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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

The partner in charge of the external audit of Kilo plc is concerned about the audit of the financial statements for the year ended 31 December 2004. The partner has highlighted the following two issues during the review of the information obtained during the interim stages of the audit and gathered from regular meetings with the company’s directors:

· Recent changes to the bookkeeping system, introduced in March 2004, have weakened segregation of duties in the wages system. The directors have made two members of clerical staff redundant, a wages clerk from the payroll department and the supervisor from the personnel department, and have amalgamated the payroll and personnel departments under the overall supervision of the head of payroll.

· The company is losing sales to a competitor. Most of Kilo plc’s sales are made over the Internet. The company’s web page has not been redesigned for some time. This means that potential customers do not always find the company’s Internet site when they search on-line for this type of business. Those customers who do find the site cannot always find important information, such as stock availability.  

It is now June 2004. The audit partner is unsure whether to react to these risks by revising the audit plan or whether to resolve the risks by offering specific advice about remedying the weaknesses in the wages system and by offering to have one of the audit firm’s IT consultants to redesign Kilo plc’s web page.

Required

(a) 
Explain how each of the two issues highlighted above would affect the auditor’s evaluation of audit risk and explain how each would affect the audit approach if it was left unresolved.

(14 marks)

(b) 
Explain how resolving the risks in the manner identified by the partner would affect the auditor’s independence.

(10 marks)

(c) 
Modern audit techniques frequently involve heavy use of audit manager and audit partner time to review inherent and control risks in great detail in order to minimise the amount of substantive testing required. Discuss the advantages of this approach. 

(10 marks)

(Total 34 marks)
Question 2

An audit firm has eighteen partners and four offices. The partner in charge of the audit of H plc has sought the advice of the firm’s advisory panel, a group of experienced partners and managers which meets as required to discuss complex matters of professional judgement. H plc has prepared a set of draft financial statements that do not comply with the requirements of FRS 15 with respect to the valuation of land and buildings. The partner is in no doubt that the distortion is material and that an audit qualification will be necessary if the company does not amend its financial statements. It is not, however, clear whether it will be sufficient to qualify on the grounds that the financial statements give a true and fair view “except for” the accounting treatment of land and buildings or whether the matter is so serious that an adverse opinion will be required. The partner is reluctant to use an adverse opinion because of the extreme nature of this qualification.

Required

(a) Explain why an adverse opinion is regarded as an extreme form of qualification and why it is unusual for auditors to qualify in this way.

(12 marks)

(b) Explain why audit firms frequently have formal systems to enable partners to consult with other partners and managers over difficult issues of professional judgement, such as the internal advisory panel described above.

(12 marks)

(c) Many audit firms are too small to have internal advisory panels such as the one described above. Describe a mechanism that would enable such a small firm to ensure that major issues of professional judgement are adequately reviewed.

(10 marks)

(Total 34 marks)

Section B - answer THREE questions only

Question 3

The press comment surrounding the Parmalat case suggests that the external auditor must have been either negligent or corrupt. These allegations are based on the size and significance of the unreported irregularities in the financial statements. 

Explain whether the scale of the irregularities is sufficient justification for criticising the auditor in this case.

(22 marks)

Question 4

Discuss the proposition that the issue of audit sampling demonstrates the accountancy profession’s inability to set standards that regulate the quality of audit work in any meaningful way.

(22 marks)

Question 5

Explain whether the use of laptop computers by members of the audit team, backed up to a central server every evening, with files accessible by the audit manager and partner at any time is likely to affect the incidence of “irregular auditing” practices.

(22 marks)

Question 6

Explain the specific problems of ensuring that individual audit partners in large accountancy firms are independent of their individual audit clients.

(22 marks)

Question 7

You are the external auditor of a large charity based in Glasgow. The charity raises money locally and uses it to finance several educational projects in the Third World.

Explain how you would audit the expenditure of this charity.

(22 marks)
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