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	Instructions:

· Answer all questions in this booklet.  Booklet is not to be removed from the examination room.  You may separate the pages but ensure that you put them back together and staple before handing in.  Ensure that you show all supporting calculations in order to receive full marks.
· Limit your answer to the space provided.  Indicate if you use the back of a page.

· Budget about 1.5 minutes per mark. 
· Language dictionaries are allowed.  Use only non-programmable calculators.
· The use of electronic communication devices such as cell phones is strictly prohibited during the exam.  Sharing of calculators is also strictly prohibited.

· You must sign the Statement of Academic Integrity below.



Statement of Academic Integrity:

The School of Management does not condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind, use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, cell phones, or any other communication device which has not been previously authorized in writing. 

Statement to be signed by the student:

I have read the text on academic integrity and I pledge not to have committed or attempted to commit academic fraud in this examination.

Signed:

________________________________________                                           
Note: 

An examination without this signed statement will not be graded and will receive an exam grade of zero.
Question #1 (10 marks - 10 minutes)
Claire was the audit supervisor in charge of the audit of an advertising agency. Unfortunately, two other audit supervisors in the office had recently resigned, and moved to other positions. Rather than hiring or promoting another supervisor, the firm reallocated clients. Claire was asked to take on some of the other audit clients and spend less time reviewing files and supervising staff. The audit managers and partners were expected to do a more thorough review to help compensate for the fewer than usual number of supervisors. 

Claire felt harried, and her audit staff at the advertising agency were upset that she was not there for several days. There were numerous outstanding questions, and one day the staff left early because they could not go on to some technical issues. The tax provision looked complete, and Claire decided to leave the tax section for the tax area of her firm to review.

To Claire’s horror, she discovered six months later that the tax provision had been incorrect by over $100,000 – a material amount to this client. The client was upset that the financial statements were materially in error, and decided to seek other auditors.

Required: Using your knowledge of the audit process, explain which audit phases were poorly executed in the audit of the advertising agency. Provide suggestions for improvement to help prevent this type of error in the future, with reference to Generally Accepted Auditing Standards. (10 marks)

 A FULL RESPONSE TO THIS QUESTION SHOULD ADDRESSS THE FOLLOWING MATTERS. 1 MARK FOR THE OBSERVATION, AND 1 MARK FOR A SOUND/ LOGICAL SUGGESTION FOR IMPROVEMENT RELEVANT TO GAAS:
· Planning appears to not have been properly performed in Claire’s haste. The tax provision was obviously not identified as a high risk area of the audit, given the lack of attention paid to it in the audit. Consequently, the planned detection risk was not adequately assessed relative to the inherent risk.
· Students should identify that the audit was not performed in accordance with Canadian Auditing Standards.
· Claire did not adequately supervise her staff during the conduct of the audit. Students should note that proper supervision of staff is a GAAS requirement in the conduct of the audit.

· Claire failed to perform an adequate review of the work conducted by the staff at the conclusion of the field work, and hence did not detect the misstatement. All sections of the audit should be reviewed by someone more senior to the preparer.   

· Reporting – the wrong audit opinion was issued on these financial statements. A qualified or adverse opinion should have been issued, rather than an unqualified standard opinion. The reporting should only have been concluded based on the audit evidence that was gathered.   
· Based on the incorrect opinion rendered, one can conclude that the manager/ partner on the file did not do an adequate file review. Though this is not mentioned in the case, if they had done a proper review, an incorrect opinion would not have been issued. Extensive manager/ partner involvement was necessary in this case to compensate for Claire’s lack of involvement.
Question #2 – Short Answer (20 marks – 25 minutes)
a) In class we discussed five facets of independence. List and briefly explain each type (5 marks)
Students should discuss and briefly explain each of the following:

1. Self-review

2. Self-interest (financial interest)

3. Advocacy (promoting a client’s position)

4. Familiarity

5. Intimidation

b) Distinguish between management assertions with respect to financial statements, and audit objectives. (2 marks)
Management assertions represent what management is implicitly stating or representing with respect to the financial statements – in other words, their implied or expressed representations regarding the financial results of the entity. Audit objectives provide  provide a framework to help auditor obtain evidence. Students may note that there may be general or specific transaction related objectives.
c) Briefly describe five features of IT systems which may impact an entity’s internal controls.  (5 marks)
Students could discuss any of the following:

· Transaction trails (short life span, and may only be readable by computer)

· Uniform processing of transactions: programming errors result in all transactions being  processed in error.

· Segregation of functions: often limited by access

· Potential for errors & irregularities: increased potential in IT systems due to unauthorized access, lack of audit trails

· Potential for increased management supervision
· Initiation/ execution of transactions by computer

d) Are financial statement auditors always required to consider internal controls in planning and performing an audit? Explain why or why not. (2 marks)

Yes – auditors are always required to obtain an understanding of an entity’s control environment, sufficient to plan and perform the audit and assess control risk. The extent of this understanding will vary depending on the complexity of the control system, and whether the auditor intends to rely on the controls. Internal controls do NOT always need to be tested if the auditor does not intend to place reliance on the controls.
e) An auditor may apply analytical procedures at any phase of the audit – planning, execution of the audit, or at the conclusion of the audit. Distinguish between the objectives of using analytical procedures at each of these phases. (6 marks)
Students should cite and discuss the following objectives – 2 marks each.

Planning stage: help auditor decide other evidence needed to assess audit risk
During audit in conjunction with tests of details of balances as part of substantive procedures
Near end of audit, as final reasonableness test

Question #3  (15 marks - 20 minutes) 

You are the auditor in charge of the audit of the municipality of Brockville, Ontario. The municipality has a budget of approximately $500 million, and has had a balanced budget for the last three years. There about 10 people in the accounting office and the rest of the employees are operational, dealing with the supervision of road work, garbage collection and similar matters. Many services were outsourced, minimizing the need for employees. The municipality has a chief executive officer and a controller and reports to the council of elected representatives. 

Required: For each of the following situations, state a preliminary conclusion for audit risk, inherent risk, controls risk and detection risk. Justify your conclusions. State any assumptions that are necessary to reach your conclusion. What is the impact of this risk assessment on the amount of evidence required? (15 marks – 5 marks each).

	
	
	PRELIMINARY CONCLUSIONS AND JUSTIFICATION FOR AUDIT RISK, INHERENT RISK, CONTROL RISK, AND PLANNED DETECTION RISK. 
WHAT IS IMPACT ON LEVEL OF AUDIT EVIDENCE REQUIRED? (5 MARKS EACH)

	1
	This is the first year that you have been auditing Brockville. The previous financial statement auditor claims to have lost their audit working paper file, and cannot provide them to you. In discussions with the City Comptroller, they mention that may have a significant unrecorded liability for contaminated land.  The Comptroller is pleased the accounting team has retained all staff since last year.
	Acceptable Audit Risk – low, given that this is the first year of audit and there may be a material misstatement.

IR – high, given the first year of the audit, and likely unrecorded liability.

CR – low, given lack of staff turnover.

PDR – should be low, requiring the auditor to gather a high amount of evidence. Students can also link this to the lack of prior year working paper file. A high amount of evidence would be required to support the opinion.

	2
	For four years now you have been auditing Brockville. A new Mayor has been elected who has fired most of the accounting staff, and outsourced accounting to Athens, Ontario. Control recommendations previously discussed have been put to the side. The City is under budget pressures due to the new Mayor’s platform of spend spend spend. A substantial property tax hike is planned for the year.
	Acceptable audit risk – probably can be a bit higher given the experience with the client. However, the budget pressures and tax hike will increase public sensitivity to the F/S’s.
CR – high, given the firing of the accounting staff, and unwillingness to accept control recommendations.

IR – Some factors increase and some decrease. Lower, given the experience of the firm in conducting the audit. However, weak management of finances and the budget will increase inherent risk
PDR – likely remains low given the high control risk and varying influences on inherent risk. A higher amount of evidence would be required to support the opinion.

	3
	This is your sixth year of the audit. Brockville’s mayor has reigned in spending, and is proposing a balanced budget to keep taxes to a sustained level. The mayor has slowly rebuilt the accounting team, and has even added an internal auditor to “keep an eye on things”.  
	AR – acceptable audit risk would be higher given the familiarity with the client, and the better management of their finances. 
CR – low given the addition of accounting staff, and an internal auditor to monitor controls. 

IR – low given the familiarity with the client and balancing of the budget.
PDR – could be higher given the low inherent risk, low control risk, and the higher acceptable audit risk. Less evidence would need to be gathered to support the opinion.


QUESTION 4 - MULTIPLE CHOICE (30 marks - 30 minutes)  Write the letter corresponding to the best response in the table below.
	1.

B

	2.

B
	3.

D
	4.

A
	5.

B

	6.

C

	7.

A
	8.

B
	9.

C
	10.

B

	11.

D

	12.

B
	13.

A
	14.

B
	15.

B

	16.

A

	17.

D
	18.

C
	19.

B
	20
B

	21.

C

	22.

B
	23.

A
	24.

A
	25

B

	26

C

	27

D
	28

D
	29

B
	30

A


1.
The underlying conditions that create demand by users for reliable financial information include the fact that

a) More reliable information will allow investors to calculate the rate of return on their investment.

b) Users are separated from accounting records by distance and time.

c) Governments rely on such information to create tax policies.

d) There is a need for the expression of an opinion as to the fairness of financial statements.

2. 
The primary role and responsibility of independent external auditors is to

a) Prepare a company's annual financial statements and notes.

b) Perform an audit and provide an opinion on the financial statements of a company.

c) Provide business consulting advice to audit clients.

d) Obtain an understanding of a client's internal control system and prepare a report for management about control weaknesses.

3. 
Which of the following statements best explains an unqualified report opinion?

a) The financial statements contain a departure from GAAP.

b) The auditor was unable to complete the work necessary to form a complete opinion.

c) The auditor was not aware of any reasons not to believe the statements are correct.

d) Based on the evidence obtained the auditor believes the statements are free of material error.

4. . In the standards regarding quality control of an audit engagement, what is the first step the auditor should consider?

a) Decide whether to accept or retain the client.

b) Obtain an understanding of the client's business, including the overall control environment.

c) Consider the amount of fees which can be charged to the client.

d) Consult with the firm's lawyers about any pending lawsuits.

5. According to the fourth reporting standard in the generally accepted auditing standards (GAAS), when the opinion contains a reservation the auditor must

a) withdraw from the engagement.

b) state the reason.

c) give an adverse opinion.

d) qualify the report.

6. An external auditor is conducting an audit of the financial statements of Camden Corporation. The external auditor is expected to

a) Certify the correctness of Camden's financial statements.

b) Make a 100% examination of Camden's records.

c) Give an opinion on the fair presentation of Camden's financial statements in accordance with generally accepted accounting principles.

d) Give an opinion on the attractiveness of Camden for investment purposes and critique the wisdom and legality of its business decisions.

7. The audit program prepared by the independent auditors prior to the start of field work is considered appropriate documentation of

a) Planning.

b) Supervision.

c) Information evaluation.

d) Quality assurance.

8. Which of the following best explains practical materiality?

a) Materiality can be calculated precisely based on percentages applicable to each industry.

b) Materiality has both qualitative and quantitative aspects.

c) Materiality is calculated after risk is assessed.

d) Materiality should be carried forward from year to year to ensure consistency.

9. Because of the risk of material misstatement, an audit of financial statements in accordance with generally accepted auditing standards should be planned and performed with an attitude of:
a) Objective judgment.

b) Independent integrity.

c) Professional skepticism.

d) Impartial conservatism.

10. What is the best description of the basis on which an auditor issues her report on financial statements?

a) reporting standards.

b) sufficiency and appropriateness of evidence.

c) application of GAAP.

d) integrity of management.

11. An auditor most likely would issue a denial of opinion because of

a) inadequate disclosure of material information.

b) the omission of the statement of cash flows.

c) a material departure from generally accepted accounting principles.

d) management's refusal to furnish written representations.

12. An auditor will issue an adverse opinion when

a) a severe scope limitation has been imposed by the client.

b) a violation of GAAP is sufficiently material that a qualified opinion is not justified.

c) a qualified opinion cannot be rendered because the auditor lacks independence.

d) the company's ability to continue as a going concern is subject to substantial doubt.

13. A denial of opinion generally indicates

a) the auditor is very uncertain with respect to an item and cannot form an opinion on the fairness of presentation of the financial statements as a whole.

b) because of a lack of evidence the auditor is uncertain with respect to an isolated item that is material but not so material that the auditor cannot form an opinion on the fairness of presentation of the financial statements as a whole.

c) the auditor has observed a departure from generally accepted accounting principles that has a material effect upon the fairness of presentation of financial statements but the departure is not material enough to justify a qualified opinion.

d) the auditor has observed a departure from generally accepted accounting principles that is so material that a qualified opinion is not justified.

14. The interpretations related to the rules governing objectivity or independence allow

a) A member to hold a material indirect interest in a client.

b) A member to finance a home mortgage with a client if the mortgage is made under the client's normal lending procedures and terms.

c) A member's spouse to hold a position as a director of a client of a member.

d) A member to serve as a trustee of the pension fund of a client.

15. In which of the following circumstances would a CA be in violation of the “Rules of Professional Conduct” in quoting a fee to a client?

a) A fee fixed by a court.

b) A fee based on the approval of a bank loan.

c) A fee based on the time estimated to complete the engagement plus out-of-pocket expenses.

d) A fee bases on the complexity of the engagement.

16. A succinct, but comprehensive definition of independence is that an auditor

a) Must be independent in fact and in appearance.

b) Must not have a direct financial interest in a client.

c) Must have a license to practice as a public accountant.

d) Must not take on as an audit client a company owned by a member of his/her immediate family.

17. Which of the following is not an impediment to a CA's independence in appearance?

a) The CA received a set of professional quality, graphite golf clubs from a client as an expression of appreciation for the quality of the work performed.

b) The CA is suing the client for non-payment of fees.

c) The fees from one audit client comprise sixty-five percent of the CA's total billings for the year.

d) When the CA serves in an honorary and non-participating role as a director for a nonprofit organization.

18. The duty of confidentiality requires a member to do what?

a) Not disclose client information under any circumstances.

b) Not disclose client information if it is deemed to be confidential.

c) Not disclose client information except before a provincial peer review committee.

d) Not disclose evidence of illegal acts to the relevant authorities.

19. Which of the following statements represents an audit failure?

a) A client goes bankrupt or has serious financial difficulty.

b) Because an auditor failed to conduct an audit in accordance with GAAS the auditor issued misleading financial statements.

c) An auditor cannot collect the audit fees from the client.

d) An auditor is sued by a third party.

20. Which of the following is not an element of a successful negligence action against auditors?

a) There must be proof that damage resulted.

b) The plaintiff must be a known user of the financial statements.

c) There must be a legal duty of care to the plaintiff.

d) There must be a reasonable connection between the breach of duty of care and resulting losses.

21. What is the best description of the engagement letter?

a) The letter soliciting a potential client.

b) A letter from a successor auditor to a predecessor auditor asking to review the working papers for the previous year.

c) The audit contract which may include special requests.

d) The letter at the end of the audit engagement reviewing any concerns the auditors wish management to be aware of.

22. In a typical audit, testing of internal controls occurs:

a) In the planning stage of the audit.

b) During the interim audit work.

c) During the year end audit work.

d) As a separate engagement.

23. For each of the key business processes the auditor would learn:

a) Process objectives, process activities, and classes of transactions involved.

b) Inherent risks, process risks, and employees involved.

c) Strategic relevance, control environment and personnel policies.

d) Complexity of the business, organizational structure, and management philosophy.

24. The probability that an auditor will give an inappropriate opinion on the financial statements best describes

a) Audit risk.

b) Inherent risk.

c) Control risk.

d) Detection risk.

25. In the planning stage, analytical procedures are used to

a) Assess overall reasonableness of the financial statements.

b) Identify potential problem areas.

c) Determine the mathematical correctness of the financial statements.

d) Provide direct evidence about the balances in accounts.

26.  Inherent risk is the

a) Probability that some accounts are more susceptible to misstatement than others.

b) Probability that the client's internal control policies and procedures will fail to detect material misstatements.

c) Probability that material misstatements have occurred in transactions entering the accounting system used to develop financial statements.

d) Probability that the auditor may not detect material misstatements in the financial statements.

27. If control risk increases and all other risks in the audit risk model stay constant (except the one referred to below) which of the following is correct?

a) Detection risk must increase.

b) Inherent risk will increase.

c) Audit risk will decrease.

d) Detection risk must decrease.

28. The risk that an auditor's procedures will lead to the conclusion that a material misstatement does not exist in an account balance when, in fact, such misstatement actually does exist is

a) Audit risk

b) Inherent risk.

c) Control risk.

d) Detection risk.

29. Validity refers to:

a) Ensuring that transactions are not omitted from accounting records.

b) Ensuring that recorded transactions should have been recorded.

c) Ensuring that all recorded transactions have been approved before recording.

d) Ensuring that all recorded transactions have been recorded at the right dollar amount.

30. Key controls are those:

a) Over significant risks.

b) Over physical access.

c) On which the auditor intends to rely.

d) Designed by the audit committee to prevent management fraud
BONUS (2 marks)
Professor Church slipped and fell, causing immense personal embarrassment and pain, in which of the following locations:
a)  On a slippery sidewalk in front of Desmarais.

b)  In line at the Second Cup at Morriset.

c)  The classroom.

d)  Entrance to the parking garage.  

ANSWER: C

END OF EXAM
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