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BUSI 3007A: Midterm II

Friday November 9th 8:35am – 10:05am (90 minutes)

Garth Sheriff


Student First Name: _________________       Student Last Name: ______________________



  Student ID:	       __________________



Instructions:

1. Circle multiple choice answers on provided Scantron card. Multiple choice are worth one mark each.

2. Write all answers for Sections II and III (the non-multiple choice questions) in the provided space on the exam.  Appropriate space has been provided to answer the question.  Point form is acceptable.  State any assumptions as necessary. 

3. Follow the suggested time frames for each question

4. Calculators are permitted

5. Please write your first name and last name again on Page 4 of the exam.

6. The exam is 12 pages long.  Pages 11 and 12 of the exam are blank and can be used for planning (and can be detached from the rest of the exam).

	Section
	Total Marks
	Suggested Time
	Grade

	Section I:  Multiple Choice
	10
	15 minutes
	

	Section II: Case I


	15
	 30 minutes
	

	Section III: Case II
	20
	45 minutes
	

	Total
	45
	90 minutes
	





Section I:  Multiple Choice (10 Marks, 15 Minutes)

1. In the Happiness Express case, based on management’s biases and the audit risk, which of the following accounts and assertions should the auditors have performed more tests on and increased their professional skepticism? 

A) Accounts receivable/completeness
B) Accounts receivable/existence
C) Sales/completeness
D) Bonus accrual/valuation
E) Cash/completeness


2. Eyebook Inc. is a small private company that operates laser eye clinics in the Ottawa area.   The company has been operating for the past 2 years with negative operating cash flows.  The company does not have any bonus plans or debt covenants.    Based on the above facts, which of the following represents the highest risk?

A) Expense/existence
B) Sales/existence
C) Accounts receivable/existence
D) Inventory/existence
E) Cash/existence


3. The auditors of Community Inc. have documented the design and effectiveness of internal controls.  The auditors believe the company has strong internal controls over financial reporting, however they chose not to test controls.  Which of the following is the most correct based on the above; 

A) The control risk will be assessed as high
B) The control risk will be assessed as low
C) The inherent risk will be assessed as high
D) The inherent risk will be assessed as low
E) The detection risk will be assessed as high


4. Eyebook Inc. is a small public company that operates laser eye clinics in the Ottawa area.   The company has been operating for the past 3 years.  All of the laser eye technicians and optometrists working at Eyebook Inc. participate in a bonus plan that is based on GAAP net income.  Based on the information above, which of the following represents the highest risk?

A) Expense/existence
B) Sales/completeness
C) Accounts receivable/completeness
D) Sales/existence
E) Cash/completeness


5. If materiality is $100,000, then which of the following amounts would represent performance materiality?

A) $125,000
B) $75,000
C) A and B
D) $150,000
E) None of the above


6. The auditor of Skyfall Inc. is testing accounts payable in which the highest risk is completeness. The most appropriate audit evidence approach for accounts payable is;

A) To vouch a sample of the accounts in the accounts payable subledger to purchase invoices.
B) To vouch and recalculate all of the accounts payable amounts.
C) To trace a sample of subsequent cash disbursements to the accounts payable subledger.
D) To inquire of management the variances between the current year and prior year accounts payable total.
E) None of the above

7. The most appropriate basis for materiality for the public company Apple Inc. is

A) Net income
B) Current assets
C) Research and development assets
D) Research and development expenses
E) Accounts receivable


8. A bank is requiring a newly started private company to provide audited financial statements as a prerequisite to obtaining a significant loan. Which of the following would provide the most appropriate basis for the determination of materiality of the newly started private company?
 
A) Current assets
B) Revenue
C) Capital assets
D) Retained earnings
E) Prepaid expenses


9. If you are agreeing an outstanding cheque to its proper inclusion in the bank reconciliation you are

A) Vouching
B) Tracing
C) Recalculating
D) Confirming
E) Inquiring


10.  The management of Raptors Inc., does not understand the need for internal controls within their organization.  The auditors of Raptors Inc., explain the relevance of the COSO framework to management, however they insist that internal controls is not a necessary focus for the organization.  Management’s attitude towards internal controls indicate a;

A) Detection risk
B) Control deficiency
C) Inherent risk
D) Activity level control risk
E) Entity control level risk


END of Multiple Choice


FIRST NAME: ___________________________
LAST NAME: ___________________________
Section II:  Case I (15 marks, 30 minutes)
Live Long LLC (LLL) is a registered not for profit organization (charity) funded by the Ontario provincial government and by contributions received from donations.  The charity was founded in 2010.
LLL is in operations:
· Supplying and fitting medical alert bands (called S-Ray Bands) to people in Ontario which send an electronic signal for emergency assistance.
· Regular maintenance of the S-Ray Bands (such as testing and replacing batteries) to ensure they are kept in good working condition; and,
· Running a 24 emergency alert centre to receive medical alerts from patients and take the appropriate action such as calling the local emergency services.
LLL obtains the bracelets from a U.S. supplier called Super Bands Inc, who ships them to a number of approved hospitals.   LLL accounts for 90% of Super Bands Inc. revenue.
The organization receives the majority of its funding from the Ontario government.  The government determines the amount of funding based on the number of the active users of the S-Ray Bands as well as the total audited expenditures of LLL.  The government also requires that the administrative expenses of LLL remain at a ratio of 0.4 of total government contributions.   The government defines administrative expenses as salaries of management, rent and accrued expenses.   If this is violated, the government will immediately stop providing funding to the organization.  The government requires an audit of LLL’s financial statements and also requires reports detailing the number of active bands in the market and invoices for bands purchased from Super Bands Inc.    
Management and Staff
The organization is managed by a CEO and controller.  LLL also has 10 rotating staff operating the emergency call alert centre.
The controller was instrumental in setting up this charity. His elderly mother lived on her own, had a stroke and nobody knew about it until she was found (barely alive) almost two days later. She never recovered and died about 6 months later in hospital.  He fought hard in the media for use of the bands as a basic necessity to be paid by health care. Eventually the government agreed to setting up the charity to administer an S-Ray band program.
Although he had little management experience prior to taking the post as director, he has been seen to have done a good job over the past 2 years.  Over the years, the organization has grown in size and a bonus plan has been installed for the current year to reward management for the growth of the organization.  The bonus is based on the number of active users of the S-Ray bracelet and cannot exceed $10,000 in any one fiscal year.
Governance
There are 8 people on the Board of directors including the CEO of the bracelet manufacturer, an Ontario government representative, a retired nurse, and some business people recommended by the Ministry of Health. There is no one who really understands finance but 2 members feel they can read a set of financial statements.   The Board approves the budget prepared by the director and then reviews and approves the quarterly results. Not many financial questions are ever asked. There is no audit committee at present but it is being considered after it was recommended by the external auditors last year.
LLL has a December 31, 2012 year end.  It is currently November 16 and your firm, Troy and Abed LLC, is currently planning for the audit of LLL.    You have been provided the October 31, 2012 nine month ended statements and comparatives by the controller of LLL.
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a)  Analyze and describe the business risk and fraud risk for LLL. Use your understanding of the business and preliminary analytics to support your answer.  (7 marks)

· Incentives – to completeness of Management salaries, rent and accrued expenses to meet 0.4 government mandated ratio.  . Also, overstatement of other expenses (besides those involved in the admin ratio) to obtain continued government funding. (1 mark)
· Opportunity – Board of Directors does not seem competent – lack of oversight. (1 mark)
· Rationalization – organization is a not for profit providing assistance through S-Bands.  Any incentives or bias helps the organization which help those in need (1 mark)
Fraud Risk – high

· 90% of Super Bands revenue from LLL – so what? – related party transaction risks – consolidation (1 mark)
· Inactive BOD – so what? – entity level control risk or financial statement risk (1 mark)
PAR
· (Management salaries + Rent + Accrued Expenses)/government contributions

= $202,600/520,000  = .3896  - so close to 0.4 admin expense to government  (2 marks)







b) Determine a performance materiality for the audit of LLL.  Clearly explain your basis for materiality. (4 marks)


· Primary user of the financial statements – government (1 mark)

· Government most interested in expenditures of the LLL for purposes of providing contributions.  Appropriate base for materiality (1 mark)

· $202,600 (Management salaries, rent and accrued expenses) * 5% = $10,200 (1 mark)

· Performance materiality – as we do not know prior period misstatements and there is an inactive board will use 70%  of overall materiality  = 70%*$10,130 = $7,100 (1 mark)









c) Identify one account level risk and fill out the chart below (as was shown in class on November 2nd).  Provide full explanations for any assertions identified as high in the row marked “Explain”. Also integrate any insight from part (a) and (b) in supporting your high risk accounts/assertions in the “Explain” row. (4 marks)

Account 
	Accounts

	Assertions


	
	Existence

	Completeness

	Ownership

	Valuation

	Presentation


	
	IR
	CR
	IR
	CR
	IR       
	CR
	IR      
	CR
	IR         
	CR

	Management Salaries
	L
	H
	H
	H
	L
	H
	L
	H
	L
	H

	Explain:

· In line with management incentives in part (a) to meet ratio of  Management expenses, rent and accrued expenses of 0.4 of government contributions – risk of completeness of management salaries.  

· This would also have the effect of increasing net income which may be a component of management bonus.  

·  Management salaries would also have accrual amounts which would be subject to incentives.  The amount has a high magnitude (approximately 20 times performance materiality) and a high likelihood as a fraud/significant risk given that is the biggest component of the 0.4 ratio.  

· The amount did increase from the prior year $11,400 however given little BOD and high fraud risk, there is a likelihood that management is incurring more salaries than is being recorded












Section II:  Case II (20 marks, 45 minutes)
Lukas Films is a private film production company that has been in operations for 25 years.    The company is wholly owned by the founder of the company George Lukas.  The company has been very successful primarily as a result of their science fiction film franchise, Space Wars which chronicles the adventures of Luke Groundrunner and Han Couples as they defend the galaxy against the evil Empire and villain Garth Vader.    The film franchise (6 films to date) and licensing agreements has grossed nearly a billion dollars worldwide.    

It is now November 16, 2012 and the major public company film studio Disknee Corporation has decided to purchase Lukas films.   Disknee Corp. and Lukas have signed a tentative purchase agreement which details the purchase price for Lukas film.   The purchase agreement states that Disknee will pay 10 times net income before taxes for Lukas Films based on the October 31, 2012 audited financial statements (specifically the income statement).  Lukas Films has an October 31 year end.

You are the auditor of Lukas Films for the year ended October 31, 2012.  You have made the following notes regarding the current year audit;

· Test of controls for cash disbursements and cash receipts were performed during the year and no exceptions were noted in the testing.

· Revenue is recognized on a per contract basis.   For major bulk purchasers of the Space Wars DVDs (such as Walmart), Lukas Films uses a bill and hold policy.

· The film industry is currently experiencing its worst year in the last 30 years according to the film industry magazine Entertainment Weekly.

· Film inventory is capitalized based on the same criteria as for long lived assets. Film inventory includes film stock and cameras of films that are still in production. Lukas Films has two films currently in production; Howard the Dog and Ohio Jones. 

· On June 12, 2012, Lukas films changed their accounting system from Simply Accounting to Peoplesoft.

· Disknee will pay about half the purchase price in cash and issue about 40 million shares at closing.

· The controller of Lukas films resigned from the company on September 30, 2012.

· Earlier this year, George Lukas had told the fan magazine Empire: "I'm moving away from the company, I'm moving away from all my businesses, I'm finishing all my obligations and I'm going to retire to my garage with my saw and hammer and build hobby movies”.

· An independent business valuation company, last week, estimated the value of Lukas Films to be $960,000,000 based on their own valuation model using discounted cash flow.  The amount is 1.5 times the book value of the company which approximates other business valuators who has placed the company’s value at no higher than 1.45 times book value.  The reason for the relatively low book to market ratio is a result of the poor future economic outlook for the DVD medium and film industry in general.

· A $50,000,000 lawsuit was filed against Lukas Films on October 15, 2012 by Bob Kane who is claiming copyright infringement of the character Howard the Dog which Lukas Films is currently filming.

· The accounting framework for the preparation of the financial statements are the International Financial Reporting Standards (IFRS)
The unaudited October 31, 2012 balance sheet and income statement (with comparatives) are below.
[image: ]
Required

(a) Describe any significant risk(s), fraud risk(s), financial statement level risk(s) and/or general level assertion level risk(s) that are inherently high based on your understanding of the business and management’s incentives.     Support your analysis both qualitatively and quantitatively.  (15 marks)

· Business has been sold using income statement net income before taxes as basis for purchase price – so what? – incentive to overstate assets/revenue and understate liabilities/expenses to maximize purchase price – fraud risk high - 2 marks

· Nature of business – film industry – so what? – Significant estimates including film inventory.  Also accounting policies – uses a bill and hold policy which increases the risk of overstatement of revenue. We will need to gather audit evidence to determine if IFRS criteria to recognize Bill and Hold sales has been met – so both revenue recognition and film inventory – high inherent risk – 2 marks

· Economy/Industry – film industry on downturn  – so what? – would expect to see lower revenues than prior 9 month period (please see PAR below) -  1 mark

· Change in accounting systems – financial statement risk – 1 mark

· Controller of Lukas films resigned – why – also creates financial statement risk if there is no replacement of control for the yearend financial reporting process – 1 mark

Before conduction PAR – will establish materiality and performance materiality.  Given that the main users of the F/S will be Disknee and they are most interested in Net Income before tax – this will be base for materiality – use 5% of NIBT = $6,250,000.  Will choose performance materiality of 70% of this amount = $4,375,000 – 2 marks

· PAR

· Industry downturn, however total revenue has increased by $50,000,000 – consistent with management incentives to overstate revenue to maximize purchase price.  Bill and Hold contract by control revenue policy for DVDs – also well above performance materiality – significant risk of the existence of revenue– 3 mark

· Also Film Inventory (which contains significant judgment regarding the capitalization of film expenditures) has increased by $10,000,000 which is consistent with management incentives to defer expenses to maximize net income and purchase price of Lukas films.  The size of the account in comparison to performance materiality and management judgment – significant risk of existence and valuation of film inventory – 3 marks

· Purchase price of the Lukas films based on October 31 year F/S = $125,000,000*10 = $1,250,000,000 (1.250 Billion) – 2 marks 

· However based on independent valuation information value of Lukas films was $960,000,000 and no more than 1.45 times book value or equity.   This information further directs us to the risk of overstatement of assets/revenue and understatement of liabilities/expenses. With Film Inventory and the revenue recognition given the account policies and significant judgment inherent in these accounts (3 marks)

· Potential material contingent liability of $50,000,000 resulting from lawsuit.  Lukas films has incentive not to accrued this amount to the income statement.  Does not appear to be on interim financial statements – will need to assess whether this amount should be accrued, disclosed or if the likelihood of the lawsuit is remote – 1 mark

















(b) For one of the risks identified in part (a), provide specific audit evidence procedures you would use to obtain sufficient appropriate evidence.  Note: Be specific and provide detail.  (5 marks)

· For Revenue of DVDs sales will use a combination of substance analytics and vouching. 

·  The assertion that is the highest risk is existence.   

· Create an expectation of DVD sales using the prior year (audited F/S as a base and then adjusting for independent industry information for the DVD sales industry to arrive at an expectation of DVD sales. Then compare to management’s numbers to determine if there is any differences between auditor’s expectations and actual.

· Also will sample, using the DVD sales subledger, DVD sales during the year and vouch the sales to the sales invoice and shipping documents to determine if sales was correctly recorded

· As DVD sales using bill and hold accounting will also chose a sample to determine if IAS 18 bill and hold criteria have been met and Lukas films has correctly recorded the sale.
























END of EXAM
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Live Long LLC

Nine month period ended October 31, 2012

Balance Sheet

2012 2011

Cash 14,500 $           12,000 $        

Prepaid expenses 2,000 1,500

Computer equipment (net of accumulated depreciation) 15,500 17,500

Total Assets 32,000 $           31,000 $        

Payables 28,000 23,500

Long term debt 9,600 10,500

Deficit (5,600) (3,000)

32,000 31,000

Income Statement

Nine month period ended October 31, 2012

Revenue

Government contributions 520,000 $         485,000 $      

Fund raising 14,000 18,000

Other 10,000 $           10,000 $        

544,000 $         513,000 $      

Expenses

Management Salaries 144,600            135,000         

Nurses and 24 hr response team 275,000            265,000         

Rent (office and response centre) 40,000              40,000           

IT Support 65,000              55,000           

Board of Directors 4,000                4,000             

Accrued expenses  18,000 15,000           

546,600            514,000         

Deficit (2,600) $           (1,000) $         
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Lukas Films

October 31, 2012

Balance Sheet

(in thousands)

2012 2011

Cash 15,000 $           12,000 $        

Investments 10,000 8,000

Film Inventory 55,000 45,000

Film and Special Effects Equipment (net of accumulated depreciation) 75,000 50,000

Intangible Assets (Trademark and Patents) 475,000 425,000

Total Assets 630,000 $         540,000 $      

Accounts payable and accrued liabilities 20,000 $           20,000 $        

Long term debt 10,000 10,000

Common stock (privately held shares) 10,000 10,000

Retained Earnings 600,000 500,000

640,000 540,000

Income Statement

 October 31, 2012

Revenue

Film Revenue  200,000 $         180,000 $      

Space Wars DVD 750,000 730,000

SpaceWars Licensing  500,000 490,000

1,450,000 $      1,400,000 $   

Operating Expenses

General and administrative  875,000            855,000         

Selling expenses 450,000            455,000         

Total Operating Expenses 1,325,000 1,310,000      

Net income before interest and taxes 125,000 $         90,000 $        

Interest expense 

(5) (5)

Interest income

5 5

Net income before taxes 

125,000 $             90,000 $            

Income tax expense

(25,000)                 (18,000)              

Net income

100,000 $             72,000 $            
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