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Mid-term Exam

ADM3349 M     
AUDIT THEORY     
Date: February 24, 2015
Professor: Bailey Church
Duration: 90 minutes
	INSTRUCTIONS
1.
Books and notes are not permitted.

2.
Calculators are permitted.

3. Answer in the exam booklets provided.




NAME:  __________________________________________

STUDENT #:  ________________________
	Q1 – MULTIPLE CHOICE
	/20

	Q2
	/10

	Q3
	/20

	Q4 
	/25

	Q5 
	/5

	TOTAL
	/80


	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 copy or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 


QUESTION 1:  MULTIPLE CHOICE 
(20 marks, 1 mark per question)
For each of the following independent questions, circle the letter that corresponds to the best answer from those provided. 
1.
Which one of the following statements best describes control risk?
a) Control risk is the susceptibility of an assertion to a misstatement that could be material, assuming there are no related controls.
b) Control risk is the risk that a client’s system of internal controls will not prevent or detect a material misstatement.
c) Control risk is the risk that the auditor’s testing procedures will not be effective in detecting a material misstatement.
d) Control risk is the risk that a misstatement resulting from fraud may exist in the financial statements prior to the audit.
ANSWER: (b)
2.
To succeed in an action against the auditor, the client must be able to show that

a.
the auditor was grossly negligent.

b.
the auditor was fraudulent.

c. there is a close  causal connection between the auditor’s breach of the standard of due care and the damages suffered by the client.

d. there was a written contract.



ANSWER: (c) Chapter 4 – medium difficulty
3. 
Evidence is usually more persuasive for balance sheet accounts when it is obtained 

a.
from various times throughout the client’s year

b.
only from transactions occurring on the balance sheet date.

c.
as close to the balance sheet date as possible. 

e. from the time period when transactions in that account were most numerous during the fiscal period.

ANSWER: (c) Chapter 6 – challenging
4.
If the results of the tests of controls and analytical procedures are not consistent with the predictions, the tests of details of balances will be

a.
eliminated.

b.
increased.

c. unaffected.

d. changed.

ANSWER: (d) Chapter 10 – medium difficulty
5.
The study of the client’s internal control by the auditor is

a.
required by GAAP.

b.
required by GAAS.

c.
required by Canada Customs and Revenue Agency.

e. recommended by the CICA.

ANSWER: (b) Chapter 9 – medium difficulty
6.
The working papers are:

a.
the property of the client.

b.
property of the auditor although prepared by the client.

c. the primary means of documenting that an adequate audit was conducted in accordance with GAAS.

d. used primarily as a basis for the partners to review and reward the work of the managers, seniors and staff.

ANSWER: (c) Chapter 7 – medium difficulty
7.
When a compensating control exists, a weakness in the system

a.
is no longer a concern because the potential for misstatement has been sufficiently reduced.

b.
is reduced but not removed; therefore, it is still of concern to the auditor.

c.
could cause a material loss, so it must be tested using substantive procedures.

d.
is magnified and must be removed from the sampling process and examined in its entirety.

ANSWER: (a) Chapter 9 – challenging
8.
Which one of the following forms of evidence would be least persuasive in forming the auditor’s opinion?

a.
The auditor’s count of marketable securities.

b. Correspondence with a stockbroker regarding the quantity of client’s investments held in street name by the broker.

c. Minutes of the board of directors authorizing the purchase of stock as an investment.

d. Responses to auditor’s questions by the president and controller regarding the investment account.

ANSWER: (d) Chapter 6 – medium difficulty
9. The five steps in applying materiality are listed below in random order:

1. Estimate the combined misstatement

2. Estimate the total misstatement in the segment.

3. Set preliminary judgement about materiality.

4. Allocate preliminary judgement about materiality to segments.

5. Compare combined estimate with preliminary judgement about materiality.

The correct sequence, from start to finish would be:

a.
1 2 5 4 3

b.
4 3 1 5 2

c.
5 1 3 2 4

d.
3 4 2 1 5

ANSWER: (d) Chapter 8 – medium difficulty
10.
Which one of the following is more difficult to evaluate objectively?

a.
Efficiency and effectiveness of operations.

b.
Compliance with government regulations.

c. Presentation of financial statements in accordance with Canadian generally accepted accounting principles. 

d. All three of the above are equally difficult.

ANSWER: (a) Chapter 1 – challenging
11.
Which one of the following statements is not true?

a. The auditor’s report must state whether the financial statements were prepared in accordance with GAAP.

b. The auditor’s report must identify the responsibilities of management.

c. The auditor’s report must state whether the client has provided adequate disclosure in the financial statements and accompanying notes.

d. The auditor’s report must express an opinion on the financial statements taken as a whole, or explain why there is no opinion provided.

ANSWER: (c) Chapter 1 – easy
12.
Three of the following conditions would, by themselves, require the auditor to issue a report other than an unqualified report. Which one would not require such a departure?

a. Client company’s financial statements show a significant net loss for each of the last three years, including the current fiscal period.

b. The financial statements have not been prepared in accordance with generally accepted accounting principles.

c.
The auditor is not independent during the fiscal period under audit.

c. The scope of the auditor’s examination has been restricted, although the cause of the restriction was not the client’s fault.

ANSWER: (a) Chapter 2 – medium difficulty
13.
When there is a scope limitation in an audit, the audit opinion will never be:

a.
unqualified.

b.
qualified, scope only.

c.
qualified, scope and opinion.

d.
denied.

ANSWER: (b) Chapter 2 – medium difficulty
14.
Subsequent to the introduction of the Sarbanes Oxley Act in the United States, it is mandatory that at least one member of the audit committee be:

a.
a member of management.

b.
a director who is not part of company management.

c.
a non-director and non-manager.

d.
financially literate.

ANSWER: (d) Chapter 3 – medium difficulty [REVISED]
15.
The confidential relationship will be violated if, without the client’s permission, the public accountant provides working papers about the client to:

a.
a court of law which subpoenas them.

b.
the relevant provincial institute as part of a practice inspection.

c.
another public accounting firm which has just purchased the public accountant’s entire practice.

d. an investigative or disciplinary body of the relevant provincial institute which is conducting a review of the public accountant’s practice.

ANSWER: (c) Chapter 3 – challenging
16.
An investor suing an auditor for not discovering that the financial statements of a company are materially misstated is an example of:

a.
criminal liability.

b. 
fiduciary duty.

c.
third party liability.

d.
liability to client under common law.

ANSWER: (c) Chapter 4 – medium difficulty
17.
The responsibility for adopting sound accounting policies, maintaining adequate internal controls, and making fair representations in the financial statements rests

a.
with management.

b.
with the auditor.

c. equally with management and the auditor.

d. with the internal audit department.

ANSWER: (a) Chapter 5 – medium difficulty
18.
Which of the following statements is true?

a. The auditor’s objectives follow and are closely related to management assertions.

b. Management’s assertions follow and are closely related to the auditor’s objectives.

c. The auditor’s primary responsibility is to find and disclose fraudulent management assertions.

d. Assertions about presentation and disclosure deal with whether the accounts have been included in the financial statements at appropriate amounts.

ANSWER: (a) Chapter 5 – medium difficulty
19.
When discussing inherent risk (IR) and the audit risk model, which one of the following statements is not true?

a.
IR is inversely related to detection risk.

b.
IR is inversely related to extent of evidence required.

c.
IR is the susceptibility of the financial statements to material error, assuming no internal controls.

d.
IR is the auditor's assessment of the likelihood that errors exceeding a tolerable amount exist before considering the effectiveness of internal accounting controls.
Answer (b) – Chapter 8
20.
Tests of controls are directed towards the control’s

a.
efficiency.

b.
effectiveness.

c. efficiency and effectiveness.

d. cost benefit ratio.

ANSWER: (b) Chapter 10 – medium difficulty
QUESTION 2 
(10 marks, 2 marks each)

For each of the following independent situations:

1.
 Identify whether it is an accounting (GAAP) problem or auditing (scope) problem

2.
 Describe the specific type of problem and

3.
 Indicate the appropriate form of reservation in the auditor’s report.

Assume each situation is material.

a. 
The client has stated that although the fair market value of its stock market long-term investments has been falling steadily for the past two years, they are not going to write down the value of their investment (currently recorded at original cost), despite the evidence of permanent impairment. 

b.
The auditor was appointed on January 25, 2015 for the 2014 fiscal year audit (year-end December 31st).  As a result, the auditor has missed the client’s year-end inventory count, and was unable to physically verify the inventory on hand. Assume no other appropriate audit evidence is available to substantiate the balance. The recorded cost for inventory on hand at year end is material to the client’s financial statements. 

c.
The client has requested the auditor not to confirm certain accounts receivable with the client’s customers because they are afraid of damaging customer relations. These were strained by a recent computer error resulting in double and triple billing of some accounts.  The error has now been rectified but not before it caused some bad business feelings between the client and some customers.

d.
Due to the scope of its international operations, the client holds several bank accounts with local banks throughout Africa. The auditor and the client feel that bank confirmations will not be an effective or efficient procedure to verify the balances on hand at year end, due to an anticipated poor response rate and long mailing times.

e.
The client is a manufacturer of t-shirts, with their greatest sales formerly derived from the “Brad Pitt and Jennifer Aniston Forever” model.  One week prior to the client’s year-end, a large quantity of the t-shirts were shipped to a buyer in France, under the term that title to the t-shirts did not revert to the buyer until delivery. Payment was due to the client upon delivery. The t-shirts were not received by the buyer until a week after the client’s year-end. In between the time of shipment and delivery, the Hollywood couple’s high profile break-up occurred, rendering the t-shirts worthless. The client insists on recording the sale as at year-end at fair market value, despite the auditor’s insistence otherwise. 

	Situation
	GAAP or Scope Problem

(1/( mark)
	Type of Problem

(1/( mark)
	Appropriate 

Reservation

(1 mark)

	
a


	GAAP
	Long-term investment is permanently impaired, and therefore must be written down to the lower of cost and market in accordance with GAAP.


	Qualification due to GAAP departure.

	
b


	SCOPE
	Since the auditor was appointed after year-end, there is a scope restriction with respect to inventory, which is beyond the control of both the auditor and the client.


	Qualification of scope and opinion.


	
c


	SCOPE
	There is a scope restriction imposed on the auditor regarding the verification of the existence and valuation of accounts receivable. The restriction is within the client’s control.


	Depends

· unqualified opinion could be rendered if sufficient, alternative procedures are available;

· otherwise, the opinion must be qualified with respect to scope.



	
d


	SCOPE (could also answer neither) 
	If alternative procedures are not available to verify the bank balances (ie: reliable bank statements), this would be a scope restriction. The auditor may be able to rely upon alternative procedures.


	Depends

· unqualified opinion could be rendered if sufficient, alternative procedures are available;

· otherwise, the opinion must be qualified with respect to scope

	e

e
	GAAP
	This is a revenue recognition issue, with respect to both cut-off of the sale (ie: the sale should be recorded in the next fiscal year), and the valuation of the sale (the inventory shipped is now worth significantly less than fair market value, and will likely be returned by the buyer).


	Adverse opinion (due to the materiality and pervasiveness of this issue)


QUESTION 3:
(20 marks, 2.5 marks per factor)

The chartered accounting firm of Duke & Duke, CA is considering risk in planning the audit of The Boer’s Nest (BN) financial statements for the year ended December 31, 2014. Duke & Duke has gathered the following information concerning BN’s environment:

Company Profile
BN is a privately held restaurant and bar business, that has been consistently more profitable than the industry average due to its liquor licence monopoly in Hazzard County, the establishment’s primary place of business. BN has boosted recent profits by increasing reliance on musical services offered at no cost by famous country bands caught in local speed traps.  

BN’s board of directors is controlled by Boss Hogg, the majority owner, who also acts as the chief executive officer. Hogg is regarded by the investment community as a very hands-on owner with a “do anything to win” attitude.  Management at Hazzard County bar has been delegated full authority for directing and controlling BN’s operations and is compensated based on the establishment’s profitability.  BN has no internal audit department. The previous internal auditor, Rasco P. Coltrane, was fired by Hogg for alleged independence concerns. 

The accounting department has experienced little turnover in personnel during the five years Duke & Duke has audited BN.  BN consistently fails to reconcile the year-end beverage inventory with the beginning inventory, adjusted for purchases during the year and sales, but its controller has always been receptive to the Duke’s proposed adjustments to account for the reconciling difference during each engagement.

Recent Developments
During 2014, BN opened a new concept restaurant/bar in downtown Los Angeles, a significant distance from its principal place of business, and a significantly larger, more competitive and demanding market than Hazzard County.  Although this location is not yet profitable due to competition from the several well-established and more chic bars, management believes that it will be profitable by 2017. This location comprises approximately 40% of consolidated revenues for BN. Due to time and geographic constraints; however, the Duke boys will be unable to visit this location as part of the current year audit. 

Also during 2014, BN attempted to increase the efficiency of its accounting operations by installing a new, sophisticated computer system to manage all food and beverage orders, and inventory, with a back-office accounting functionality. This is management’s first experience with the software, and has required a substantial re-organization of both operations and the accounting function. The new system, including the accounting and financial reporting functionality, was implemented December 1, 2014.  

Required:
Based only on the information given, identify and explain the factors that most likely would affect the Duke’s assessment of Audit Risk (AR), Inherent Risk (IR), and Control Risk (CR).  Indicate whether each factor increases or decreases the risk.  Using the following format, complete the table on the next page:

	Factor

(1/( mark)
	Explanation

(1 mark)
	Risk Affected

(AR, IR, CR)

(1/( mark)
	Increase or /Decrease

(1/( mark)

	Bar management has full authority for directing and controlling operations

	Management may have an opportunity to circumvent existing internal controls
	CR
	Increase


	Factor

(1/( mark)
	Explanation

(1 mark)
	Risk Affected

(AR, IR, CR)

(1/( mark)
	Increase or Decrease

(1/( mark)

	The board is controlled by the majority owner, who also functions as CEO. 


	This lack of independence may weaken the governance function performed by the Board of Directors, adversely impacting the control environment.  In addition, there is greater opportunity for the majority owner to circumvent internal controls.
	CR
	Increase



	Management is compensated based upon profitability of the enterprise.



	This may provide management with additional incentive to manipulate financial results to show a greater profit.
	IR
	Increase

	There is no internal audit function.


	The overall control environment is weakened by the lack of a strong, independent internal audit function.
	CR
	Increase



	There has been little turnover in recent years in the accounting department.



	The low turnover rate implies that the staff are much more familiar with the nature of BN’s business, and its accounting and financial reporting process. The risk of employee error is hence reduced.
	IR/ CR
	Decrease



	The controller has been very receptive to past adjustments proposed by the Dukes. 



	The client’s willingness to record proposed adjustments shows a very positive attitude towards accurate financial reporting. 
	IR
	Decrease



	A new concept bar has been opened in a significantly more competitive, and larger market. The location is losing money, and no profits are forecast until 2017.


	This significant diversification increases the risk of a future business failure for BN, and may lead the auditor to question the validity of using the going concern assumption.
	IR
	Increase



	The Dukes will not be visiting the new bar location this year, despite the fact that the location comprises a significant portion of total revenues. 


	This increases the risk that the auditor may not detect a material misstatement in revenues. 
	AR
	Tolerable risk level decreases

	BN installed a new computer system immediately prior to year-end. 


	The implementation of the new system increases the risk of error in the year-end accounting, and financial reporting process. 
	IR
	Increased.



	The reorganization of operations and accounting that accompanied the implementation of the new computer system may have weakened, or eliminated previously existing controls. 


	Controls, which the Dukes relied upon in doing a preliminary assessment of control risk, and hence in planning detailed audit procedures may no longer, be effective. The audit approach for the 2005 fiscal year may hence need to be changed.
	AR/CR
	Increase



	BN’s reliance upon services offered in kind to boost profits (with respect to musical performances by famous country bands at no cost), will require more complicated financial reporting and note disclosure
	Engaging in transactions which require more sophisticated or complicated financial accounting increases the risk of a financial reporting error or misstatement. In addition, this may not be an area that the Duke’s are very familiar with, increasing the risk that a misstatement could go undetected. 
	AR/IR
	IR – Increase
Tolerable audit risk decreases


QUESTION 4:
(25 marks, see allocation below)

WoofMeow Company, a diversified pet food manufacturer, has five divisions that operate throughout Canada, the United States, and Europe.  WoofMeow has historically allowed its divisions to operate autonomously.  Corporate intervention occurred only when planned results were not obtained.  Corporate management has high integrity, but the board of directors and audit committee are not very active, or financially literate.  WoofMeow has a policy of hiring from within the organization, and traditionally favours hiring friends and family members of employees where external recruitment is necessary, to preserve the unique corporate culture. WoofMeow’s culture is one driven by “consensus”, and discourages open conflict in decision-making. The company has a code of conduct, but there is little monitoring of compliance by employees.  Management is fairly conservative in terms of accounting principles and practices, but employee compensation packages depend highly on performance.  WoofMeow Company does not have an internal audit department, and it relies on your firm to review the controls in each division.

French Kitty is the general manager of the cat food division. The cat food division produces a variety of meals and snack treats for cats, ranging from economical to high-end, gourmet products. Kitty has been the general manager for the last seven years, and each year she has been able to improve the profitability of the division.  She is compensated based largely on the division’s profitability.  Much of the improvement in profitability has come through aggressive cost cutting, including a substantial reduction in control procedures over inventory.

During the last year a new competitor has entered Cat Food’s markets and has offered substantial price reductions in order to grab market share.  Kitty has responded to the competitor’s actions by matching the price cuts in the hope of maintaining market share – particularly on the premium products.  Kitty is very concerned because she cannot see any other areas where costs can be reduced so that the division’s growth and profitability can be maintained.  If profitability is not maintained, her salary and bonus will be reduced.

Kitty has decided that one way to make the division more profitable is to manipulate inventory because it represents a large amount of the division’s balance sheet.  She also knows that controls over inventory are weak.  She views this inventory manipulation as a short-run solution to the profit decline due to the competitor’s price-cutting.  Kitty is certain that once the competitor stops cutting prices or goes bankrupt, the misstatements in inventory can be corrected with little impact on the bottom line.

Required:
a. Identify strengths and weaknesses of WoofMeow Company’s control environment and explain why each aspect represents either a strength or a weakness. (20 marks; 2.5 marks per factor)

	Strengths or Weaknesses

(1 mark each)
	Explanation

(1.5 marks each)

	Strength: Corporate intervention takes place when planned results are not obtained


	Divisions are held accountable for operating results.  This indicates WoofMeow has some management control methods in place.

	Weakness: The board and audit committee are not very active, and not financially literate. 


	An inactive board reduces the strength of the governance function. The lack of financial literacy limits their ability to provide strong financial oversight, and to detect errors. 

	Weakness: The company’s policy of hiring friends and family of employees when doing external recruitment.


	This policy potentially reduces the quality of recruits to WoofMeow, and may reduce the effectiveness of decision-making by employees.

	Weakness: The organization’s culture is driven by consensus, and discourages conflict amongst employees in decision-making. 


	The focus on consensus, and discouraging open dispute may reduce the quality of decision-making. It could also mean that control weaknesses or detected errors will not be reported up to management for resolution.


	Strengths or Weaknesses

(1 mark each)
	Explanation

(1.5 marks each)

	Weakness: No monitoring of employee compliance with the code of conduct. 


	Lack of monitoring reduces the likelihood of adherence to the code of conduct by employees. It also sends negative signals to employees of the importance of controls and compliance.

	Strength: Management takes a conservative approach to accounting policies. 


	This is a positive indicator of the potential reliability of the organization’s financial reporting. It also sends positive signals to employees about the organization’s ethical approach to financial reporting. 

	Weakness: Management highly compensated based upon the performance and results of the organization. 


	This provides increased incentive for management to manipulate results to illustrate a greater profit.

	Weakness: No internal audit function present.


	The lack of an internal audit function reduces the strength of the control environment. The lack of an independent check on the organization reduces the likelihood that senior management and the audit committee will detect control weaknesses or errors.

	Weakness: The company doesn’t distinguish between the means taken to increase profitability. 


	WoofMeow only intervenes with a division’s operations if budgeted results are not achieved. Combined with the compensation scheme, which focuses on profitability, and there is a clear signal to management that the bottom line is most important. There is no distinction between how they get to the budgeted results – ie: aggressive cost cutting versus actually expanding market share. This could lead management to make decisions contrary to the business’s long-term health, and may weaken the control environment as well.

	Weakness: The corporate culture seems to encourage a lack of communication. For example, French Kitty is relatively on her own to improve her division’s profitability, without the benefit of consulting with head office for business advice. 


	This culture sends a signal to division management that they have to produce results, or else. This also provides a clear incentive to manipulate results, and to take decisions which may weaken the control environment (such as eliminating controls) just to produce budgeted profit. 

	Weakness: WoofMeow has 5 independent divisions, which are all geographically dispersed. Overall control and monitoring by a central corporate head office is very weak. 


	A lack of central oversight may encourage the divisions to act independently of each other, and not in the best interests of the organization. Again, this weakens the overall control environment. 


b.
Provide recommendations to WoofMeow Company senior management to improve five of the control environment weaknesses noted above. In providing your recommendations, explain how each one would have prevented or dissuaded French Kitty from manipulating inventory. (5 marks; 1 mark each)

1. ____________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

2. ____________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

3. ____________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

4. ____________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

5. ____________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

Question 5: 


(5 marks)

In class we discussed several procedures that the financial statement auditor could perform to identify whether a prospective client’s legal or financial stability is questionable. 
Required: Identify any FIVE (5) of these procedures to assess a prospective client’s legal or financial stability. (5 MARKS)

Procedures that an auditor could undertake to identify whether a prospective client’s legal or financial stability is questionable include the following: 

• Inquiry of management. 

• Review credit agency reports. 

• Analyze previously issued audited/unaudited financial statements. 

• Inspect previous annual returns to regulatory bodies. 

• Review client website and press releases. 

• Inquiry of legal advisers. 

• Review analysts’ reports and commentary. 

• Perform background searches of relevant databases (such as SEDAR). 

• Review financial/general media articles.
