Accounting 408
Test 2 Review


1.
An auditor obtains knowledge about a new client's business and its industry to


a.
Make constructive suggestions concerning improvements in the client's internal control structure.


b.
Develop an attitude of professional skepticism concerning management's financial statement assertions.


c.
Evaluate whether the aggregation of known misstatements causes the financial statements taken as a whole to be materially misstated.


d.
Understand the events and transactions that may have an effect on the client's financial statements.


2.
Prior to beginning the field work on a new audit engagement in which a CPA does not possess expertise in the industry in which the client operates, the CPA should


a.
Reduce audit risk by lowering the preliminary levels of materiality.


b.
Design special substantive tests to compensate for the lack of industry expertise.


c.
Engage financial experts familiar with the nature of the industry.


d.
Obtain a knowledge of matters that relate to the nature of the entity's business.


3.
Which of the following factors most likely would cause an auditor not to accept a new audit engagement?


a.
An inadequate understanding of the entity's internal control structure.


b.
The close proximity to the end of the entity's fiscal year.


c.
Concluding that the entity's management probably lacks integrity.


d.
An inability to perform preliminary analytical procedures before assessing control risk.


4.
Before accepting an engagement to audit a new client, an auditor is required to


a.
Make inquiries of the predecessor auditor after obtaining the consent of the prospective client.


b.
Obtain the prospective client's signature to the engagement letter.


c.
Prepare a memorandum setting forth the staffing requirements and documenting the preliminary audit plan.


d.
Discuss the management representation letter with the prospective client's audit committee.


5.
An auditor is planning an audit engagement for a new client in a business that is unfamiliar to the auditor.  Which of the following is the least useful source of information for the auditor during the preliminary planning stage, when the auditor is trying to obtain a general understanding of audit problems that might be encountered?


a.
Textbooks and periodicals related to the industry.


b.
AICPA Audit and Accounting Guides.


c.
Financial statements of other entities in the industry.


d.
Results of performing substantive tests.


6.
Which of the following procedures is an auditor least likely to perform in planning a financial statement audit?


a.
Coordinating the assistance of entity personnel in data preparation.


b.
Discussing matters that may affect the audit with firm personnel responsible for non-audit services to the entity.


c.
Selecting a sample of vendors' invoices for comparison with receiving reports.


d.
Reading the current year's interim financial statements.


7.
Which of the following is the correct order of performing the steps A through C below?




A
=
Test of controls


B
=
Preparation of a flowchart documenting the understanding of the client's internal control structure




C
=
Substantive tests


a.
ABC.


b.
ACB.


c.
BAC.


d.
BCA.


8.
The audit risk against which the auditor and those who rely on his/her opinion require reasonable protection is a combination of three separate risks at the account-balance or class-of-transactions level.  The first risk is inherent risk.  The second risk is that material errors or irregularities will not be prevented or detected by the internal control structure.  The third risk is that


a.
The auditor will reject a correct account balance as incorrect.


b.
Material errors or irregularities that occur will not be detected by the audit.


c.
The auditor will apply an inappropriate audit procedure.


d.
The auditor will apply an inappropriate measure of audit materiality.


9.
Some account balances, such as those for pensions or leases, are the results of complex calculations.  The susceptibility to material misstatements in these types of accounts is defined as


a.
Audit risk.


b.
Detection risk.


c.
Sampling risk.


d.
Inherent risk.


10.
As the acceptable level of detection risk decreases, an auditor may change the


a.
Timing of substantive tests by performing them at an interim date rather than at year-end.


b.
Nature of substantive tests from a less effective to a more effective procedure.


c.
Timing of tests of controls by performing them at several dates rather than at one time.


d.
Assessed level of inherent risk to a higher amount.


11.
Which of the following audit risk components may be assessed in nonquantitative terms?


Control
Detection
Inherent


Risk
Risk
Risk


a.
Yes
Yes
Yes


b.
No
Yes
Yes


c.
Yes
Yes
No


d.
Yes
No
Yes


12.
Audit risk consists of inherent risk, control risk, and detection risk.  Which of the following statements is true?


a.
Cash is more susceptible to theft than an inventory of coal because it has a greater inherent risk.


b.
The risk that material misstatement will not be prevented or detected on a timely basis by the internal control structure can be reduced to zero by effective control activities.


c.
Detection risk is a function of the efficiency of an auditing procedure.


d.
The existing levels of inherent risk, control risk, and detection risk can be changed at the discretion of the auditor.


13.
The acceptable level of detection risk is inversely related to the


a.
Assurance provided by substantive tests.


b.
Risk of misapplying auditing procedures.


c.
Preliminary judgment about materiality levels.


d.
Risk of failing to discover material misstatements.


14.
According to AU 312 and AU 319, the auditor uses the assessed level of control risk (together with the assessed level of inherent risk) to determine the acceptable level of detection risk for financial statement assertions.  As the acceptable level of detection risk decreases, the auditor may do one or more of the following except change the


a.
Nature of substantive tests to more effective procedures.


b.
Timing of substantive tests, such as performing them at year-end rather than at an interim date.


c.
Extent of substantive tests, such as using larger sample sizes.


d.
Assurances provided by substantive tests to a lower level.


15.
The concept of materiality with respect to the attest function


a.
Applies only to publicly held firms.


b.
Has greater application to the standards of reporting than the other generally accepted auditing standards.


c.
Requires that relatively more effort be directed to those assertions that are more susceptible to misstatement.


d.
Requires the auditor to make judgments as to whether misstatements affect the fairness of the financial statements.


16.
Which of the following statements is correct concerning the concept of materiality?


a.
Materiality requires that relatively more time be directed to those areas that are more susceptible to irregularities.


b.
Materiality and audit risk have an inverse relationship.


c.
Materiality has greater application to the standards of reporting than to the other generally accepted auditing standards.


d.
Materiality is measured according to AICPA standards.


17.
Although the quantity and content of audit working papers vary with each particular engagement, an auditor's permanent files most likely include


a.
Schedules that support the current year's adjusting entries.


b.
Prior years' accounts receivable confirmations that were classified as exceptions.


c.
Documentation indicating that the audit work was adequately planned and supervised.


d.
Analyses of capital stock and other owners' equity accounts.


18.
As part of understanding the internal control structure, an auditor is not required to


a.
Consider factors that affect the risk of material misstatement.


b.
Ascertain whether internal control structure policies and procedures have been placed in operation.


c.
Identify the types of potential misstatements that can occur.


d.
Obtain knowledge about the operating effectiveness of the internal control structure.


19.
According to AU 319, after obtaining a sufficient understanding of the internal control structure, the auditor assesses


a.
The need to apply GAAS.


b.
Detection risk to determine the acceptable level of inherent risk.


c.
Detection risk and inherent risk to determine the acceptable level of control risk.


d.
Control risk to determine the acceptable level of detection risk.


20.
An effective internal control structure


a.
Reduces the need for management to review exception reports on a day-to-day basis.


b.
Eliminates risk and potential loss to the organization.


c.
Cannot be circumvented by management.


d.
Is unaffected by changing circumstances and conditions encountered by the organization.


21.
When an organization has a strong internal control structure, management can expect various benefits.  The benefit least likely to occur is


a.
Reduced cost of an external audit.


b.
Elimination of employee fraud.


c.
Availability of reliable data for decision-making purposes and protection of important documents and records.


d.
Some assurance of compliance with the Foreign Corrupt Practices Act of 1977.


22.
The primary responsibility for establishing and maintaining an internal control structure rests with


a.
The external auditors.


b.
The internal auditors.


c.
Management.


d.
The controller or the treasurer.


23.
The information and communication component of the internal control structure as defined by the Committee of Sponsoring Organizations in its report, "Internal Control -- Integrated Framework" includes


a.
Physical controls.


b.
The audit committee.


c.
The accounting system.


d.
The organizational structure.


24.
An auditor should obtain a sufficient understanding of an entity's internal control structure to plan the audit.  At a minimum, the understanding should include knowledge about the design of relevant policies and procedures and whether they are


a.
In operation.


b.
Operating effectively.


c.
Operating efficiently.


d.
Satisfactory to the auditor.


25.
Proper segregation of duties reduces the opportunities for persons to be in positions to both


a.
Journalize entries and prepare financial statements.


b.
Record cash receipts and cash disbursements.


c.
Establish internal controls and authorize transactions.


d.
Perpetrate and conceal errors and irregularities.


26.
Control risk and detection risk are correlated inversely.  As the assessed level of control risk changes, the acceptable level of detection risk also changes, and the auditor must alter substantive testing accordingly.  If control risk is sufficiently low, the auditor is least likely to


a.
Perform substantive tests at interim dates.


b.
Use smaller samples.


c.
Change from a more to a less effective procedure.


d.
Eliminate all substantive tests for all assertions.


27.
In gaining an understanding of the internal control structure, the auditor may trace several transactions through the control process.  The primary purpose of this task is to


a.
Replace substantive tests.


b.
Determine whether the controls have been placed in operation.


c.
Determine the effectiveness of the control procedures.


d.
Detect irregularities.


28.
An auditor examines a sample of copies of December and January sales invoices for the initials of the person who verified the quantitative data.  The purpose is to determine the operating effectiveness of the verification.  This audit procedure is an example of a


a.
Test of controls.


b.
Substantive test.


c.
Cutoff test.


d.
Statistical test.


29.
Tests of controls are concerned primarily with each of the following questions except


a.
How were the control policies and procedures applied?


b.
Why were the control policies and procedures applied?


c.
Were the necessary control policies and procedures consistently performed?


d.
By whom were the control policies and procedures applied?


30.
The likelihood of assessing control risk too high is the risk that the sample selected to test controls


a.
Does not support the auditor's planned assessed level of control risk when the true operating effectiveness of the control structure justifies such an assessment.


b.
Contains misstatements that could be material to the financial statements when aggregated with misstatements in other account balances or transactions classes.


c.
Contains proportionately fewer deviations from prescribed internal control structure policies or procedures than exist in the balance or class as a whole.


d.
Does not support the tolerable misstatement for some or all of management's assertions.


31.
Analytical procedures can best be categorized as


a.
Substantive tests.


b.
Tests of controls.


c.
Qualitative tests.


d.
Budget comparisons.


32.
Analytical procedures enable the auditor to predict the balance or quantity of an item under audit.  Information to develop this estimate can be obtained from all of the following except


a.
Tracing transactions through the system to determine whether procedures are being applied as prescribed.


b.
Comparison of financial data with data for comparable prior periods, anticipated results (e.g., budgets and forecasts), and similar data for the industry in which the entity operates.


c.
Study of the relationships of elements of financial data that would be expected to conform to a predictable pattern based upon the entity's experience.


d.
Study of the relationships of financial data with relevant nonfinancial data.


33.
Analytical procedures used in planning an audit should focus on


a.
Evaluating the adequacy of evidence gathered concerning unusual balances.


b.
Testing individual account balances that depend on accounting estimates.


c.
Enhancing the auditor's understanding of the client's business.


d.
Identifying material weaknesses in the internal control structure.


34.
AU 350, Audit Sampling, identifies two general approaches to audit sampling.  They are


a.
Random and nonrandom.


b.
Statistical and nonstatistical.


c.
Precision and reliability.


d.
Risk and nonrisk.


35.
Each time an internal auditor draws a conclusion based on evidence from a sample, an additional risk, sampling risk, is introduced.  An example of sampling risk is


a.
Projecting the results of sampling beyond the population tested.


b.
Using an improper audit procedure with a sample.


c.
Incorrectly applying an audit procedure to sample data.


d.
Drawing an erroneous conclusion from sample data.


36.
Several risks are inherent in the evaluation of audit evidence that has been obtained through the use of statistical sampling.  An example of a beta or Type II error related to sampling risk is the failure to


a.
Properly define the population to be sampled.


b.
Draw a random sample from the population.


c.
Reject the statistical hypothesis that a book value is not materially misstated when the true book value is materially misstated.


d.
Accept the statistical hypothesis that a book value is not materially misstated when the true book value is not materially misstated.


37.
In performing tests of controls over authorization of cash disbursements, which of the following statistical sampling methods is most appropriate?


a.
Variables.


b.
Stratified.


c.
Ratio.


d.
Attribute.


38.
A simple random sample requires that


a.
The population be unbiased.


b.
Every item in the population have an equal chance of being selected.


c.
The distribution of original data be approximately normal.


d.
The expected deviation rate be low (less than 5%).


39.
An auditor wishes to sample 200 sales receipts from a population of 5,000 receipts issued during the last year.  The receipts have preprinted serial numbers and are arranged in chronological (and thus serial number) order.  The auditor randomly chooses a receipt from the first 25 receipts and then selects every 25th receipt thereafter.  The sampling procedure described here is called


a.
Systematic random sampling.


b.
Dollar-unit sampling.


c.
Judgment interval sampling.


d.
Variables sampling.


40.
Statistical sampling may be used to test the effectiveness of control activities.  The auditor's procedures should result in a statistical conclusion concerning


a.
Population characteristics occurring at least once in the population.


b.
The population value not being misstated by more than a fixed amount.


c.
Monetary precision exceeding a certain predetermined amount.


d.
The relation of the population deviation rate to the tolerable rate.


41.
As a result of sampling procedures applied as tests of controls, an auditor incorrectly assesses control risk lower than appropriate.  The most likely explanation for this situation is that


a.
The deviation rates of both the auditor's sample and the population exceed the tolerable rate.


b.
The deviation rates of both the auditor's sample and the population are less than the tolerable rate.


c.
The deviation rate in the auditor's sample is less than the tolerable rate, but the deviation rate in the population exceeds the tolerable rate.


d.
The deviation rate in the auditor's sample exceeds the tolerable rate, but the deviation rate in the population is less than the tolerable rate.
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