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There are SEVEN questions in all

Answer ONE question from Section A 

AND

THREE questions from Section B

Calculators must not be used to store text and/or formulae nor be capable of communication. 

Invigilators may require calculators to be reset
Section A - Answer ONE question only

Question 1

Loam plc is a major company that sells electrical goods. The company has over 30 stores spread across the UK. The audit committee is meeting to review the results of the ongoing internal audit investigations for the past six months. A number of problems have been highlighted in the reports, including the following:

· The internal audit department arranged sixteen surprise visits to branches on a Saturday afternoon in order to check compliance with official cash handling procedures during busy periods. On three occasions the internal audit staff were asked to leave the premises by the store manager, who was concerned that their presence would disrupt sales. One audit team attempted to continue despite the store manager’s protest, but curtailed the visit when Loam plc’s sales director telephoned and asked them to return on a quieter day. 

· The head of internal audit is unhappy with the lack of co-operation from the external auditor. The external auditor requested a number of changes to the internal audit department’s planned investigations. These changes were made and the reports were made available to the external audit team. The head of internal audit subsequently asked the external auditor to carry out some additional tests in addition to the normal audit work and for a copy of the resulting working papers to be made available. The partner in charge of the external audit declined this request on the grounds that it was not appropriate for anyone employed by the company to interfere with an independent external audit. 

Required

(a) Explain how a large company can ensure that internal audit investigations can be conducted without interference from senior managers.

(13 marks)

(b) Explain whether external auditors should be permitted to request changes to the internal audit work programme.

(13 marks)
(c) Explain whether internal auditors should be permitted to request changes to the work done by external auditors.

(8 marks)

(Total 34 marks)

Question 2

The finance director of Wend plc has approached your audit firm for advice. Wend plc’s present auditors have been appointed for the audit of the financial statements for the year ended 30 June 2004. During that year Wend plc acquired a controlling interest in a new subsidiary. Goodwill on this acquisition was very substantial and Wend plc’s finance director wishes to amortise this amount over twenty years, the suggested upper limit recommended by FRS 10 Goodwill and Intangible Assets. Wend plc’s present auditors disagree. They believe that the nature of Wend plc and that of its subsidiary mean that a life of five years would be far more appropriate. The effects of this disagreement are material in both the consolidated income statement and the consolidated balance sheet.

Wend plc’s finance director wishes you to write a detailed memorandum describing your opinion on the estimated useful life of the goodwill on this acquisition. The directors of Wend plc hope that you will support their optimistic estimate. They intend to use your memorandum to dissuade their present auditor from issuing a qualified audit report. In order to have the maximum effect in this negotiation, they have asked that you do not approach the auditor. They will provide their auditor with a copy at the time that suits them best.

Wend plc’s finance director has indicated that the board might consider appointing your firm in place of the present auditor for the year ended 30 June 2005.

Required

(a) Describe the ethical problems that would be created if your firm agreed to write the memorandum as requested.

(12 marks)

(b) Describe the difficulties that are created for auditors because of the flexibility inherent in accounting regulations.

(12 marks)

(c)
Explain how competition between audit firms might affect auditor independence.

(10 marks)

 (Total 34 marks)

Section B - answer THREE questions only

Question 3

Explain whether the credibility of external audit would improve if auditors were more open about the tests and techniques that they use.

(22 marks)

Question 4

Explain the role of the board of directors in setting the control environment for an organisation and explain the importance of the control environment to the external auditor.

(22 marks)

Question 5

Explain why auditors are continually lobbying over the issue of auditor liability given the relatively small number of cases where courts have actually awarded damages against audit firms.

(22 marks)

Question 6

Explain the risks inherent in the audit of a UK company that manufactures fireworks for sale to the Scottish market.

(22 marks)

Question 7

Explain how you would audit the provision for the cost of repairs under warranty for a company that sells notebook computers.

(22 marks)
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