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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

You are the partner in charge of the external audit of K plc, a large manufacturing company. K plc has recently appointed a new finance director, who was recruited from a large firm of accountants that is not connected in any way with your firm. The new finance director has written to you with some suggestions concerning the forthcoming audit:

· The audit fees seem unduly high for a company of this size and complexity. A detailed review of inherent and control risks by the audit partner and manager should make it possible to reduce detailed testing and even the overall audit fee.

· The initial study of inherent and control risks could prove time consuming and expensive. The finance director is willing to participate in this discussion in order to address specific risks identified by the audit partner and manager and to resolve these wherever possible. For example, any weaknesses in the system will be resolved to the auditor’s satisfaction.

· K plc would be willing to make a separate payment for the additional planning effort in the forthcoming year in anticipation of a reduced audit fee.

· If the auditor is unwilling to adopt a full risk-based approach (sometimes referred to as business risk assessment), with heavy emphasis on assurance from the review of inherent and control risks, then K plc is likely to look for a replacement auditor.

Required

(a)
Explain whether it would be appropriate for the auditor to involve the finance director in planning a risk-based audit in the manner described above. Your answer should state the manner in the finance director’s involvement should be managed so as to minimise any potential problems.

(14 marks)

(b)
Explain the independence implications of the auditor accepting a separate fee to conduct a review of inherent and control risks in return for undertaking to reduce the amount of detailed testing done on future audits.

(12 marks)

(c)
Explain whether it is legitimate for a company’s directors to comment on the size of the audit fee.

(8 marks)

 (Total 34 marks)
Question 2
The engagement partner in charge of the external audit of Noname plc has two major concerns about the company’s draft financial statements. These have been summarised in the audit working papers as follows:

· There have been several adjustments to the figures for closing inventory and revenue. Every change has had the effect of increasing profit for the year ended 31 March 2007. None of the changes breaches any specific accounting standard, but the audit partner is beginning to feel concerned that profit has been pushed upwards and that the overall figure might not fairly present the results for the financial year.

· The deadline for the completion of testing the trial balance figures as at 31 March 2007 was agreed at the planning stage of the audit and was met, but only with extreme difficulty. The finance director has asked the audit firm to consider reappointment for the year ended 31 March 2008, but has indicated that the detailed work on the trial balance will have to be completed in a much shorter time scale. The finance director has suggested that the risk parameters for inherent and control risk should be adjusted so that the amount of work required on the trial balance can be reduced to meet the shorter deadline.

Noname plc is a quoted company. In accordance with national listing requirements, the company has a full complement of non-executive directors.

The review partner on the external audit has recommended that both she and the engagement partner should meet with the non-executive directors, as recommended by ISA 260 Communications of Audit Matters with Those Charged with Governance.

Required

(a)
Explain the audit problems arising from the above concerns.

(12 marks)

(b) 
Explain how the meeting between the audit partners and the non-executive directors might help to resolve the concerns.

(12 marks)

 (c)
Explain how the flexibility inherent in accounting rules affects the work of the external auditor.

 (10 marks)

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

Question 3

Part of the Parmalat scandal involved an allegation that the external auditor accepted as genuine a forged bank certificate in support of a significant and highly material bank balance.
Explain why it might be possible for an audit firm to accept a forged document as genuine, even if it had as much significance as the bank certificate described above.
(22 marks)

Question 4

There has been surprisingly little case law concerning alleged audit failures.

Explain why there have been so few cases and explain why this may limit our understanding of the auditor’s responsibilities.
(22 marks)

Question 5

Describe the problems associated with auditor independence and audit quality that might be created by the fact that large audit firms operate as a collection of local offices, each of which has a degree of autonomy. Explain how a major “Big Four” firm might deal with those problems.
(22 marks)

Question 6

Explain why a company’s internal and external auditors might provide one another with relatively little mutual support and assistance.
(22 marks)

Question 7

Explain how you would audit the net book value of airliners belonging to a low-cost airline that has recently been established to fly routes from Glasgow Prestwick airport to destinations in Europe.

(22 marks)
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