Assignment 1 – Spring 2009

Question 1 DDD Motor Sales Inc. is privately owned. It wants to expand its business and has approached its bank for a loan. DDD wants the funds to purchase additional inventory and will be able to provide excellent security to the bank. The bank has agreed that since DDD can provide good security for the loan, an external audit will not be required. The bank manager had insisted that DDD hire a firm of professional accountants to examine DDD’s financial records and provide some level of assurance.

Required

 What type of engagement is required? 
Question 2 

As a partner in an auditing firm, you are reviewing the evidence obtained during the field work phase of an audit. The auditor obtained sufficient appropriate evidence showing that the bad debts were understated by $200,000. The bad debt relates to a sale made 2 years ago. When the client would not adjust the amount, the auditor decided to recommend a qualified audit opinion. This was the only material misstatement found. Gross accounts receivable were $4,000,000 (audited balance) at year end.

Required

 a. Is this a GAAP departure or a scope limitation?

 b. Identify 4 factors, in general, in addition to materiality that an auditor should consider in making the decision to recommend a qualified opinion. 

 c. Explain why the auditor would recommend a qualified opinion rather than an adverse or denial of opinion in this case. Include the factors in part (b) of your answer in your explanation.

Question 3 

Wang and Partners has finished its external audit of Basia Mining Company. Basia has been in operation for only 2 years and trades in minerals. The auditors have one area of concern. Correspondence in the client’s files indicates that the client is contingently liable for $1,000,000 for an environmental problem that occurred in a mine at one of its foreign joint venture operations with another company.

Required

For each of the following independent situations, briefly explain whether a GAAP departure or scope limitation exists, and which audit opinion(s) would be appropriate in the circumstances.

Note – only indicate one type of audit opinion for each of part a) and part b)

a. Assume that Basia did not record any contingent liability and that the auditors were unable to validate the liability, although they suspect one exists. The foreign company advised that it could not provide documentation due to pending litigation and confidentiality. The amount is highly material. 
 b. Assume that Basia did accrue a contingent liability in the amount of $500,000, but based on

Documentation obtained from third parties, the auditors believe the amount accrued is too low. The client is unwilling to make an adjustment to the financial statements. The amount of the understatement is highly material. 
Question 4 

Jane is an auditor with an accounting practice in a small town. She obtained her accounting designation 25 years ago and is now thinking of retiring in the next 5 years. In order to make her practice more valuable to a prospective purchaser, she has decided to branch out into auditing. Jane doesn’t want to take refresher courses just to do a few audits, so she decided to restrict her audit practice to companies owned by friends. Her first audit is Steve’s Repair Inc., owned by her brother. Steve owns all of the shares of the company, and the audited financial statements will only be used by creditors who have already lent money to the company. Steve agreed to the audit to help Jane to establish her auditing practice. Jane agreed to hire Steve’s daughter to help review the inventory. Jane and Steve agreed that her fee would be $8,000 whether or not problems were encountered, but with a bonus if an unqualified report could be issued.

Required

In terms of GAAS, four violations and the corresponding threat to independence in the above scenario. 

Question 5 

The purpose of substantive testing is to verify the assertions made by management in the financial statements. Consider the following unrelated audit tests, which an auditor performed for the audit of the financial statements of a client with a fiscal year end of December 31, 2008. 

For each of the four audit procedures listed below, identify the primary management assertion being tested, name the specific audit procedure being used, and state the quality of the audit evidence obtained (high, moderate, or low), explaining why the evidence is the quality level you specify. Organize your answer with these headings:

Management Assertion
Audit Procedure
Quality of Evidence

Management assertion -5300.21 

Audit procedure Inspection, Inspection, Observation, Enquiry, Confirmation, Recalculation, Reperformance, Analytical Procedures (1 mark), 

Quality of audit evidence (high, moderate or low with adequate explanation 

a. 

Sent positive confirmation requests to a sample of customers with unpaid balances at December 31, 2008.

b. 

Performed test counts of goods on hand during the company’s normal physical inventory taking on December 31, 2008.

c. 

Requested statements as of November 30, 2008 from a large sample of vendors with whom the client did business during 2008.

d. 

Recalculated amortization of copyrights, patents, and other intangibles as at December 31, 2008.
