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18. Which of the following is least likely to impair a CPA firm's independence with respect to a nonpublic audit
client in the San Diego office of a national CPA firm?
(A) A partner in the San Diego office owns an immaterial amount of stock in the client.
(B) A partner in the Houston office owns 8% of the client's stock.
(C) A partner in the San Diego office, who does not work on the audit, previously served as controller for the
audit client.
(D) A partner in the New York office is also the vice president of finance for the audit client.

19. Management has centralized purchasing and uses a model based upon previous year's sales with adjustments
for trends in the market place (e.g., the trend to more casual shoes). A staff auditor has suggested that the
centralized purchasing may be one ofthe reasons for the lower level of profitability in the Mid-Central Region.
Which of the following would be the best single audit procedure to address the staff auditor's assertion?

(A) Take a sample of receiving documents at stores and trace to purchase orders to determine the length of
time between the purchase and delivery of the goods.

(B) Interview store managers in the Mid-Central Region to determine their attitude toward centralized
purchasing.

(C) Perform an inventory count at selected stores in the Mid-Central Region and determine if adjustments are
needed to the perpetual records.

(D) Perform a product-line analysis of sales and purchases in the Mid-Central Region and compare with other
regions.
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0. A predecessor auditor will ordinarily initiate communication with the successor auditor:
Prior to the Subsequent to the
Successor's Acceptance Successor's Acceptance of
of the Engagement the Engagement
L Yes Yes
IL. Yes No
11I. No Yes
Iv. No No
(A)Option L.
(B) Option 1I.
(C) Option III.
(D)Option IV.

21.When a client uses a service organization to process certain transactions (e.g., its employee benefit plan), the
auditor is least likely to obtain an understanding relating to these transactions by

(A) Contacting the service organization to obtain specifie information.

(B) Sending a confirmation request to the service organization.

(C) Visiting the service organization and performing procedures.

(D) Obtaining and reading a Type 1 or Type 2 report from the service organization.

22.Which of the following statements is most likely to be true?
(A) The auditors are least likely to "audit around the computer” when processing is primarily online and
updating is real-time
(B) The best method of achieving internal control over advanced IT systems is through the use of batch controls
instead of controls written into the computer system.

(C) In auditors® consideration of a client's IT controls, they may encounter application controls such as the
operations manual, control over program changes, and hash total controls.

(D) Tagging and tracing transactions are a testing technique that auditors use to minimize the possibility of
contaminating a client’s financial data.

23.The 6,000 accounts receivable of Dolphin Company have a total book value of $120,000. Robert Stone, CPA,
has selected and audited a sample of 200 accounts with a total book value of $4,200. Using the difference
estimation technique, Stone has properly estimated a projected misstatement of an overstatement of $12,000
for the entire population. The audited value of Stone's sample is:

(A) $3,400
(B) $3,600
(C) $3,800
(D) $4,600
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24. Shortly after year-end, Stacy Corporation was informed of the bankruptcy of Quincy. Stacy Corporation
showed a receivable of $20,000 (a material amount) due from Quincy as of year-end—none of which seems
recoverable. The receivable had been questionable for some time as Quincy had been experiencing financial
difficulties for the past several years. Yet, Quincy's bankruptcy did not occur until after Stacy Corporation's
year-end. Under these circumstances:

The event requires financial The auditor's report should

The financial statements statement disclosure, butno  be modified for a lack of

should be adjusted adjustment consistency
L Yes No No
IL. Yes No Yes
IIL. No Yes Yes
V. No Yes No

(A) Option L
(B) Option II.
(C) Option III.
(D) Option IV.

25. Accepting an engagement to examine an entity's financial projections most likely would be appropriate if the
projections were to be distributed to:

(A) All employees who work for the entity.

(B) A bank with which the entity is negotiating for a loan.

(C) Potential stockholders who request a prospectus or a registration statement.
(D) All stockholders of record as of the report date:

B0

Bolinger, Segars, Gilbert & Moss (BSGM) LLP, a CPA firm in Lubbock, Texas, has completed the audit of the
financial statements of Apache Corporation as of, and for, the year ended December 31, 20X2. Findings related
to the financial statements and the audit include:

a. Apache has been in existence for a number of years and been audited for the past five years by BSGM.
Apache should present only current-year financial statements as the audit report will only be on the current
year. Other than that, there are no reporting implications.

b. Bolinger was unable to perform normal accounts receivable confirmation procedures, but alternate
procedures were used to satisfy Bolinger as to the validity of the receivables. Since the alternate procedures
performed provide sufficient appropriate audit evidence, the auditor issues an unmodified opinion and refers
to the omission of the normal procedures in the report.

c. Apache Corporation is the defendant in litigation, the outcome of which is highly uncertain. If the case is
settled in favor of the plaintiff, Apache will be required to pay a substantial amount of cash that might require
the sale of certain assets. The litigation and the possible effects have been properly disclosed in Note 8. If
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the auditors choose to issue an unmodified opinion, they cannot include discussion of this matter in the audit
report.

d. During 20X2 Apache changed its method of accounting for long-term construction contracts and properly
reflected the effect of the change, which is discussed in Note 12. Bolinger is satisfied with Apache’s
justification for making the change and thus issues an unmodified opinion with an other-matter paragraph
included to indicate the change in method.

e. Apache issued debentures on January 31, 20X2, in the amount of $20 million. The funds obtained from the
issuance were used to finance the purchase of properties. The debenture agreement restricts the payment of
future cash dividends to earnings after December 31, 20X2. Apache declined to disclose these data in the
notes to the financial statements. Bolinger may issue an unmodified, a qualified, or a disclaimer opinion.

f. Bolinger gathered sufficient appropriate audit evidence as of February 15, 20X3, and planned a report release
date of February 21, 20X3, which is designated as the audit report date.
Required:

Consider each fact given above independently and determine (1) whether the statement is correct or not; if
not, (2) provide a correction to any inaccurate information (be specific with your answers).

(1) Correct or Incorrect (2) Correction

ae

el o

o

=5

F=8:3%)
Hikari Trading Co., a client of your CAP firm, has requested your advice on the following issue. It has three
clerical employees who must perform the following functions:

Maintain accounts receivable ledger.

Handle and deposit cash receipts.

Maintain general ledger.

Maintain cash disbursements journal and prepare checks for signature.

Reconcile the bank account.

Maintain accounts payable ledger.

Issue credit memos on sales returns and allowances.

cHEY0W R

Required:
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To achieve the highest degree of internal control, the company requests your advice on assigning the above
functions to the three employees (X, Y, and Z), assuming that they are all capable of performing these tasks.
With the exceptions of the normal jobs of the bank reconciliation and the issuance of credits on returns and
allowances, all functions require an equal amount of time. It may be assumed that these employees will
perform no other accounting functions than the ones listed and that any accounting functions not listed will
be performed by persons other than these three employees.

Tasks you recommend to assign (i.e., capital letters)
Employee X
Employee Y
Employee Z
FwE: (G
During your audit of Carlo Smith Inc., you obtained the following bank transfer schedule.
Bank Accounts Date Disbursed Date Deposited
Check? ™ From To Amount =5 ks | Bank | Books | Bank
4378 Wells Fargo HSBC 30,000 12/28 1/3 12/31 12/31
6004 Capital Wells Fargo 55,000 1/3 1o 12/30 12/31
7227 Revolut Wells Fargo 67,000 12/30 1/1 172 1/2
3520 HSBC Revolut 32,000 1/1 1/2 12/31 1/2
4381 Wells Fargo Revolut 20,000 12/31 1/5 12/31 1/3
Required:

For each transfer, indicate the most likely situation as (1) it relates fo cash at year-end (i.e., properly stated,
understated, or overstated), (2) whether and how it results in a bank reconciling item(s) and at which bank,
and (3) whether it requires a book adjustment and at which account.
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Assume
The client prepared the bank reconciliation on 12/2/X5.

The bank reconciliation is mathematically accurate.

The auditor received a cutoffbank statement dated 10/7/X5 directly from the bank on 10/11/X5.

The 9/30/X5 deposit in transit—outstanding checks #1281, #1285, #1289, and #1292—and the correction
of the error regarding check #1282 appeared on the cutoff bank statement.

The auditor assessed control risk concerning the financial statement assertions related to cash at the
maximum.

F % # 8 B3t e 4 wEmER  EReEM2A 38(R) FuH
Check # 1) thar-end total (2) Bank Reconciling (3) Book Adjustment?
cash is Item?
properly stated, Outstanding check/ Yes or No (if yes, at
Example understated, or Deposit in Transit at which bank account
overstated which bank per books)
4378 '
6004
7227
3520
4381
$n8:(A59)

Ttems a through frepresent the items that an auditor ordinarily would find on a client-prepared bank reconciliation.
The accompanying List of Auditing Procedures represent substantive auditing procedures. For each item, select
one or more procedures, as indicated, that the auditor most likely would perform to gather evidence in support of
that item. The procedures on the list may be selected once, more than once, or not at all.

List of Auditing Procedures
A. Trace to cash receipts journal. H. Inspect supporting documents for reconciiing
B. Trace to cash disbursements journal. jtem not appearing on cutoff statement.
C. Compare to 9/30/X5 general ledger. 1. Trace items on the bank reconciliation to cutoff
D. Confirm directly with bank. statement.
E. Inspect bank credit memo. J. Trace items on the cutoff statement to bank
F. Inspect bank debit memo. reconciliation.
G. Ascertain reason for unusual delay.
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GENERAL COMPANY
Bank Reconciliation
4st National Bank of US Bank Account
September 30, 20X5

a. Select 2 procedures  —  Balance perbank $ 28,375
b. Select 5 procedures —  Deposits in transit
9/29/X5 $4,500
9/30/X5 1625 6,025
' 34,400
c. Select 5 procedures - Qutstanding checks
#988 8/31X5 2,200
#1281 9/26/X5 675
#1285 92745 850
#1289 9/29/X5 2,500
#1292 9/30/X5 7,225 {13,450}
20,950
d. Select t procedure —  Customer note collected by bank (3,000}
e. Select 2 procedures —  Error; Check #1282; writien on 9/26/X5
for $270 was erroneously charged by bank as
%$720: bank was notified on 10/2/X5 450
f. Select 1 procedure —  Balance per books $ 18,400

FAA(18%)

The firm of Buy and Best, CPAs, is engaged to conduct the audit of Radio Hut, 2 retailer of electronic and other
high-technology products. Because of technological advances in Radio Hut's inventory products, an important
risk that it faces is that prices charged by suppliers reflect current industry prices (which tend to fluctuate relatively
significantly, particularly as new technologies are introduced and as older technologies are discontinued). The
nature of Radio Hut's inventories is such that a small number of suppliers exist and each supplier has a similar

pricing structure. This pricing structure is reflected inan eleetronic industry pricing guide, which is updated on a
daily basis.

You are a staff accountant with Buy and Best and have been asked to identify a potential audit approach to address
this risk. In the past, your firm has decided to place relatively limited reliance on internal control policies related
to Radio Hut's purchasing function and has instead conducted relatively extensive substantive procedures related
to its inventories. However, the new partner on the Radio Hut engagement has successfully reduced substantive
procedures for the other clients in the retail industry by performing more extensive tests of controls. Because of
previous experience in the industry as well as having used this audit approach successfully for other clients, the
new partner asks you to evaluate the possibility of using more extensive tests of controls in the audit of Radio
Hut.
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The following controls are relevant to Radio Hut's processing of vendor invoices:

These controls have been in place for a number of years, and Radio Hut has experienced relatively little turnover
in its purchasing and related functions. You did not observe any remediation or major changes with respect to
these controls or to Radio Hut's control environment during the past year.

You reviewed the prior audit documentation, which was prepared by another staff accountant who has since left
the firm. Based on your review, you prepared the following notes:

e The control policy tested by the staff accountant is the employee verification of the reasonableness of prices

o Using an expected population exception rate of 1 percent, a tolerable exception rate of 1 percent, and a risk

Similar to most retailers in the industry, Radio Hut has a highly automated inventory monitoring and
control system. Based on anticipated product life, current sales, and existing inventory levels, Radio Hut
generates an automatic purchase order when inventory levels reach predetermined thresholds.

Once a purchase order has been generated, the store manager reviews it prior to transmitting it to the
appropriate vendor. This review ensures that the vendor is from an approved list and that the proposed
purchase is consistent with the store's objectives and near-term plans (for example, not purchasing a large
number of laptop computers just prior to amajor prometion for tablets).

Upon receipt of the items, warehouse personnel prepare "blind" copies of a receiving report, noting the
quantity of each item received.

Purchasing personnel verify the vendors' invoices by (1) comparing the invoice to a purchase order by
referencing the purchase order number on the vendor inveice, (2) comparing quantities on the vendor
invoice to quantities from the receiving report prepared by warehouse personnel, (3) comparing prices on
the invoice for reasonableness through reference to industry pricing data, and (4) mathematically verifying
the accuracy of the invoice.

on the invoices by placing a checkmark or other notation adjacent to the price on the invoice.

of overreliance of 10 percent, the staff accountant selected a sample of 55 invoices.
Tests of controls revealed three misstatements; based on the sample size of 55 and a risk of overreliance of]
10 percent, the computed upper exception rate was 11.8 percent. Because this exceeded the tolerable
exception rate 1 percent, the other staff accountant reduced reliance on-the control policy and conductedy

more extensive substantive procedures.
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Required:

(1) Comment on the appropriateness of the work done in the prior audit with respect to testing this control policy.

(2) Assume that you have established a risk of overreliance of 5 percent, a tolerable exception rate of 6 percent,
and an expected population exception rate of 1 percent. Using AICPA sample size tables (see the last two
pages), determine the necessary sample size in the current audit. Is this sample size consistent with your

expectations compared to that examined in the prior year?
[Note: Requirements (3)-(5) are unrelated to (1)-(2).]
(3) Refer to the AICPA sample evaluation tables (see the last two pages). Assuming a sample size of 100

items, how many exceptions would be permissible for you to rely on this control policy using a 5 percent

risk of overreliance and a 6 percent tolerable exception rate?
(4) Repeat (3), assuming that you decided to reduce your reliance on internal control and establish a risk of

overreliance of 10 percent.
(5) What does a comparison of your results in (3) and (4) tell you about the effect of the risk of overreliance

on the computed upper exception rate?

i w | 7O HENRALE > A TS -
Tl = Rme AR -
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R L Determining Sample Size for Attributes Sampling*

,S»PEéCENT RISK OF OVERRELIANCE

natedPopulation : , Tolerable Exception Rate (in Percent)
v Rate ! ' .

- 0.00 149 99 74 59 49 4 36 3 29 19 14
0.25 236 157 17 93 78 66 58 St 46 30 2
0.50 313 157 17 93 78 66 58 51 46 30 22
0.75 386 208 17 93 78 66 58 51 46 30 22
1.00 257 156 93 78 66 58 5t 46 30 22
1.25 303 156 124 78 66 58 51 46 30 22
1.50 392 192 124 103 66 58 5! 46 30 2
175 227 153 103 88 77 51 46 30 22
2.00 294 181 127 88 77 68 46 30 22
225 390 208 127 88 77 68 61 30 22
250 234 150 109 77 68 6l 30 2
275 286 173 109 95 68 6l 30 22
3.00 361 195 129 95 84 6l 30 2
325 458 238 148 112 84 61 30
350 280 167 112 84 76 40 2
375 341 185 129 100 76 40 2
400 421 221 146 100 89 40 2
5.00 478 240 158 i16 40 30
6.00 266 179 50 30

68

0 PERCENT‘RISK’O\F OVERRELIANCE

Tolcrable Exception Rate (in Parcent)

‘ : 6 g B
0.00 114 76 57 45 38 ) 28 2% 2 (5 i
025 194 129 9% 7 64 55 48 2 38 25 18
050 194 129 % 77 64 55 8 2 38 25 18
075 265 129 9% 77 64 55 8 2 38 25 18
1.00 398 176 9 7 64 55 48 a2 8 25 18
125 2i 132 7 64 55 48 42 38 2 18
1.50 25 132 105 64 55 48 2 38 25 18
175 3% 166 105 88 55 8 2 38 2 8
200 198 132 88 7 48 4 38 25 18
225 262 132 88 7 65 ol 38 2 18
250 353 158 1o 75 65 58 38 25 18
275 471 209 132 94 65 58 52 2% 18
3.00 258 132 9% 65 58 52 25 18
325 306 153 3 82 58 52 25 18
3.50 : 400 194 13 82 7 52 25 I8
375 235 131 9% 73 52 25 18
400 274 149 98 73 €5 25 '8
5.00 318 160 15 78 34 18
6.00 349 182 16 4 2
7.00 285 199 5 2%

8.00 424 60 25
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 TABLE 159

5 PERCENT RISK OF OVERREL(AN‘CE

Actual Number of Exceptioné Found

Sampie Size , 2 3 o4 8 6 7

20 140 217 283 344 402 45.6 508 559 60.7 654 699
25 1.3 17.7 232 282 330 376 42.0 46.3 50.4 544 584
30 9.6 149 19.6 239 280 319 358 394 4.0 46.6 50.0
35 83 129 170 207 243 278 3L 344 375 40.6 437
40 13 14 15.0 183 215 246 215 304 333 360 388
45 6.5 102 i34 164 192 220 247 273 298 324 348
50 59 9.2 21 148 174 199 224 247 27.1 294 316
55 54 8.4 1Ll 13.5 159 182 205 226 248 269 289
60 49 77 102 125 147 168 188 208 228 248 267
65 46 1.1 9.4 IS5 13.6 15.5 175 193 21.2 230 247
70 42 6.6 88 108 12.7 145 16.3 18.0 19.7 214 23.1
5 40 62 8.2 (0.1 118 13.6 {5.2 16.9 18.5 20.1 216
80 37 58 7.7 9.5 1.l 12.7 143 159 174 189 203
%0 33 5.2 6.9 84 99 14 128 142 155 16.9 182
100 30 47 6.2 76 9.0 103 115 128 140 152 164
125 24 38 50 6.1 72 83 9.3 103 113 123 132
150 20 32 42 5.1 60 69 18 8.6 9.5 103 I

200 1.5 24 32 39 46 5.2 59 6.5 12 78 84
' ' ' 10 PERCENT RISK OF OVERRELIANCE -

Acrual Number of Excéptions Found

Sample Size ' ‘ ' -4 5 8 ‘

2 109 18.1 U5 305 36.1 41.5 468 519 56.8 616 66.2
25 88 147 200 249 29.5 340 384 426 468 508 548
30 74 124 168 210 49 288 325 362 397 432 46.7
35 64 0.7 145 182 216 249 282 314 34.5 376 40.6
40 5.6 9.4 128 16.0 19.0 220 249 277 305 332 35.9
45 50 84 4 143 i7.0 19.7 223 248 273 298 322
50 4.6 76 103 129 154 178 202 225 247 270 292
55 42 6.9 94 8 14.1 163 184 205 26 246 26.7
60 38 64 8.7 108 129 150 169 189 208 27 246
65 35 5.9 80 (0.0 120 139 15.7 175 19.3 21,0 238
70 33 5.5 75 93 R 29 146 163 180 19.6 212
75 34 5.1 70 87 104 f2.1 137 152 168 183 19.8
80 29 48 6.6 82 98 13 128 143 158 72 187
90 26 43 59 13 87 10.1 115 128 14.1 154 16.7
100 23 39 53 6.6 19 9.1 10.3 1.5 2.7 139 150
125 19 31 43 53 63 73 83 93 10.2 12 121
150 16 26 36 44 53 6.1 70 78 8.6 94 1.1

200 12 20 27 34 40 46 53 59 6.5 71 76






