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ACC 521-011  Example of 

Auditing Final Exam

INSTRUCTIONS:



1. This exam consists of 6 questions, on 11  pages. Please answer questions #1. to #5. in the separate EXAM ANSWER BOOK, and answer Question #6 - Multiple Choice with explanations -  in this book. 

2. The time available is 3.0 hours.

3. The exam is worth 50% of your overall course grade.

4. Write your name & student number on the front of the test. 

5. This is a closed book test. The only aid that may be used one of the  calculator models  listed in the Course Outline as approved by the Accounting Department. 
6. Any cell phones and electronic devices should be stored at the front of the room in your bag. Please silence all devices that make sounds. If any electronic devices are found with you, you can be charged with ACADEMIC MISCONDUCT.   
7. You may use short forms, abbreviations, and point form if appropriate in your response, but to receive marks your meanings must be clear and unambiguous, and each point must be a complete thought, to receive any marks.

8. Show your calculations and state any assumptions you make.

Print Name     __________________________________

Signature          __________________________________

Student Number _______________________________

	
	Possible Marks
	Time Available
	For Instructor Use: 

Marks Awarded

	Question 1


	13
	31 min
	

	Question 2


	10
	24 min
	

	Question 3

Case
	18
	43 min
	

	Question 4


	5
	12 min
	

	Question 5


	8
	19 min
	

	Multiple Choice
	21
	50 min
	

	Total

	75
	180 min
	


QUESTION  1  (13  marks, 31 minutes)
Thermatic Technologies Inc. is an Ontario based company that manufactures sensors and thermostatic devices for use in the food processing industry.  The company purchases various components from suppliers in the USA and Asia, and assembles the finished products in its Ontario plant. The company incurs other administrative and operating expenditures. Its purchasing/payables/payments (P/P/P) process involves the following procedures. Liabilities for goods and services purchased are entered in an accounts payable journal, and the associated debits are classified to the asset and expense accounts they apply to. The company has well defined control procedures for approving supplier invoices for payment, for signing cheques, for keeping accounting records, and for reconciling the chequing accounts.

The company is being audited for the first time this year, and you are the senior auditor assigned to the engagement. Based on the work you have done so far to understand and evaluate the company’s internal control, you have concluded the control procedures appear to be operating well. As a result, you have decided to test the controls because if they are effective it can reduce the other substantive procedures required in your overall audit plan. You now need to design a program (list) of control tests to audit the effectiveness of the controls over cash disbursements. 

Based on past experience, you know it is best to select one sample of recorded cash payment transactions, and use it to specify control tests to provide evidence related to these five control objectives: Validity; Authorization, Accuracy, Classification, and Proper Period

 (Note: The P/P/P system is automated and your firm’s IT auditor’s have determined it operates effectively to meet the Accounting control objective well, so you don’t need to test that aspect.)

Required:

a. Provide two consideration regarding your selection of the sample of cash payments transactions to ensure sampling risk is minimized. [2 marks]

For parts b. and c please use the table provided in the Answer Book to organize your responses
b. State the meaning of each control objective as it applies to the cash payments transaction class. The meaning of Validity is provided as an example of how to complete this part of the table. [4 marks]

c. Describe the specific control test you would perform on the sample of cash payments to meet these control objectives [6 marks]

d. Describe one  additional control test procedure that would provide audit evidence that the completeness control objective is being met. [1 mark]

QUESTION 2  (10 marks – 24  minutes)
You are talking to a friend who works as a sales supervisor at one of the retail clothing stores of BLOSS, a national retail chain. Your friend started talking about some of his day-to-day  concerns – he has to make sure that staff sell items at the correct price and ring up every item sold. He also is concerned that staff do not override prices and take items home for themselves deeply discounted – a form of theft. You then started talking about the difference between management and audit responsibilities, noting that the auditor checks for many of these same risks during the financial statement audit.

Required:
For each of the following audit procedures, state and describe the type of audit evidence, state the audit assertion that it applies to, and describe the reliability of the evidence (with reasons). 

i) 
Watch staff scan products and enter cash received.

ii) 
Reconcile daily cash drawer receipts (cash, debit card sales, credit card sales) with daily sales for one week.

iii) 
Calculate daily gross profit and gross profit by product line.

iv) 
Check the numerical continuity for a sequence of sales receipts. 

Please organize your answers in the table provided in the Answer Book.

QUESTION 3  (18 marks, 43 minutes)
You have joined a public accounting firm, and have been assigned to the audit team for one of your firm's audit engagements, Sheriff Agriculture Corp (Sheriff). Your firm has audited Sheriff for the past four years. Sheriff owns and operates over four hundred acres of greenhouse gardens in southern Ontario, and produces several types of vegetables for most of the year. Sheriff started operations in 2001 with 50 acres under production, and has been growing steadily ever since by acquiring adjacent land and expanding its greenhouse buildings. 

Based on your review of previous years' audit working papers and its draft March 31, 2013 annual financial statements, learned that Sheriff's production is sold primarily to large grocery store chains and produce wholesalers in Canada and the USA. One customer, Wholesome Foods,  accounts for about 40% of Sheriff's total 2013 revenues, and its nine next largest customers account for about 30% of 2013 revenues. Products are delivered by third party carriers or are picked up by customer trucks at Sheriff’s packaging plant.

The growing season for sweet peppers and tomatoes is March through November. Cucumbers can be produced all year long. The main raw material used in production is water. Other materials required are mainly growing medium, plant nutrient mixtures and packaging materials. The greenhouse growing process is labour intensive, and Sheriff has invested heavily in equipment to clean, sort and package the vegetables so they are attractive and appetizing once they reach the store shelves. A major publicity campaign is currently being undertaken by the Ontario Greenhouse Association to encourage people to choose locally grown produce, even though they are slightly more expensive than imports from California and Mexico. The Ontario Greenhouse Association also sets regulations for producing and marketing greenhouse vegetables, covering matters such as licensing, fees, pricing and contracting, along with dispute resolution in these matters.

Sheriff’s net income from the greenhouse business has been increasing steadily over that past four years, with profits rising as the production and sales volumes have increased significantly, while labour costs have been reduced by the investment in more automated processing equipment. Information for the past four years are:




  Revenues
  
Net income (loss) before tax


2013
3,800,000
450,000


2012
3,200,000
400,000


2010
2,600,000
(200,000)


2009
2,000,000
(500,000)

Sheriff is owned by ten shareholders, in Canada and overseas, who are not involved in the operation. Sheriff’s only debt is a long term note used to finance the equipment. The shareholders started having the independent audit four years ago to provide assurance that management’s financial statements give a complete and accurate picture of the company’s performance and financial condition. The shareholders also expect the auditors to inform them of any control weaknesses, as the company experienced a large fraud in 2008 - this was the main reason to start having an audit. The fraud arose as the former sales manager was able to approve credit notes to a wholesaler customer - the sales manager’s friend worked at the wholesaler, and together they were able to steal the inventory. The credit notes claimed that the stolen inventory had been spoiled. 

After the end of the audit field work, the senior on the engagement resigned suddenly to care for an ill child, and the audit engagement partner has asked you to prepare a memo summarizing any outstanding issues that she needs to discuss with the controller, and a list of audit work that must be completed to finalize the audit opinion.  Your review of the files and discussions with the audit team reveal the following issues:

#1. 

While inspecting the company’s equipment, the audit staff noted a large processing machine that appeared to be idle . The greenhouse manager told the staff that the machine had been purchased three years ago for processing eggplants, however several attempts to grow eggplants had failed due to insufficient sunlight in this part of Ontario. The manager has been trying to sell the equipment to greenhouse operations further south, but it seems unlikely the that it can be sold at a price that would cover the costs of moving it a great distance. The equipment’s carrying amount in the 2013 financial statements is $900,000. 

#2. 

Sheriff currently owns an additional property near its current operation that has been approved for greenhouse development. The property was purchased in 2012 from one of the company’s largest shareholders, Omar Khan. The draft 2013 financial statements show this property at a cost of $5,600,000. Sheriff has capitalized the purchase price of the land, legal fees relating to the purchase, and land transfer taxes. Management has not decided yet whether to develop new greenhouses on this property. The properties are very near to a residential area and Sheriff has been getting some resistance from the residents, who are concerned about the size and appearance of the greenhouse operation on these lands. In reviewing the legal correspondence, you found that the purchase agreement with Mr Khan states that if Sheriff does not develop the property into a greenhouse operation within four years, he has an option to buy it back for 50% of the selling price. The file also contains an offer from a local residential real estate developer to purchase the property for $3,000,000.

#3.

Review of legal correspondence shows that Sheriff is being sued by a customer who claims a $40,000 shipment of tomatoes it picked up on November 12, 2012 were frozen and could not be sold. Sheriff claims the tomatoes froze after the customer picked them up, and so the loss is the customer’s responsibility

#4.

In examining the April 2013 bank records, the audit staff noted that a payment of  $1,500,000 was received on April 15th. According to Sheriff’s Controller, this amount is the total amount paid by the real estate developer for a  50% interest in a joint venture with Sheriff to develop the new property.

Additional information:

The summary of accumulated misstatements in the audit file indicates that misstatements identified throughout the audit total $ 15,778. Most of the errors were discovered in the sales pricing testing, as many incorrect prices were used. Projecting the misstatements discovered in the sales sample to the population indicates a likely misstatement of $19,900.

Required:

Prepare the planning memo requested by the audit engagement partner. Organize your report using the sections described in parts a) to c) below:

a)
What are the most important risks of material misstatement in the Sheriff audit, and how do these affect the audit work remaining to be completed? [5 marks]

b)   For issues #1.  to # 4. discuss the impact of each issue on the completion of your audit work, and the audit report.[9 marks]

c) 
Evaluate the materiality of the misstatements discovered in the audit, and discuss the impact on your planned audit work. [4 marks]

QUESTION 4  ( 5 marks, 12 minutes)
Entertainme Inc., a publicly-traded theatre production company, sold off land and a building on December 15, 2012, two weeks before its year end, and realized a large gain on the sale. During the audit, the audit staff received an anonymous note saying that the Entertainme President has made a secret contract to repurchase the same land and buildings from the purchaser on May 1, 2013 for the exact amount Entrertainme had received on December 15, 2012. 
The President acknowledged that the contract exists, but refuses to disclose this information in the 2012 financial statements because it is confidential. He threatens to sue the auditors for violating their professional confidentiality rules if they include the information in their auditor’ report. 

Required: 

Discuss the impact of the above events on the auditor in forming of an audit opinion and issuing of the auditor’s report.

QUESTION 5 ( 8  marks, 19 minutes)

The following is a list of the ten companies we studied during the term, and brief descriptions of the industries they operate in. 
	COMPANY NAME
	INDUSTRY

	CORUS ENTERTAINMENT INC.
	Communications and media - broadcasting

	LeCHATEAU INC.
	Merchandising - clothing stores

	NORTHLAND POWER INC.
	Electrical utilities/wind, solar, gas

	OPEL TECNOLOGIES INC.
	Technology -hardware, integrated circuits, optical

	SUNWAH  INTERNATIONAL INC.
	Financial management /Investment, China/Asia

	 BIOSYENT INC.
	Pharmaceutical sales

	COUNSEL CORPORATION
	Financial services /Lending,  investment,  Canada & USA

	 HSE INTEGRATED LTD.
	Industrial - health & safety  services, Canada

	NORTHAMPTON GROUP INC.
	Hospitality - Hotels

	 THE CHURCHILL CORPORATION
	Industrial products - business services


Required:     Select two of these companies. 

a. For each company, describe one important industry-related business risk that can lead to an increased risk of material misstatement in the company’s annual financial statements. Clearly explain the link between the business risks you identify and the risk of material misstatement in each case (Hint: Indicate the assertion(s) most likely affected by the business risk).  [4 marks]

b. Comment on how the two examples of business risk (in part a.) compare and contrast in terms of the overall audit approach an auditor would use to respond to the risk. For example, discuss whether a substantive or combined approach seems most appropriate for each case, and the types of audit procedures likely to be required to obtain sufficient appropriate evidence. [4 marks]

QUESTION 6  ( 21  marks, 50 minutes)
MULTIPLE CHOICE with explanations
Note: Circle your choice of the best answer (@1.5 marks)

1. The auditors of the SupremeX Inc. financial statements for the year ended December 31, 20X3, have decided that there is substantial doubt that SupremeX can continue to exist as a going concern, because the company has experienced significant operating losses since 20X0 and has had to get permission from its lenders to postpone its debt payment requirements. SupremeX 's management has agreed to describe the problems in the president's message to the shareholders in their annual report, but has decided not to reflect this situation in the notes to the financial statements due to the uncertainty about the outcome. What form of audit report should the auditors issue in this case?

A) An unmodified with an Emphasis of Matter paragraph describing the going concern uncertainty in detail.

B) An adverse opinion because the undisclosed going concern uncertainty affects the financial statements as a whole.

C) An unmodified opinion so that the going concern uncertainty will not become a ‘self-fulfilling prophecy’.

D) A modified opinion with a scope limitation qualification outlining the auditor’s inability to obtain sufficient appropriate evidence regarding the outcome of the going concern uncertainty. 

	


2. The existence assertion for the cash balance reported in the company’s balance sheet implies that the company has real cash on hand and in bank accounts of this amount. Which of the following errors will result in a misstatement in the existence assertion for cash

A) The company has failed to record outstanding deposits.

B)  The company has failed to record outstanding cheques.


C)  Use of some of the cash balance is restricted due to requirement of a bank loan.


D)  The cash is in US dollars and has not been converted to Canadian dollars.

	


3. An old truck has been scrapped but its Accumulated Depreciation has not been removed from the accounts. Which of the following assertions related to Accumulated Depreciation of property, plant and equipment (PP&E) has not been met? 

A) Accumulated Depreciation is properly classified as a contra-asset, allocation methods for each major PP&E and intangibles categories are adequately disclosed in notes.

B) Accumulated Depreciation is recorded for all PP&E owned  or under capitalized lease.

C) Accumulated Depreciation included in the balance sheet relates to PP&E and intangibles owned or properly capitalized by the company.  

D) Accumulated Depreciation included in the balance sheet relates to existing PP&E 

	


4. Which of the following is the most appropriate statement of the ownership assertion related to the inventory amount recorded in the company’s balance sheet.  

A) Inventory excludes items billed to customers or owned by others (i.e. held on consignment).

B) Inventory listings are accurately included in the inventory accounts. 

C) Inventory valuation is reduced, where appropriate, when net realizable value is lower than cost. 

D) Major Inventory categories and their valuation bases are adequately disclosed in notes.

	


5. An auditor is most likely to assess control risk at 100% (high) if the payroll department supervisor is responsible for

A) Examining authorization forms for new employees.

B) Hiring all subordinate payroll department employees.

C) Comparing payroll registers with income tax reports submitted to the Canada Revenue Agency.

D) Authorizing payroll rate changes for all employees.

	


6. An auditor is most likely to suspect the existence of undisclosed related parties by noticing:

A) Large sales transactions.

B) Abnormal long collection terms for a receivable.

C) A large number of sales to numbered corporations.

D) A significant increase in sales over the prior year.

	


7. In assessing control risk for purchases, an auditor vouches a sample of entries in the accounts payable trial balance to documents that support the expenditures. For which account assertion would this test of controls most likely provide evidence?

A) Completeness.

B) Existence or occurrence.

C) Valuation or allocation.

D) Presentation

	


8. Assume that application of analytical procedures revealed significant unexplained differences between recorded amounts and the auditor's expectations. If management is unable to provide an acceptable explanation, the auditor should

A) Consider the matter a scope limitation.

B) Perform additional audit procedures to investigate the matter further.

C) Intensify the audit with the expectation of detecting management fraud.

D) Withdraw from the engagement.

	


9. If fictitious sales were recorded and the fictitious accounts receivable were written off as bad debt expense,

A) Income would be overstated.

B) Income would be understated.

C) Income would not be misstated.

D) Accounts receivable would be understated.

	


10. The existence of audit risk is recognized by the statement in the auditor's standard report that the auditor

A) Obtains reasonable assurance about whether the financial statements are free of material misstatement.

B) Assesses the accounting principles used and also evaluates the overall financial statement presentation.

C) Realizes some matters, either individually or in the aggregate, are important while other matters are not important.

D) Is responsible for expressing an opinion on the financial statements, which are the responsibility of management.

	


11. The acceptable level of detection risk is inversely related to the

A) Assurance provided by substantive tests.

B) Risk of misapplying auditing procedures.

C) Preliminary judgment about materiality levels.

D) Risk of failing to discover material misstatements.

	


12. After obtaining an understanding of the internal control system and assessing control risk, an auditor decided not to perform additional tests of controls. The auditor most likely concluded that the

A) Internal control system was properly designed and justifiably may be relied on.

B) Assessed level of inherent risk exceeded the assessed level of control risk.

C) Additional evidence to support a further reduction in control risk was not cost-beneficial.

D) Evidence obtainable through tests of controls would not support an increased level of control risk.

	


13. An auditor who discovers that client employees have committed an illegal act with material consequences on the financial statements is most likely to seek legal advice and consider withdrawing from the engagement if

A) The illegal act is a violation of generally accepted accounting principles.

B) The client does not take appropriate action after being informed about the illegal act.

C) The illegal act was committed during a prior year that was not audited.

D) The auditor has already assessed control risk at the maximum level.

	


14. A number of factors can affect the size of a sample for a substantive audit of the details of an account balance. All other factors being equal, which of the following would lead to a larger sample size?

A) A lower assessed level of control risk.

B) Using a larger number of effective analytical procedures to obtain evidence about particular assertions.

C) Smaller expected frequency of account item errors.

D) Smaller measure of tolerable misstatement.

	


** END OF EXAM ( **
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