Chapter 3

1. (LO 1) If a prospective new audit client does not allow the auditor to contact its existing auditor: 
a. the auditor should contact the existing auditor anyway because it is their duty. 
b. the auditor should consider that a negative factor on the integrity of client management. 
c. the existing auditor should contact the new auditor to tell them all about the client. 
d. the auditor should respect the prospective client's right to privacy. 

2. (LO 2) The risk assessment phase of an audit does not include: 

a. gaining an understanding of the client. 
b. audit execution and reporting. 
c. identification of factors that may affect the risk of a material misstatement in the financial statements. 
d. development of an audit strategy and a risk and materiality assessment. 


3. (LO 3) Which of the following is an example of a qualitative materiality factor? 

a. The client is experiencing a slowdown in sales and is struggling to pay vendors on time. 
b. Inventory represents 40% of current assets. 
c. The client installed a new security system to protect the building. 
d. Total salaries expense is greater than 5% of income before taxes. 

4. (LO 4) An attitude of professional skepticism means: 

a. the auditor can rely on past experience to determine current risk of fraud. 
b. any indicator of fraud is properly investigated. 
c. the auditor can rely on management assertions. 
d. the auditor is independent of the client. 

5. (LO 4) An auditor will identify accounts and related assertions at risk of material misstatement: 

a. after testing internal controls. 
b. after writing the audit report. 
c. to plan the audit to focus on those accounts. 
d. to eliminate audit risk. 

6. (LO 4) Which component of audit risk can the auditor control? 

a. Inherent risk. 
b. Control risk. 
c. Financial risk. 
d. Detection risk. 

7. (LO 5) Obtaining positive results from testing controls means that: 

a. the auditor can completely rely on a client's system of internal controls. 
b. no substantive testing is required. 
c. the auditor can plan to reduce the reliance on detailed substantive testing of transactions and account balances. 
d. materiality will be set at a low dollar amount. 

8. (LO 5) The audit strategy known as the predominantly “substantive approach”: 

a. is appropriate when internal controls are very strong. 
b. means the auditor will spend minimum effort testing the client's system of internal controls. 
c. requires the auditor to conduct extensive control testing. 
d. means the auditor will conduct some interim testing and minimal year-end account-balance testing. 

9. (LO 5) The audit strategy known as “reliance on controls approach”: 

a. is appropriate when internal controls are minimal. 
b. means the auditor will spend minimum effort testing the client's system of internal controls. 
c. requires the auditor to conduct extensive control testing. 
d. means the auditor will conduct extensive year-end account-balance testing. 

10. (LO 6) An example of an incentive or pressure that increases the risk of fraud is: 

a. the client operates in a highly competitive industry. 
b. the client has a history of reporting losses. 
c. a significant percentage of management pay is tied to earnings. 
d. All of these answer choices are correct.

Questions 

R3.1 (LO 1) Why are there procedures governing the client acceptance or continuance decision? Explain why auditors do not accept every client. 

The essence of performing clients’ acceptance and continuance procedure is to determine the possibilities of the auditor to serve a client while maintaining the legal and ethical requirements. As such, the auditor, client and anyone else depending on the report get protection. A client has to ensure that the auditor is well versed with necessary skills to produce a quality audit within a given deadline. In this case, the auditor has to be pragmatic and be certain that the audit can serve the client and be free from issue emanating from conflict of interests. It is therefore to have these procedures for effective auditing. 

Auditors may not accept every client since sometimes the auditor may not have a certain level of expertise to execute some services that a client may want. The failure to execute such audit does not mean that client will not be served. There could be another auditor who has a capacity to serve such a client. When an auditor refuses to serve a client, it means that task is difficult and it can be hard to find a suitable auditor. It thus means, client has to introduce the aspect of incentive to facilitate the process. 


R3.2 (LO 1) What is the purpose of the engagement letter? Are all engagement letters the same?
The engagement letter sets expectations by both the client and the company by detailing the scope of the agreement, the costs, and its terms. The engagement letters are not all the same because the details and the agreement entered between a client and a company differ. Therefore, each engagement letter is designed to capture the specific term of the agreement.
R3.4 (LO 2) Are all audits the same? Why might an audit change from year to year?
All audits are not the same as they vary depending on the purpose of the audit as required by the company. A company can opt to change audits from year to year due to a change in requirements, circumstance, or an opportunity framing that requires a different approach to auditing.
R3.5 (LO 3) How does the auditor's assessment of planning materiality affect audit planning? What does an auditor consider when making the preliminary assessment of planning materiality?
The preliminary assessment of materiality is made in the early stages of the audit, and it is used as a guide to the audit process. In the event where the client risk is low, the auditor will most likely set the materiality higher because of the inverse relationship between the materiality and the preliminary assessment (Arens, Elder & Mark, 2012). The auditor should consider all three components of auditing risk when making the preliminary assessment of planning materiality.
R3.6 (LO 3) The quantitative materiality of an item is assessed relative to a particular benchmark. What are some of the choices for this benchmark, and what factors guide the auditor in this choice?
The auditor is guided by the income, earnings, revenue, total assets, and total debt/equity, which are used to calculate to a threshold percentage of materiality to the base.
[bookmark: _GoBack]R3.7 (LO 3) Explain the relationship between planning materiality and performance materiality.
The planning materiality is the materiality amount to the financial statements, while the performance materiality is the expected misstatements in the financial statements (Knechel & Salterio, 2016). While both performance and planning materiality is applied, the performance materiality amount is kept lower than the materiality, and both of them are determined in the planning stage by the audit team. 





