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F—A (16 2):
The following is a list of defalcations that have occurred within various organizations. You may

assume that the amounts involved are material. (4 points per defalcation)

( I)The purchasing agent of a company set up a fictitious vendor and periodically prepared
purchase orders to the fictitious vendor. The agent then created bogus receiving reports and
sent the receiving reports, vendor invoices, and purchase orders to accounts payable for
processing. The fraud amounted to $125,000 a year for a company with approximately
$12.000,000 in annual sales.

(2) A purchasing agent systematically paid higher-than-market prices for goods received from
an important vendor. Inftus, the purchasing agent teceived various perks from the vendor
and kickbacks that afionted to more than half of the purchasing agent's regular annual
salary.

(3) The branchimanager of a bank.mafiipulaféd-the dormant accounts (of inactive depositors)
and transferred amounts fiom those accounts. fo, a* fictitious account, from which he
eventually withdrew the cash. All of the accounts wete computerized. Monthly statements
were sent to the customers, but all'bank personnel werd instrueted to refer questions about
account balances directly to_the manager so he could show percopal interest in the
customers. He would then comrect the-aceounts.of any customers who domplained.

(4) The accountsireceivable bookkeeper opens the mail and makes thé cash deposit. Over a
period of tithg, Sh€ has diverted significant funds tg herself, &overing up the diversion
either by misstating the ‘accounts receivable total$ by impropetly footing the accounts,
recording fictitious discounts orzeturns for the'imount of money diverted, or writing off as
uncollectible the accounts of customers. whosé payments have been diverted.

Reguired:
For each defalcation, briefly indieare:

(A) How would the auditor have identified the risk that led to each of the above defalcations?

(B) What broad types of control procedures would have been effective in preventing or
detecting each of the above defalcations?

Please use the following format to organize your answers:

No. How to detect the fraud? Necessary Internal control procedures
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Audit situations (1) through (6) present various independent factual situations an auditor might
encounter in conducting an audit. Following these audit situations, List A represents the types of
opinions the auditor ordinarily would issue, and List B represents the report modifications (if any)
that would be necessary. For each situation, @ select one response from List A and one from List B,
and @ briefly explain your selections. Select, as the best answer for each item, the action the
auditor normally would take. Items from either list may be selected once, more than once, or not at

all (2 points per situation). In answering this question, please assume that:

+ The auditor is independent.

* The auditor previously expressed an ungualified opinion on the prior-year financial statements.
* Only single-year (not compagative)statements arepresented for the current year.

» The conditions for an Lli]qua!iﬁad opinion exist uniess,contradicted in the factual situations.

« The conditions stated inythg factual situations are material.

* No report modifitations are to be made except in response to hedactual situation.

(1) In auditing the Long-Term investments account, an auditor is\unable to obtain audited
financial statements for/an investee located ina foreign country. The auditor concludes
that sufficient competent evidential matter-regarding, this investment cannot be obtained
butis not significant'enough to disclaim'an‘opinion.

(2) Due td recurring operating-losses and working capital deficiencies, an auditor has
substaptial doubt about an entity's ability to'continuc as a going comcern for a reasonable
period ofitime. How®@ver, the financial statement disclosares eoneeming these matters are
adequate. _

(3) The principal auditor decides to refer to the work®! another auditor, who audited a wholly
owned subsidiary of the entity afdassued-art ungualified opinion.

(4) An entity chenges its depreciation method for production equipment from the straight-line
to a units-of-production method based on hours of utilization, fhe auditor concurs with the
change, althoughwit Tias“a“matenals€ficct on'the'compatability of the entity's financial
statements. :

(5) An entity is a defendant in a lawsuit alleging infringement of certain patent rights.
However, management cannot reasonably estimate the ultimate outcome of the litigation.
The auditor believes that there 1s a reasonable possibility of a significant material loss, but
the lawsuit 1s adequately disclosed in the notes to the financial statements.

(6) An entity discloses certain lease obligations in the notes to the financial statements. The
auditor believes that the failure to capitalize these leases is a departure from GAAP.

List A — Types of Opinions:
a. A qualified opinion

b. An unqualified opinion

c. An adverse opinion
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d. A disclaimer of opinion

e. Either a qualified opinion or an adverse opinion

f. Either a disclaimer of opinion or a qualified opinion

g. Either an adverse opinion or a disclaimer of opinion
List B— Report Modifications:

h. Describe the circumstances in an exp
without modifying the three standa

i. Describe the circumstances
without modifying the

n. Describe the';
paragraph.

0. Describe the ¢
paragraph.

Please use the following format to organize your answers:

lanatory paragraph preceding the opinion paragraph

q- Describe the circumstinges in the inuwotuc By, pa agraphs
paragraph, and modify the wording of thc scope ana opzmon paragraphs.

t. Issue the standard auditor's report without modification.

Vithout adding an explanatory

Audit List A List B
Situation | Type of Opinion Report Modification

Brief Explanation

1
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material mis
records, the book value of the ending accounts receivable is $4,500,000. Before executing the

=4 (20 7):

Suppose you were the auditor of Noklia Company. During prior years’ audits you used the ratio
estimation sampling to test Noklia’s accounts receivable. For the current year, however, you
decided to adopt the probability proportional to size (PPS) sampling to evaluate whether there are

statements in Noklia’s accounts receivable balance. Based on Noklia’s accounting

proceditre risk at 50%.

(5) You estimated the performance materiality of Noklia's:accounts receivable to be 6% of its
yearsend book value.

(6) Based on your know/gdge of the changes in Noklia’s credit policy, you expected that an
overstaternent of $125,000 in Noklia’s accounts receivablg 18 reésouablf;.

(7) You obtaiped'the foliowing PPS sampling table from AICPA’s Audit Sampling guide:

materially misstated, you set the audit risk at 4.5%.
(2) You concluded that there wagg# high likelihoo®ef misstatement, ignoring internal controls,
in accounts receivable. Theérefore, you assessed Noklia's inherent risk at 90%.
(3) After conducting the tegts of controls, you decided to set the control risk at 50%.
(4) Since you planficd to conduct some other substantive proceduges in addition to the PPS
sampling/in auditing Noklia’s accounts-regeivable, you assessed the other substantive

sampling plan, you made the following professional judgments and decisions:

(1) Since you would like to be more certain that the ending accounts receivable balance is not

Test of Detailed Risk 1% 5% 10% 15% 20% 25%

Error Expansion Factor 1.90 1.60 1.50 140 1.30 1,25

Reliability Kactor 461 3.00 231 1890 1.61 1.39

Incremental all owance for sampling error

(Ranked Overstatement Error)
1 1.03 0.75 0.58 0.48 0.39 0.31
2 Qe77 0.55 Q.44 0.34 0.28 0.23
3 0.64 0.46 0.36 0.30 0.24 0.18
4 0.56 0.40 0.31 0.25 0.21 0.17
3 0.50 0.36 0.28 0.23 0.18 0.15
6 0.46 0.33 0.26 0.21 0.17 0.13
7 0.43 0.30 0.24 0.19 0.16 0.13
8 0.41 0.29 0.22 0.18 0.14 0.12
9 0.38 0.27 0.21 0.17 0.14 0.11

Required:

sample size in your sampling plan. (5 points)

(A) Compute the PPS sampling interval (rounded to the nearest dollar) and the maximum

(B) Suppose you have selected a random start of $7,800, identify the account items that would
be included in the sample from the first 10 book values listed below: (3 points)
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Acco;zt- Tkt Book Values ACCO;I: e Book Values
1 $3,489 6 $41,500
2 $4.955 7 $9,600
3 $33,145 8 $11,950
4 $48.679 9 S55: 125
5 $66,800 10 $75,368

(C) Suppose, after sending positive confirmation to the selected customers, you discovered the

following misstatements in the sample;

Customers Book Value Audited Value
DeFond $94,150 $59,000
Ohlson $14,600 $5.840
Sloah $57,350 $40,145
I enfox 65450 $52,360

Based on fhe sampling results, what audit conelusion can you reach aboutthe fairness of
Noklia’s ending accounts rgceivable (rounded all dollar ampunts to the nearest dollar)? (8

points)
(D) Suppose, i addition to the four misstatements you found in (C) above, you also found the

following tweynisstatements in your sample:

Customers Book Value Audited Value
Penman $39,580 $55412
Larcker $R89:560 $110,350

Based on the sampling results you found in (C) and (D), what statistical con¢lusion can you reach
about Noklia’s ending accoinis receivable balance” (4 points)

FoM (12 9):

Pembrook Company had poor internal control over its cash transactions. The following are facts

about its cash position on November 30, 2012:

(1) The cash receipt and disbursement journals showed a debit balance of $18,901.62, which
included undeposited cash receipts.

(2) A credit of $100 on the bank statement did not appear on the Company’s cash journals.

(3) The balance, according to the bank statement, was $15,550.

(4) Outstanding checks include: No. 62 for $116.25, No. 183 for $150, No. 284 for $253.25,
No. 8621 for $190.71, No. 8623 for $206.80, and No. 8632 for $145.28.

(5) The only deposit was in the amount of $3,794.41 on December 7, 2012.

The cashier handles all incoming cash and makes the bank deposits personally. He also reconciles

the monthly bank statement. His November 30 bank reconciliation is as follows:

=
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Balance per book, November 30, 2012 $18,901.62
Add: Outstanding checks:
No. 8621 $190.71
No. 8623 206.80
No. 8632 45.28 442.79
' $19,344 .41
Less: Undeposited receipts 3.794.41
Balance per bank, November 30, 2012 $15,550.00
Deduct: Unrecorded credit 100.00
True cash, November 30, 2044 $15.450.00

Required:

iated some money and are concerned

(A)You suspect tha
' 794.41 may have been stolen.

jer and you start your
perform to discover

at specific au

FEM (125 .

Bass Pro Shop i ¢tail )  fishifng mting equipment. It prints an
: approximately six special sale
for $1.29 to boat packages for
Card, or VISA. Customers can

annual catalog €o
catalogs during
over $25,000. P
mail in their order ed)or may place an order by calling

the company’s toll-frec

o

The company has implemented an on-line order entry system by which computer operators take the
customer orders, check the availability of items for shipment, and confirm the invoice amounts with
the customers. Once an order is taken, the system generates a shipping and packing document,
places a hold on the inventory, and prepares an invoice (and recording of sales) when items are

shipped.
Required:

Identify the application control procedures you would recommend to control Bass Pro Shop’s
on-line order-taking process. For each control procedure you identify, please indicate the following
two audit implications if a deficiency in the control procedure is found: @ the potential types of
errors or irregularities that could occur because the control is not put in operation, and @ the audit
procedures the auditor might take to test the year-end account balances. Please use the following
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format to organize your answers:

No Application Control Potential Errors or Andit Proceduires
) Procedure Irregularities
1
EXA (69):
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A (22 4):

In 2012 Kida Company purchased more than $10 million worth of office equipment under its
'special’ ordering system, with individual orders ranging from $5,000 to $30,000. 'Special' orders
entail low-volume items that have been included in an authorized user's budget. Department heads
include in their annual budget requests the types of equipment and their estimated cost. The budget,
which limits the types and dollar amounts of office equipment a department head can requisition, is
approved at the beginning of the year by the board of directors. Department heads prepare purchase
requisition forms for equipment and forward them to the purchasing department. Kida's 'special’

ordering system functions as follows:

(A) Purchasing: Upon receiving a purchase requisition, one of five buyers verifies that the
person requesting the equipment is a department head. The buyer selects the appropriate vendor by
searching the various vendor catalogues on file. The buyer then phones the vendor, requests a price

e
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quotation and gives the vendor a verbal order. A pre-numbered purchase order is processed with the
original sent to the vendor, a copy to the department head, a copy to receiving, a copy to accounts
payable and a copy filed in the open requisition file. When the buyer is orally informed by the
receiving department that the item has been received, the buyer transfers the purchase order from
the unfilled file to the filled file. Once a month the buyer reviews the unfilled file and expedites
open orders.

(B) Receiving: The receiving department receives a copy of the purchase order. When
equipment is received, the receiving clerk stampssthe purchase order with the date received and, if
applicable, in red pen prints any differeficessbefweennthe (uantity shown on the purchase order and
the quantity received. The receiving clerk forwards the stamped purchase order and equipment to
the requisitioning department head and orally notifies the purchasing department.

(C) Accounts payable: Upon recetvingapirchasesgrder, the accounts payable clerk files it in
the open purchase order file. When avendor invoice is recéived, the invoice s matched with the
applicable purchase order, and a/payable is set up by debiting ‘the equipment account of the
department requesting the items. Unpaid inveices are filed by due'date, and at the due date a check
is prepared. The inveice and purchase order are filed by purchase order number in a paid invoice
file, and the checkiis'then forwarded to the treasurer for signature.

(D) Treasurer: Chegks received daily from the accounts payable department are sorted into
two groups: those over $10,000,.ard those $10,000 and less. Gheeks for $10,000 and less are
machine-signed. The ¢ashier keeps the Key,and signatuse™late to the check-signing machine and
records all use of the check-signing machinepAdl checksiover $10,000 are signed by the treasurer or
the controller. i

Required:

(1) Prepare a flowchart of Kida Company's purchasing and cash disbursements system. (10
points)
(2) Describe the internal control deficiencies relating to purchases of and payments for

'special' orders of Kida Company for its purchasing, receiving, accounts payable and

treasurer functions. (12 points)
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