40320 Auditing January 2006

[image: image1.png]N/
oxoy
)

NIVERSITY OF
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in Glasgow
Department of Accounting and Finance

40320 Auditing

	Monday 16th January 2006
	2.00pm – 4.00pm    2 hours


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

You are a partner in an audit firm. You have been approached by the directors of Factory, a manufacturing company, to undertake the company’s external audit in place of their present firm whose appointment will come to an end at the company’s annual general meeting in March 2006. 

You have written to the present audit firm to ask whether there are any professional or other reasons why you should refuse the appointment. The following is an extract from their reply:

“We have audited the financial statements of Factory for the past eleven years. We have always had the support of the company’s board of directors until this current year. The company’s year end stock count was very badly executed. Several key members of staff were ill on the day of the count and it was supervised by a manager with insufficient experience. We noted many problems during the count and could not resolve the major difference between book stock and the stock count total. We have asked management to repeat the stock-count exercise and they have refused to do so. We have informed management that we will have no alternative but to issue a qualified audit report because of this. Their response has been to threaten us with replacement. We are of the opinion that you have been approached by the directors in order to undermine our independence and we respectfully ask that you refuse this appointment.”

Required

(a)
Identify the factors that you should take into account in deciding whether to accept this appointment, explaining the relevance of each to your decision about this appointment.

(10 marks)

(b)
Assuming that the issues mentioned by the current auditor are material, explain whether a qualified audit report is justified and explain what form of qualified report should be used.

(8 marks)

(c)
Explain whether the need for annual reappointment strengthens or weakens the external auditor’s independence of management.

(8 marks)

(d)
Explain why the audit of stock usually involves higher than normal inherent risk.

(8 marks)

(Total 34 marks)
Question 2
The internal audit department of The Regular Bank has been reviewing the issues associated with the security and integrity of its head office computer system. The system itself is well designed and is very secure. There are no issues with on-line access from branches because of the links and the terminals used at branch level. The difficulties arise at head office. 

Many of the head office staff can access the system through networked PCs on their desks. These PCs can extract information in order to compile management reports on any aspect of the bank’s operations. They can also be used to gather information about individual customers in order to make decisions about large or unusual loan applications referred to head office. These PCs have no other external links apart from their network connections.

A review of the internal audit reports relating to the computer system identified the following events that had taken place during the past year:

· A junior clerk had been loading audio CDs on to his PC and using standard media software included with its operating system to “rip” their contents on to his portable music player. His player was plugged into the universal serial bus (USB) socket on is computer in order to make this transfer. His CD collection consisted largely of illegal disks copied by his friends or purchased cheaply from the local market.

· A supervisor had connected her mobile telephone to her desktop PC so that she could access the internet during her lunch breaks. She used this arrangement to check personal emails and to access on-line auction sites.

· A bank lending officer was struggling to keep up with the flow of work. He brought his own personal laptop computer in from home and copied several loan application files from the network server to the laptop’s hard disk so that he could work on them over the weekend. Unfortunately, the laptop was stolen on his way home. 

Required

(a)
Identify the control implications of each of these events.

(12 marks)

(b)
Explain how companies with sensitive information technology systems should deal with the control implications of new hardware devices, such as those described in the scenario.

(10 marks)

(c)
Explain what is meant by the term “control environment” and explain why the auditor would take a particular interest in the control environment of a company that was heavily dependent on information technology for accounting purposes.

(12 marks)

(Total 34 marks)
Section B - answer THREE questions only

Question 3

Press coverage of accounting scandals frequently holds the auditor responsible for alleged accounting “scandals” despite the fact that other parties, notably directors and other external advisors are implicated too. 

Explain why the auditor is frequently blamed for such events and explain whether you believe such allocation of blame is fair.
(22 marks)

Question 4

Detailed testing of audit populations often involves remarkably small samples. Typically, these are far smaller than most lay readers of audited financial statements would expect.

Explain whether small sample sizes indicate negligence on the part of the external auditor.
(22 marks)

Question 5

Audit staff at all levels in accountancy firms are typically the subject of “up or out” staffing policies, whereby they are likely to be actively encouraged to leave if they do not have the potential to be promoted to a higher level within a reasonable time frame.

Explain the implications for audit quality that might arise from such a policy.
(22 marks)

Question 6

Discuss the matters that the board of a large quoted company should take into account in deciding on the resources that should be invested in their internal audit department.
(22 marks)

Question 7

A property developer has purchased a large plot of land in Central Scotland. This land was previously the site of a major steel works. The site was cleared of the buildings prior to its sale, although there are some health and safety concerns arising from the fact that large quantities of toxic materials were used in steel making and some may have been dumped there. The developer is now considering a variety of options for developing this site.
Explain how you would audit the value of this land in the developer’s balance sheet.

(22 marks)
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