

16



[image: ]
Mid-Term Examination 


	ADM 3349 (Sections M and N)
	AUDITING THEORY

	February 13, 2018

Professors:  B. Church & A. Gatbach



	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
	15
	10 minutes

	

	3

	25
	25 minutes
	

	4

	25
	25 minutes
	

	5

	10
	5 minutes
	

	Total

	100
	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 headsets), 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)


A. What is professional skepticism? (2 marks)

	







B. Identify THREE threats to the independence of a professional accountant with examples.  (3 marks)

	








C. What is the difference between audit procedures and audit standards? (2 marks)

	








D. What is meant by materiality?  (2 marks)

	








E. What is the difference between auditing and accounting? (2 marks)

	










F. Discuss the THREE types of engagements and what levels of assurance each provides.       (3 marks)

	











G. Define control risk (2 marks)

	









H. Fill in the blanks. An auditor must serve the _______ _______ and remain ______.        Three words.  (3 marks)

	
1.
2.
3.



I. In each of the circumstances listed below, match the situation to the type of opinion that should be given and write the identifying letter in the space provided. (4 marks)

A. Unqualified
B. Qualified
C. Adverse
D. Disclaimer

____ 1. Departure from GAAP of lesser materiality
____ 2. Scope limitation of significant materiality
____ 3. No GAAP departure and no scope limitation
____ 4. Departure from GAAP of significant materiality
	
1. ___
2. ___
3. ___
                  4. ___





J. Do audits of financial statements directly address business risks? Risks that an entity will not be able to meet its financial obligations due to economic conditions or poor management decisions. Why or why not?  (2 marks)

	


























QUESTION 2 (15 marks - 10 minutes)

Each of the following situations involve possible violations of the rules of conduct and independence that apply to professional accountants. For each situation, state whether it violates the rules of conduct and independence, and explain why. (2.5 marks per scenario).

	REFERENCE
	SCENARIO
	DISCUSSION (5 marks each)

	1
	John is a public accountant, but not a partner, with three years of professional experience with Lyle and Lyle Public Accountants.  He owns 25% of stock in an audit client of the firm, but he does not take part in the audit of the client, and the amount of stock is not material in relation to his total wealth.
	

	2
	The owner of Tech Innovation has asked your audit firm (Tech Innovation’s financial statement auditor) to attend a meeting with the bank to obtain a loan.

	

	3
	You are an auditor with Becker LLP. At a recent planning meeting for the audit of Emerald Ltd., it was disclosed that a member of the audit team has investments in a large mutual fund managed by the audit client. The investment is small relative to the net assets of the fund.

	





QUESTION 3 (25 marks - 25 minutes)

	#
	Answer
	
	#
	Answer
	
	#
	Answer

	1
	

	
	11
	
	
	21
	

	2
	

	
	12
	
	
	22
	

	3
	

	
	13
	
	
	23
	

	4
	

	
	14
	
	
	24
	

	5
	

	
	15
	
	
	25
	

	6
	

	
	16
	
	

	7
	

	
	17
	
	

	8
	

	
	18
	
	

	9
	

	
	19
	
	

	10
	

	
	20
	
	



MULTIPLE CHOICE QUESTIONS 


MC 1 Bankers who are processing loan applications from companies seeking large loans will probably ask for financial statements audited by an independent PA because

a. financial statements are too complex for them to analyze themselves.
b. they are too far away from company headquarters to perform accounting and auditing themselves.
c. the consequences of making a bad loan are very undesirable.
d. they generally see a potential conflict of interest between company managers who want to get loans and their needs for reliable financial statements.

MC 2 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 whether Camden's financial statements are fairly presented in all material respects
d. give an opinion on the attractiveness of Camden for investment purposes and critique the wisdom and legality of its business decisions
MC 3 Several sources of GAAP consulted by an auditor are in conflict as to the application of an accounting principle. Which of the following should the auditor consider to be the most authoritative? 
a. CPA Canada Handbook.
b. CPA Canada Exposure Drafts.
c. Industry practice.
d. Federal legislation.

MC 4 PA Smith is the auditor of Ajax Corporation. Her audit independence will not be considered impaired if she
a. owns $1,000 worth of Ajax shares.
b. has a husband who owns $2,000 worth of Ajax shares.
c. has a sister who is the financial vice-president of Ajax.
d. owns $1,000 worth of the shares of Pericles Corporation, which is controlled by Ajax as a result of Ajax’s ownership of 40 percent of Pericles’s shares, and Pericles contributes 3 percent of the total assets and income in Ajax’s financial statements.

 MC 5 A group of investors sued Anderson, Olds & Watershed, PAs, for alleged damages suffered when the company they held common shares in went bankrupt. In order to avoid liability under the common law, AOW must prove which of the following?

a. The investors actually suffered a loss.
b.	The investors relied on the financial statements audited by AOW.
	c.	The investors’ loss was a direct result of their reliance on the audited financial statements.
	d.	The audit was conducted in accordance with generally accepted auditing standards and with due professional care.
 MC 6 When a Public accountant  knows that a tax client has skimmed cash receipts and not reported the income on his federal income tax return, but he signs the return as a PA who prepared the return, that PA has violated which rule of professional conduct?
a. Confidential Client Information
b. Integrity and Objectivity
c. Independence
d. Accounting Principles

MC 7 A PA finds that the client has not capitalized a material amount of leases in the financial statements. When considering the materiality of this departure from GAAP, the PA’s reporting options are
a. unqualified opinion or disclaimer of opinion.
b. unqualified opinion or qualified opinion.
c. EOM paragraph with unqualified opinion or an adverse opinion.
d. qualified opinion or adverse opinion.

MC 8 An “emphasis of a matter” paragraph inserted in an audit report causes the report to be characterized as
	a.	unqualified opinion report.
	b.	divided responsibility.
	c.	adverse opinion report.
	d.	denial of opinion.
MC 9 Which level of assurance requires a public accountant (PA) to gather the most evidence? 

         a.   Audit.
b. Review.
c. Examination.
d. Compilation.

MC 10 If financial statements contain a very material departure from GAAP such that the financial statements are virtually useless, the auditor can render a(an) ________. 
a. qualified "except for" opinion with reference to the departure
b. adverse opinion with scope limitation reference
c. adverse opinion with reference to the departure
d. disclaimer of opinion

MC 11 Green, CPA, was engaged to audit the financial statements of Essex Corporation 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(n) ________. 
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
MC 12 Understanding the client’s business environment is important to the auditor because

a. it helps distinguish interim audit work from year-end audit work

b. management’s draft financial statements contain assertions about the business environment

c. it helps the auditor to assess the risks that the financial statements contain misstatements

d. it eliminates the need for the auditor to understand the auditee’s internal controls

MC 13 Auditors are not responsible for accounting estimates with respect to

a. making the estimates
b. determining the reasonableness of estimates
c. determining that estimates are presented in conformity with GAAP
d. determining that estimates are adequately disclosed in the financial statements





MC 14	Auditors perform analytical procedures in the planning stage of an audit for the purpose of

a. deciding the matters to cover in an engagement letter
b. identifying unusual conditions that deserve more auditing effort
c. determining which of the financial statement balances are the most important for the auditee’s financial statements
d. determining the nature, timing, and extent of audit procedures for auditing the inventory

MC 15 When auditors determine financial statement materiality for a given audit engagement, they should primarily base their decisions on:

a. materiality level used by the company’s management for internal audits
b. users of the financial statements and their specific needs
c. the prior year’s materiality level
d. the risk level determined in the preliminary assessment
MC 16 An auditor should assess a client's business risks ________. 
a. early in the engagement, based on discussion with management
b. at the end of the engagement after all evidence has been assembled
c. as part of the year-end evidence gathering
d. only if the client requests the auditor to do so in the engagement letter
MC 17 If the XYZ company reports a $355,000 balance of accounts receivable, the existence assertion means

a. there are no accounts receivable by XYZ that have not been included in the balance
b. all the amounts making up the $355,000 balance will be collected in full, in cash
c. all the amounts included in the $355,000 balance represent valid sales on account that are still outstanding and due to the company
d. the receivables have not been sold to another company

MC 18 In the Audit Risk Model, Audit Risk (AR) refers to 

a.	an uncorrected misstatement that would probably affect users of the financial statements. 

b.	the probability that a material misstatement occurred in an assertion of a class of transactions, account balance or disclosure.

c.	the probability that management’s internal controls did not catch a misstatement once it has occurred

d.	the probability that audit procedures don’t catch a misstatement that has occurred and was not caught by the auditee’s internal control

e. the risk the auditor is willing to accept of giving a clean audit opinion on financial statements that are materially misstated




MC 19 Evelyn is the controller of Mylan Connections (MC), a Public Relations firm with 50 account managers.  Travel expenses for the consultants represent one of the largest expenses for MC. Evelyn does a thorough review of each expense report at the end of the month to ensure that all expenses are valid. The expense reports are then passed on to the VP Operations for his approval. When Evelyn is on vacation, the VP Operations simply approves the expense reports to ensure there are no delays in reimbursing the consultants. The situation above best describes what kind of risk?

a. Audit Risk
b. Inherent Risk
c. Control Risk
d. Detection Risk

MC 20 When performing the audit risk assessment, it was determined that the audit risk for GXP’s current year audit increased from moderate to high.   As a result, the auditor should

a. proceed with the audit in a similar manner to the prior year as this is a recurring engagement and he is familiar with the client.
b. refuse the mandate for the current year to avoid an audit risk that is too high.
c. adjust the audit work performed in the current year as compared to the prior year to reduce audit risk to an acceptable level.
d. accept the engagement only if GXP agrees to a review level engagement which would reduce the auditor’s liability.

MC 21 Management’s responsibilities for internal control over financial reporting include:

a. ensuring the fair presentation of the financial statements
b. assessing material misstatements in the financial statements due to errors and fraud
c. designing and implementing effective internal controls
d. ensuring the costs of control exceed the risks they eliminate

MC 22 Why does GAAS specifically require auditors to examine the adjusting entries made by management as part of the closing process at the end of the accounting period to prepare the financial statements?

a. These should have been included with the routine, systematic journal entries made by accounting personnel.
b. These entries can be used by management to implement fraudulent financial reporting.
c. These entries often used to cover up employees’ misappropriation of assets during the period.
d. These are non-routine, nonsystematic journal entries and always have the highest risk.
MC 23 An auditor has uncovered suspicious expense reimbursements paid to the chief executive officer of its audit client. What should the auditor do? 
a. Discuss the matter with the chief executive officer.
b. Report the matter in writing to the chief financial officer.
c. Report the matter in writing to the audit committee.
d. Report the matter in writing to the federal government.
MC 24 Jones, PA, is planning the audit of Rhonda’s Company. Rhonda verbally asserts to Jones that all the expenses for the year have been recorded in the accounts. Rhonda’s representation in this regard:

a. is sufficient evidence for Jones to conclude that the completeness assertion is supported for the expenses.

b. can enable Jones to minimize his work on the assessment of control risk for the completeness of expenses.

c. should be disregarded because it is not in writing.

d. is not considered a sufficient basis for Jones to conclude that all expenses have been recorded.

[bookmark: _GoBack]MC 25 Marc, a junior auditor, attended the inventory count of Mira’s Office Depot, a large retailer of office supplies and electronics.   Marc watched Mira’s employees doing the count and reported on whether or not the inventory count’s directives were followed. The above procedure is an example of:

a. Inspection
b. Observation
c. Reperformance
d. Analysis




























QUESTION 4 (25 marks - 25 minutes) 


Your firm has been engaged to do the current year’s audit of Dawood Ltd., a medium-sized business involved in manufacturing television screens and computer monitors. Dawood is privately owned, and its two shareholders have requested that the annual financial statements be audited for the first time this year. One of the shareholders manages the business; the other is not involved. You are now reviewing Dawood’s preliminary general ledger trial balance, shown below, to begin the audit planning.

	ACCOUNT
	BALANCE DR/(CR)

	Cash
	                        10,009 

	Accounts receivable
	                      167,090 

	   Allowance for bad debts
	                      (25,000) 

	Inventory, finished goods
	                      200,550 

	Inventory, work-in-process
	                        94,601 

	Inventory, purchased components
	                      199,800 

	Inventory, parts
	                        34,400 

	Property, plant, and equipment (PPE)
	                   9,700,100 

	   Accumulated amortization, PPE
	                 (3,607,597) 

	Accounts payable
	                    (222,400) 

	Warranty provision
	                      (87,000) 

	Bank loan, long term
	                 (1,000,000) 

	Share capital, common shares
	                 (1,500,000) 

	Retained earnings
	                 (1,738,442) 

	Revenue
	                 (9,005,800) 

	Cost of goods sold
	                   4,696,600 

	General and administration expenses
	                   1,902,500 

	Other expenses
	                      180,589 





Required:
a. When planning this audit, explain why it is important for Dawood’s auditor to understand its business, its environment, and its risks. (5 marks)
b. Determine an appropriate materiality level for preliminary audit planning purposes. Explain your reasons for selecting this materiality level. (4 marks)
c. List two analytical procedures you could perform using the trial balance data above. Explain what each procedure can tell you about the risks in Dawood’s financial statements and what further investigation the analytical results may suggest. (6 marks)
d. Identify two accounts that you feel would have the highest risk of material misstatement and two that you think would have the lowest. Explain the reasons for your risk assessments. (10 marks)






	































































































































QUESTION 5 (10 marks, 5 minutes)

Required: For each of the below questions determine if the statement is TRUE or FALSE.  Write your response in the RESPONSE column next to each question. (2 marks per scenario)

	Question
	Response

	1. Reliance on self-regulation of the accounting profession has changed as a result of its perceived failure to detect the problems leading to the corporate scandals of 2002/2003.
	

	2. If a public accountant (PA) performs the bookkeeping and makes accounting decisions for a company and the management does not know enough about the financial statements to take primary responsibility for them, the PA cannot be considered independent for assurance services. 
	

	3. Once public accountants (PAs) retire from a firm, they are no longer required to maintain independence from former clients. 
	

	4. When the auditor is not independent, a GAAP departure qualification is required.
	

	5. A scope limitation imposed by a client would result in an adverse opinion. 
	

	6. When there is a change in auditors, the Rules of Professional Conduct do not permit the predecessor auditor to give information to the successor auditor without explicit approval by the client. 
	

	7. Analytical procedures are required at both the beginning and the end of an audit. 
	

	8. Control risk is the probability that audit procedures will fail to detect material misstatements in the financial statements. 
	

	9. Substantive procedures give direct evidence about the financial amounts reported in the financial statements.
	

	10.  The auditor's control risk assessment will affect the procedures to be included in the audit
	












END OF EXAM. GOOD LUCK!!
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