives 
have not been accurate 

Estimates of depreciation expense are likely to 
be incorrect. 

Accuracy of depreciation 
expense and the valuation of 
plant and equipment 

Management plans to dispose of 
significant property, plant and 
equipment 

Assets may need to be restated to their net 
realisable value. 
Disclosure may be required in the accounts of 
the planned disposal. 

Valuation of property, plant 
and equipment 
Completeness of disclosure of 
current and subsequent events 
Going concern assumption 

Property, plant and equipment is  located 
in politically or economically 
unstable countries 

The assets may be expropriated by the foreign 
government or their value may be unstable. 

Valuation of the property, 
plant and equipment 
Completeness of disclosure 

Property, plant and equipment is  
subject to expropriation 

The assets may be expropriated by the foreign 
government. This may require a revaluation of 
the assets. If the assets are taken over, this 
could put the client out of business. 
If the assets are taken over after the balance 
date, this would require disclosure as a 
subsequent event. 

Valuation of property, plant 
and equipment 
The going concern assumption 
Completeness of disclosure of 
current and subsequent events 


