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SOLUTION KEY


	ADM 3349 A &  B
	AUDITING THEORY

	October 17, 2018

Professor:  B. Church



	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
	30 minutes

	

	2
	10
	15 minutes

	

	3

	25
	30 minutes
	

	4

	10
	10 minutes
	

	5

	10
	10 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 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 - 30 minutes)


A. In the first class, Professor Church showed a picture of a rope as an analogy for the relationship between the auditor, the audit client, and audit client stakeholders (such as shareholders). Explain this analogy. (3 marks)

	
· Students should cite the conflict of interest that exists between management of the audit client, and their financial reporting objectives, and the interests of stakeholders.
· The auditor enables stakeholders to hold management of the audit client accountable for their performance, by providing independent assurance/ an opinion on the client’s financial statements to the stakeholders.
· Students could also cite the three party accountability triangle in explaining this. 










B. According to the GAAS standards and CAS200, what is the overall objective of the financial statement audit? (2 marks)

	
The overall objective of the audit is to enable the auditor to express an opinion on whether the financial statements are prepared, in all material respects, with an applicable (acceptable) financial reporting framework. 

OR

The purpose of an audit is to enhance the degree of confidence of intended users in the financial statements. This is achieved by the expression of an opinion by the auditor on whether the financial statements are prepared, in all material respects, in accordance with an applicable financial reporting framework.”




C. In class we discussed several aids for the auditor in maintaining independence. List any three of these aids? (3 marks)

	Students can list any 3 of the following:
· legal liability
· criminal charges
· rules of professional conduct
· GAAS
· Public accounting firm quality control standards
· Canadian Public Accountability Board
· Audit committee
· Approval of auditors by shareholders






D. Discuss THREE different types of misstatements that the auditor must consider when evaluating materiality? (3 marks)

	
· Factual Misstatements (actual misstmt discovered);
· Judgemental Misstatements (those based on judgemental factors)
· Projected
· Students may also cite:
· Likely Aggregate Misstatement (projection of actual misstmt in sample to the population);
· Further Possible Misstatement (results from imprecision in sampling);












E. Professor Church’s grandfather was the CEO of which accounting firm? (2 marks)

	
Pricewaterhouse Coopers











F. Identify the FIVE elements of internal control as identified by the COSO standards.       (3 marks)

	· Control Environment
· Management’s risk assessment process
· The information system
· Control activities
· Monitoring of controls







G. Distinguish between the audit client and the auditor’s focus with respect to internal controls. (2 marks)

	
· Mgmt wants reasonable assurance that organizational goals and objectives will be met. Controls should be cost beneficial
· The auditor is strictly focused on controls impacting external financial reporting. 











H. Distinguish between statistical and non-statistical sampling. State which is preferred from an auditing perspective. (5 marks)

	· Statistical sampling: allows the quantification of sampling risk in planning the sample and evaluating results.
· Nonstatistical: auditor does not quantify sampling risk. Conclusions about population are more judgmental.
· Both are equally acceptable, as long as they are applied with due care.















QUESTION 2 (10 marks - 15 minutes)

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 auditor was appointed on January 25, 2019 for the 2018 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.


b.	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. 

c. As a result of communicating with the client’s lawyer, the auditor has become aware of a pending product liability lawsuit against the client.  The client claims the suit has no foundation and has not disclosed it in their financial statements.

d. The client has material inventories held at fifty different geographical locations.  Because the audit fees will increase, the client has decided that the auditors are not to count inventories nor conduct alternative procedures for year end inventory balances.  

e. During the year end audit, you read in the newspaper that a major customer of your client has declared bankruptcy.  You notice that there is no allowance established on the amount receivable.  You discuss this with the comptroller who informs you that it is not possible to take an allowance because the net income figure has already been used to calculate bonuses.



























	
Situation
	
GAAP or Scope Problem
(1/ mark)
	
Type of Problem

(1/ mark)
	
Appropriate 
Reservation
(1 mark)

	

	a


	
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.

	
	
	b


	
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.

	
c

	

GAAP



	
The client should disclose the product liability lawsuit in the notes to its financial statements, with an indication of the likelihood of a loss resulting from the suit, and the probable amount of loss (if estimable). 
	
Depends. Qualification due to GAAP departure (if probability of loss to client is likely). OR No reservation (if it is argued that there is a very low probability of loss)

	
d
	SCOPE

	The client is restricting the auditor from audit and gathering evidence regarding existence of inventory.  Restriction is within client’s control
	Qualification re:  scope and opinion
Denial if material & persuasive

	
e
	
GAAP
	Allowance needs to be booked as the receivable is likely  not collectible

	
Qualification due to GAAP departure.





[bookmark: _GoBack]QUESTION 3 (25 marks - 30 minutes)

	#
	Answer
	
	#
	Answer
	
	#
	Answer

	1
	d

	
	11
	d
	
	21
	b

	2
	b

	
	12
	C
	
	22
	d

	3
	b

	
	13
	D
	
	23
	c

	4
	a

	
	14
	D
	
	24
	c

	5
	a

	
	15
	d
	
	25
	c

	6
	d

	
	16
	a
	

	7
	a

	
	17
	d
	

	8
	
b
	
	18
	B
	

	9
	b

	
	19
	A
	

	10
	c

	
	20
	D
	



MULTIPLE CHOICE QUESTIONS 

MC 1	The generally accepted auditing standard that requires “Adequate technical training and proficiency” is normally interpreted as requiring the auditor to have
a. formal education in auditing and accounting.
b. adequate practical experience for the work being performed.
c. continuing professional education.
d. all of the above.
MC 2 	After the preliminary judgment about materiality has been established, auditors may
a. not adjust it.
b. adjust it downward only.
c. adjust it upward only.
d. adjust it either downward or upward.
MC 3	A measure of how willing the auditor is to accept that the financial statements may be materially misstated after the audit is completed and an unqualified opinion has been issued is the
a. inherent risk.
b. acceptable audit risk.
c. statistical risk.
d. financial risk.
MC 4	Which of the following parties is responsible for establishing an entity’s internal controls?
a. Management.
b. Auditors.
c. Management and auditors.
d. Committee of Sponsoring Organizations.


MC 5	Internal controls can never be considered as absolutely effective because
a.      their effectiveness is limited by the competency and dependability of the company’s personnel.
b.  controls always have inherent weaknesses that can be exploited.
c.   controls are designed to prevent and detect only material misstatements.
d.           none of the above.
MC 6 An auditor’s attempt to gain an understanding of the accounting system is typically accomplished and documented by
a. a narrative description of the system.
b. a flowchart.
c. a questionnaire.
d. using any of the above.
MC 7 One cause of nonsampling risk is
a. ineffective use of audit procedures.
b. testing less than the entire population.
c. use of extensive tests of controls.
d. any of the above.
MC 8 After testing a client's internal control activities, an auditor discovers a number of significant deficiencies in the operation of a client's internal controls. Under these circumstances the auditor most likely would
a. Issue a disclaimer of opinion about the internal controls as part of the auditor's report. 
b. Increase the assessment of control risk and increase the extent of substantive tests.
c. Issue a qualified opinion of this finding as part of the auditor's report.
d. Withdraw from the audit because the internal controls are ineffective.

MC 9 	Which of the following best explains practical materiality? 
A. Materiality can be calculated precisely based on percentages applicable to each industry.
B. Materiality has both qualitative and quantitative aspects.
C. Materiality is calculated after risk is assessed.
D. Materiality should be carried forward from year to year to ensure consistency.
 
MC 10. Because of the risk of material misstatement, an audit of financial statements in accordance with generally accepted auditing standards should be planned and performed with an attitude of 
A. Objective judgment.
B. Independent integrity.
C. Professional skepticism.
D. Impartial conservatism.
MC 11 An auditor's engagement letter most likely would include a statement that:
a. Lists potential significant deficiencies discovered during the prior year's audit.
b. Explains the analytical procedures that the auditor expects to apply.
c. Describes the auditor's responsibility to evaluate going concern issues.
d. Limits the auditor's responsibility to detect errors and fraud.

MC 12. 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. denial of opinion.
 MC 13. The owner of Tech Innovation has asked your audit firm to attend a meeting with the bank
to obtain a loan. Which of the following threats to independence would the auditor’s
attendance at the meeting be most associated with?
a) Self-interest
b) Intimidation
c) Familiarity
d) Advocacy.
 
MC 14. An auditor most likely would issue a denial of opinion because of 
A. inadequate disclosure of material information.
B. the omission of the statement of cash flows.
C. a material departure from generally accepted accounting principles.
D. management's refusal to furnish written representations.

MC 15 Which of the following factors most likely would cause a CPA to decline to accept a new audit engagement?
a. The CPA does not understand the entity's operations and industry.
b. Management acknowledges that the entity has had recurring operating losses.
c. The CPA is unable to review the predecessor auditor's working papers.
d. Management is unwilling to permit inquiry of its legal counsel.

MC 16 Under which of the following circumstances would an auditor's expression of an unqualified opinion be inappropriate?
a. The auditor is unable to obtain the audited financial statements of a significant subsidiary.
b. The financial statements are prepared on the entity's income tax basis.
c. There are significant deficiencies in the design and operation of the entity's internal control.
d. Analytical procedures indicate that many year-end account balances are not comparable with the prior year's balances.

MC 17 Which of the following statements is correct concerning materiality in a financial statement audit?
a. Analytical procedures performed during an audit's review stage usually decrease materiality levels.
b. If the materiality amount used in evaluating audit findings increases from the amount used in
planning, the auditor should apply additional substantive tests.
c. The auditor's materiality judgments generally involve quantitative, but not qualitative, considerations.
d. Materiality levels are generally considered in terms of the smallest aggregate level of misstatement that could be considered material to any one of the financial statements.

MC 18. A CA may be liable to any purchaser of a security if the CA issued a clean opinion on materially misstated financial statements. CA usually will not be liable to the purchaser 
A. If the purchaser is guilty of contributory negligence.
B. If the CA can proved 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.
 
MC 19. While conducting an audit, Larson Associates CAs failed to detect a material misstatement in its client's financial statements. Larson's unqualified opinion was included with the financial statements in a registration statement and prospectus for a public offering of securities made by the client. Larson knew that its opinion and the financial statements would be used for this purpose. In a suit by a purchaser against Larson for common law negligence, Larson's best defence would be that the: 
A. Audit was conducted in accordance with generally accepted auditing standards.
B. Client was aware of the misstatements.
C. Purchaser was not in privity of contract with Larson.
D. Identity of the purchaser was not known to Larson at the time of the audit.
 
MC 20. You have just acquired a new client and have discussed various services that you will perform for the 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.

MC 21 An audit supervisor reviewed the work performed by the staff to determine if the audit was adequately performed. The supervisor accomplished this by primarily reviewing which of the following?
a. Checklists.
b. Working papers.
c. Analytical procedures.
d. Financial statements.

MC 22 The ultimate purpose of assessing control risk is to contribute to the auditor's evaluation of the risk that:
a. Specific internal control activities are not operating as designed.
b. The collective effect of the control environment may not achieve the control objectives.
c. Tests of controls may fail to identify activities relevant to assertions.
d. Material misstatements may exist in the financial statements.


MC 23 What is the most likely course of action that an auditor would take after determining that performing substantive tests on inventory will take less time than performing tests of controls?
a. Assess control risk at a low level.
b. Perform both tests of controls and substantive tests on inventory.
c. Perform only substantive tests on inventory.
d. Perform only tests of controls on inventory.



MC 24 Which of the following statements is correct regarding the auditor's consideration of the possibility of illegal acts by clients?
a. The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance that no illegal acts have been committed by clients.
b. The auditor's training, experience, and understanding of the client should be used to provide a basis for the determination as to whether illegal acts have occurred.
c. If specific information concerning an illegal act comes to the auditor's attention, the auditor should apply audit procedures specifically directed to ascertaining whether an illegal act has occurred.
d. If an illegal act has occurred, the auditor should express a qualified opinion or an adverse opinion on the financial statements taken as a whole.

MC 25 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. Which of the following is the best course of action that the firm should follow?

a) Disclose the firm’s lack of independence to known users who are relying on the report.
b) Request that the staff member sell the investment in the mutual fund before continuing
with the audit.
c) Continue to accept the engagement, since there is no threat to independence.
d) Reject the engagement, since there is a threat to independence.


QUESTION 4 (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
	Sam is a public accountant preparing for the audit of his client, Ottawa Video Inc for the year end December 31, 2018. Today is Friday January 4, 2019, and the audit is due to commence Monday. Ottawa Video Inc. has had cash flow challenges this year, and has not yet paid their audit fee for the year ended December 31, 2017. That audit was conducted at the same time last year. Ottawa Video Inc’s CFO assures Sam payment will be forthcoming later January.  Sam plans to commence the audit on schedule Monday.
	YES – this is a violation. Sam should not be performing the audit for the year ended December 31, 2018 until the outstanding audit fees from the prior year have been paid. As these fees have been outstanding for a year, they are considered to be similar to a loan from the auditor to the client, which jeopardizes the auditor’s independence. 

	2
	The owner of Easy Printing Inc was so pleased with the service of his auditors this year, particularly given the extensive overtime they were required to work to meet her reporting deadlines. She gives the audit firm and each team member one year printing services free of charge.  

	MAYBE – whether this is a violation depends on the materiality of the gift of the free printing services. To get full marks, students need to identify the materiality of the gift as a factor. If students simply say “yes” or “no” with explanation, award only 3 marks. 

	3
	You are an auditor with Hartley LLP. During the year-end audit of Harringay Enterprises Ltd., the company president pulls you aside and offers you the role of CFO after the audit is completed, since he has been so impressed with your insights. The role will be a significant increase in pay, so you tell him you will take it. As agreed, you complete the audit of Harringay Enterprises Ltd, and decide not to tell the Engagement Partner at Hartley to not alarm her. 
	YES – a violation. Where one of the audit staff receives a job offer during the course of the audit, he/ she is required to inform the engagement partner, and remove him/ herself from the audit if they are considering taking the offer. By accepting  the offer and remaining on the audit, we have violated this rule of conduct. 






QUESTION 5 (5 marks - 5 minutes) 

The GAAS general standard requires that “The auditor should comply with relevant professional ethical requirements relating to audit engagements.” List THREE of the relevant professional ethical standards covered by the GAAS general standard, and provide a brief explanation of each.



	Students should identify and discuss the following:
1. Competence - Competence refers to adequate technical training and proficiency.
2. Objectivity and Independence - Auditors are expected to have an objective state of mind — that is, have the characteristics of intellectual honesty, unbiased and impartial.
This is achieved by maintaining independence.
Independence in fact is the mental attitude, or state of mind of the auditor.
Independence in appearance is covered by rules of professional conduct.

3. Due professional care. Due professional care requires observance of the rules of professional ethics and GAAS. The “prudent auditor” test. Competent and independent, exercise proper care in planning and supervising the audit, understanding the auditee’s control structure, and obtaining sufficient appropriate evidence






















END OF EXAM. GOOD LUCK!!
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