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	INSTRUCTIONS
1.
Books and notes are not permitted.

2.
Calculators are permitted.

3.
Complete all questions.

4.
Write in pen.

5.
Answer all questions directly on the examination paper.

6.
Follow the suggested time frames for each question.




	Question
	Marks
	Suggested Time
	Grade

	1


	25
	25 minutes


	

	2


	10
	10 minutes
	

	3


	10
	10 minutes
	

	4


	20
	25 minutes
	

	5
	15
	20 minutes


	

	Total


	80
	90 minutes
	


NAME:  __________________________________________

STUDENT #:  _____________________________________

	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.       (25 marks – 25 minutes) Circle the letter corresponding to the best response.
1. The objective of the independent external audit of financial statements is:

A) To enable auditors to make suggestions about the form and content of financial statements or to prepre them in whole or in part. 
B) The expression of an opinion on the fairness in all material respects with which the statements present the financial position, results of operations, and cash flows.
C) To ensure the adoption of sound accounting policies and the establishment and maintenance of good internal control.

D) The expression of an opinion on the accuracy with which the financial statements present financial position, results of operations, and cash flows. 
2. 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 audit engagement. 
3. In the audit of financial statements by public accounting firms, the criteria used are:

A. generally accepted auditing standards.
B. generally accepted accounting principles.
C. regulations of the Canada Revenue Agency. 
D. regulations of the provincial securities commissions. 
4. Which of the following best describes the main reason that independent auditors report on a company's financial statements? 

A. Management fraud may exist within the company and it is likely that the independent auditors will detect it.
B. Managers who prepare the statements and the external users of those statements may have conflicting interests.
C. Misstated account balances may be corrected as the result of the independent audit work.
D. The accounting system from which the financial statements are derived may have a poorly designed system of internal control.
5. The audit objective specifying that “all recorded assets, liabilities, and transactions represent real assets, liabilities, revenues, and expenses” is related most closely to which assertion(s)?  

A. existence or occurrence. 
B. rights and obligations.
C. completeness.
D. presentation and disclosure.
6. 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.
7. 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.

8. 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.  
9. Which of the following is true about specialists? 

A. They are persons skilled in accounting and auditing.
B. They are not members of the audit team.
C. They have to be unrelated to the company or organization under audit.
D. They are relied on to verify all significant information they base their conclusions on.

10. In auditing accounting data, the concern is with: 

A. determining whether recorded information properly reflects the economic events that occurred during the accounting period.
B. determining if fraud has occurred.
C. determining if taxable income has been calculated correctly.
D. analyzing the financial information to be sure that it complies with government requirements.
11. 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. 
12. "The company has not made an allowance for bad debts for an account deemed uncollectible in the amount of $250,000 as of the year ended December 31, 2001..." is an example of a: 

A. GAAP change requiring a qualified opinion.
B. scope limitation.
C. departure from GAAP.
D. report with a denial of opinion.
13. Green, CPA, was engaged to audit the financial statements of Essex Co. after its fiscal year had ended. The timing of Green's appointment as auditor and the start of field work made confirmation of accounts receivable by direct communication with the debtors impracticable. Green applied other procedures and was satisfied as to the reasonableness of the account balances. Green's auditor's report most likely contained a (an):

A. unqualified opinion.
B. unqualified opinion with an explanatory paragraph.
C. qualified opinion due to a scope limitation.
D. qualified opinion due to a departure from generally accepted auditing standards.
14. 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 the client as an expression of appreciation for the unqualified opinion.
B) The CA is suing the client for non-payment of fees. 
C) The fees from one audit client consist of 75% of a 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. 

15. You have just acquired a new client and have discussed various services that you will perform for he client including the annual audit and preparation of corporate tax returns. What documentation should you obtain from the client in order to reduce any misunderstandings over the type of services being performed? 

A) management letter.

B) auditor’s report.
C) legal letter.

D) engagement letter.
16. An auditor will issue an adverse opinion when:

A) a severe scope limitation has been imposed by the clients. 
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. 
17. Theoretically, when assessing the inherent risk related to an account balance, an auditor does not explicitly consider the:

A. Liquidity of the account.
B. Degree of management estimation involved in determining the proper account balance.
C. Related internal control policies and procedures.
D. Complexity of calculations involved.

18. A CA may be liable to any purchaser of securities of a company if the CA issued a clean opinion on materially misstated financial statements.  CAs usually will NOT be liable to the purchaser:

A) if the purchaser is guilty of contributory negligence.
B) if the CA can prove due care in the audit. 
C) unless the purchaser can prove privity with the CA.
D) unless the purchaser can prove scienter on the part of the CA.

19. The study of internal controls by the auditor is:

A) required by GAAP.
B) required by GAAS.
C) recommended by CICA.

D) required by rules of professional conduct. .

20. Generally accepted auditing standards – Handbook section Analysis – require that analytical procedures: 

A) should be applied in the planning and final review stages of the audit and as a substantive test during the audit. 
B) should be applied in the planning stage and can be applied as a substantive test.
C) should be applied in the planning and final review stages of the audit and can be used as a substantive test during the audit. 

D) should be applied in the final review stage and can be applied as a substantive test. 

21. 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.
22. One way to think of an accounting process is as a cycle. The idea of a cycle reflects: 

A. That transactions have to undergo a series of procedures before being recorded in the accounts.
B. That transactions are not complete until they are recorded.
C. That there is a set of accounts that record transaction information from the same business process.
D. That every business process results in the start of another process.
23. An auditor does not need to test:

A) control strengths because they are known to be strengths. 
B) control strengths because they offset weaknesses. 
C) control weaknesses because they are known to be weak.
D) control weaknesses because they are offset by strengths. 
24. Control tests should be applied to samples of transactions and control procedures: 

A. Which occurred during the interim audit so that they provide direct auditor's knowledge.
B. Selected by management as being representative of all transactions processed.
C. Throughout the period being audited.
D. Which occur primarily close to reporting period ends such as year end or quarter end.

25. One characteristic that distinguishes computer processing from manual processing is:

A) Documents are often only available in electronic form in computer based systems.
B) Personnel need more training for computer based systems.

C) Computer processing does not require control procedures.

D) Manual processing systems do not create data.

QUESTION 2. 
(10 marks- 10 minutes) 

You are the audit senior at the accounting firm Biggs and Brother.  The managing partner, Joe Biggs, just introduced you to a new trainee, Mary, who does not have any previous audit experience.  You have decided that the first thing you wish to do is to explain some key auditing standards to Mary before beginning any engagement work.  You decided to organize your conversation with the 3 main categories of the general accepted auditing standards:  general, examination and reporting.

Required:

A. Describe to Mary the GAAS general standard. (3 marks)


	The examination should be performed and the report prepared by a person or persons having adequate technical training and proficiency in auditing

	


B. Discuss how you will ensure you meet this standard on this engagement, especially since Mary has no previous audit experience. (7 marks)


· Adequate training:  Jane has the competence as she finished university.  Ensure that for every task I explain what is required.  Ask questions if she doesn’t understand.  Assume she has taken accounting courses.  Jane is not experienced so I should ensure I will have to watch the types of decisions Jane makes

· Due care:  competent and independent.  What auditors do and how well they do it.  Will assign Jane simply sections as the degree of difficulty should be in relation to the technical competence and experience.  Ensure proper plan and supervision, review work timely.  Ongoing supervision –keep asking questions

· Objectivity – need an objective state of mind.  Auditors expected to be unbiased and impartial.  Maintain independence (in fact and appearance) (extra point if describe what in fact and appearance are)

· Emphasize the importance of integrity , objectivity and professional skepticism

· The exercise of due audit care requires a critical review at every level of audit supervision of the work done and the decisions made by auditors Lacking the requisite skills and lacking independent decisions, the due care expected of an auditor at operational, supervisor, and review levels cannot be delivered.
NOTE:  if you just wrote out examination and reporting standard you would have received 2 marks.

QUESTION 3. 
(10 marks – 10 minutes)

A. Identify three general categories of misstatements and give an example of each. (6 marks)
Any three of the following:
i. Invalid transactions are recorded. An example would be if fictitious sales to non-existent customers are recorded.
ii. Valid transactions are omitted from the accounts. For example, if shipments to customers are not recorded.
iii. Unauthorized transactions are executed and recorded. An example would be if a credit is not approved for a customer order but the goods are shipped and invoiced anyway.
iv. Transaction amounts are not recorded accurately. An item is recorded as sold but the quantity shipped is entered incorrectly on the invoice.
v. Transaction amounts recorded in the wrong account. For example, direct labour is recorded as a salary expense rather than as a cost of production.
vi. Accounting is not in accordance with GAAP. For example, inventory is not written down to the lower of cost or market.
vii. Transactions are recorded in the wrong period. For example, products shipped after year end are recorded as a sale during the year.


B. What does an auditor do if he/she finds any of these misstatements (4 marks)

· Whenever the auditor obtains evidence of a nontrivial misstatement, and of weaknesses in internal control that could allow a material misstatement to occur, he or she should inform the appropriate level of management. 
· All significant misstatements and all misstatements that appear to be intentional and fraud-related that are found during the audit must be communicated to the Audit Committee or Board of Directors 

· Depending on the significance issue a qualified auditor’s report

QUESTION 4 
(20 marks – 25 minutes)

Phelps & Co, CAs completed the audit of Swimmers, Inc. on March 1, 2008 for a December 31, 2007 fiscal year end. Generally there were no problems except for determining the valuation of inventory as Swimmers Inc should have written down a significant amount of inventory due to obsolescence, and they did not.  Phelps & Co have audited Swimmers Inc. for the past 2 years and have experienced no problems with the audit. The audit partner, Michael, determined that a qualified audit report was appropriate to address the problems in auditing the valuation of inventory.  The audit report, drafted by Suzanne, a staff assistant, is provided below:

AUDITOR’S REPORT

To the management of Swimmers Inc
We have audited the balance sheet of Swimmers, Inc. as of December 31, 2007 and the related statements of operations and retained earnings for the year then ended. My responsibility is to express an opinion on these financial statements based on my audit. We believe that a qualified audit report with a scope limitation due to departure from GAAP is appropriate.

We conducted our audit in accordance with the standards in the CICA (Canadian Institute of Chartered Accountants') Handbook. Those standards require that we plan and perform an audit to obtain absolute assurance whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes obtaining knowledge of business and using this to assess risks, the accounting principles used, and significant estimates made by management, as well as evaluating the overall financial statement presentation. 

Note 2 describes the accounting policy for valuation of inventory.  The majority of inventory has not been used for 4 years and should have been adjusted to reflect the obsolescence nature of the inventory.  If management had taken an allowance to reflect the obsolescence, write off expense would have been increased by $1 million and the balance of inventory on the balance sheet would have been reduced by the same amount respectively.  

In our opinion, except for the effects of the failure to record obsolescence as described in the preceding paragraph, these financial statements correctly show the financial position of Swimmers, Inc. at December 31, 2007 and the results of its operations for the years then ended.  
Phelps & Co, CA
Chartered Accountants

December 31, 2007

Required:

Identify the deficiencies and errors in the draft report. Do not rewrite the report, but be specific as to what is wrong or missing. Organize your answer in the following table format.  
	DEFICIENCY/ OMISSION 

(1 mark each)
	EXPLANATION 

(1.5 marks each)

	Addressee is incorrect:  
	should be addressed to the client – usually shareholders

	Introductory Paragraph: The statement of cash flow is not included
	Each financial statement audited should be referenced in the introductory paragraph.

	Introductory Paragraph: The paragraph does not include a statement describing the responsibility of management
	The responsibilities of company management, and the auditors, must both be referenced in the introductory paragraph.

	Introductory paragraph:  Does not include the reservation required.  
	This would be included in a separate paragraph and referenced in the opinion para

	Scope Paragraph: The first sentence should indicate that “the audit was conducted in accordance with generally accepted auditing standards.” 
	GAAS should be referenced in the scope paragraph. The specific standards should not be spelled out.

	Scope Paragraph: The second sentence should not include the term "absolute." The term that should be used is "reasonable."
	Audit reports cannot give absolute assurance, as testing is performed on a test basis. Since all transactions are not examined by the auditor, absolute assurance is misleading.

	Scope Paragraph: The paragraph should not refer to " obtaining knowledge of business and using this to assess risks."
	An assessment of obtaining knowledge of business and using this to assess risks should not be referenced in the scope paragraph.  A user might think that all risks were addressed and auditors audit the key risks so this reference is misleading. 

	Opinion Paragraph: The term "correctly" does not belong. It should be replaced by the phrase "present fairly, in all material respects."
	“Correctly” can be misleading to users of the statements, implying total accuracy of the financial statements. Audit reports cannot give absolute assurance, as testing is performed on a test basis. Instead, the opinion should refer to fair presentation, and the concept of materiality. 

	Opinion Paragraph: The sentence include “and its cash flows” and the sentence should finish with the phrase "in accordance with generally accepted accounting principles."
	All financial statements need to be referenced in the opinion paragraph. The examination standard, GAAP, also must be referenced.

	Date of December 31 is not appropriate as substantial completion is March 1, 2008
	Date of auditor’s report should be March 1, 2008

	There is no place listed on the auditor’s report
	Need a place


QUESTION 5:
(15 marks, 20 minutes)
Diamonds of the North (the Company) opened for business in 2001. It is a diamond drilling operation located in Northwest Territories. There are approximately 400 unionized production employees in total, working three eight-hour round the clock shifts. There are 50 non-production, non-unionized employees covering all other aspects of the Company’s business, including the Executive of the Company. Because of the booming northern economy, the Company has experienced a lot of staff turnover in the non-unionized employee group. The Company has a June 30, 2008 year-end and will require an audit as the Company’s shares are traded on the Toronto Stock Exchange. The shares are widely held and no one shareholder owns more than 10% of the Company. 

The Company has forecasted the following with respect to its upcoming year end financial position (June 30, 2009). Total assets will be $500 million, total revenue will be $450 million, total expenses will be $200 million and the income before taxes will be $250 million. Capital assets amount to $350 million of the total assets. The current liability side of the balance sheet is expected to present total liabilities at June 2009 of $75 million.  The Company has long term debt approximating $350 million, with a variable interest rate. The Company manages non-production costs very tightly. Of the total expenses of $200 million above, 75% of these expenses relate to costs of goods mined directly and not to non-production costs. Management is quite proud of the gross profit margin this will give the Company.

Based on the results to date, there are no reasons to believe that the financial forecasts above are not good indicators of likely results. Investors in these types of ventures are interested in the profit generated, the assets available for use and dividends that get declared.  Debt holders are primarily concerned with the company’s ability to repay the debt outstanding.  The Company’s long-term ability to operate will be dependent upon its ability to control its cost of production and therefore have a healthy gross profit.

This is the first year that your firm has audited Diamonds of the North and you are the audit senior.  Your firm of Winfrey & Degeneres Chartered Accountants in Edmonton, Alberta has done all the due diligence work to ensure the firm should accept this audit engagement. To date, most of the audit entities of the firm have been in the retail and telecommunication sectors. You are really excited because it could offer possible employment opportunities with a  really high salary.

You have just had a meeting with the managing partner, Ellen Winfrey, who informed you that you have been selected to lead the audit of Diamonds of the  North from planning to reporting and you will be required to resolve many of the issues for discussion with Ellen Winfrey.  This assignment is seen as a big step up the ladder in your firm and demonstrates the firm’s confidence in you. 

Required:

A. Outline to the partner, Ellen Winfrey, five things you will do in order to meet examination standard (ii) - obtain an understanding of the entity and its environment (5 marks)


Page 170 of textbook – basically anything reasonable that would demonstrate specific things that you would do to gain knowledge 


B. You will be required to draft a planning memorandum to assist the partner, Ellen Winfrey, in deciding upon key aspects of the audit.  (total (i) to (iv) = 10 marks)


i Describe what specific factors would the audit risk level you would recommend for this engagement (2 marks)
· The more risky the client, the more users that rely on the F/S – the lower the planned audit risk as you would need more evidence.

· Increased exposure to liabilities would result in lower planned audit risk 

· Other factors per class discussion:  client size, ownership, management competence, 1st time audit.


ii Describe what factors would affect your inherent risk assessment for this engagement.  Your response should link to specific financial statement component (3 marks)



· Higher IR – more evidence needed
· Classes and transaction more susceptible such as complex calculation compared to simple calculations, accounting estimates
· Other factors nature of business, management estimates, management biases, prior year audit experiences, non-routine transactions.

iii Name one auditing procedure that must be performed and why (3 marks)



· Basically any audit procedure.

· Remember that an audit procedure is being able to relate the evidence produced to one or more specific objectives tailored to specific assertions.


· Iv. Discuss whether or not you would recommend the use of a specialist, and the reason why?. (2 marks)

Basically any reasonable response

