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QUESTION 1

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 internal control. 

Correct Answer: C 

Explanation: Choice "c" is correct. The purpose of applying analytical procedures in planning the audit is to assist in
planning the nature, timing, and extent of auditing procedures that will be used to obtain audit evidence for specific
account balances or classes of transactions. To accomplish this, the analytical procedures used in planning the audit
should focus on (a) enhancing the auditor\\'s understanding of the client\\'s business and the transactions and events
that have occurred since the last audit date, and (b) identifying areas that may represent specific risks relevant to the
audit. Choice "a" is incorrect. Analytical procedures to assess the adequacy of evidence would be used in the final
review stage. Choice "b" is incorrect. Testing individual account balances that depend on accounting estimates would
be a substantive application of analytical procedures and would not be used in the planning stages of an audit. Choice
"d" is incorrect. Analytical procedures are generally not useful in detecting material weaknesses in the client\\'s internal
control. 

 

QUESTION 2

ABC, Inc. expects net income of $800,000 for the next fiscal year. Its targeted and current capital structure is 40 percent
debt and 60 percent common equity. The director of capital budgeting has determined that the optimal capital spending
for next year is $1.2 million. ABC does not plan to issue any new common equity next year. If ABC follows a strict
residual dividend policy, what is the expected dividend payout ratio for next year? 

A. 90.0 percent. 

B. 66.7 percent. 

C. 40.0 percent. 

D. 10.0 percent. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. A strict dividend policy guides a company\\'s management to pay no more (and no 

less) in dividends from net income to generate a change in equity that produces or maintains a targeted 

capital structure. The dividend pay out ratio is the ratio of dividends to income. 

The call of the question requires the calculation of the ratio of dividends to income assuming income, 

capital projects and capital structure amounts as follows: 
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Assuming the company is in compliance with the 40/60 Debt/Equity capital structure to begin with, 60% of 

the $1,200,000 in capital projects will be financed by additions to equity the come from new earnings of 

$800,000. The equity funded portion of capital projects is $720,000 ($1,200,000 x 60%). 

Following a strict residual dividend policy, the company will pay out the difference between is additions to 

equity ($800,000 in income) and the amounts reinvested in the business ($720,000). The dividend will be 

$80,000. ($800,000 - $720,000). 

The dividend payout ratio is, therefore, 10% ($80,000 in dividends/ $800,000 in income). 

Choices "a", "b", and "c" are incorrect, per the above calculation. 

 

QUESTION 3

Downs, Frey, and Vick formed the DFV general partnership to act as manufacturers\\' representatives. 

The partners agreed Downs would receive 40% of any partnership profits and Frey and Vick would each 

receive 30% of such profits. It was also agreed that the partnership would not terminate for five years. 

After the fourth year, the partners agreed to terminate the partnership. At that time, the partners\\' capital 

accounts were as follows: Downs, $20,000; Frey, $15,000; and Vick, $10,000. There also were 

undistributed losses of $30,000. 

Vick\\'s share of the undistributed losses will be: 

A. $0 

B. $1,000 

C. $9,000 
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D. $10,000 

Correct Answer: C 

Explanation: 

Rule: Where the partnership agreement is silent, losses are shared in the same proportion as profits. 

Choice "c" is correct. Vick was entitled to 30% of the profits and so will be responsible for 30% of the 

undistributed $30,000 loss, or $9,000. 

Choices "a", "b", and "d" are incorrect, per the above rule. 

 

QUESTION 4

An auditor may decide to decrease the acceptable level of risk when: 

A. Increased reliability from the sample is desired. 

B. Many differences (audit value minus recorded value) are expected. 

C. Initial sample results do not support the planned level of control risk. 

D. The cost and effort of selecting additional sample items is low. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. Decreasing the acceptable level of risk will result in a larger sample size, which the 

auditor might not want to do unless the cost and effort of selecting additional sample items is low. 

Choice "a" is incorrect. Decreasing the acceptable level of risk doesn\\'t increase the reliability of a given 

sample. It does, however, result in selection of a larger sample, which in turn makes it less likely that the 

auditor will make an incorrect decision. 

Choice "b" is incorrect. The auditor\\'s acceptable level of risk is not affected by the extent to which 

differences are expected. 

Choice "c" is incorrect. Control risk is not relevant in assessing the acceptable level of risk, which is a 

factor of substantive testing. 

 

QUESTION 5

Which of the following activities would most likely be considered an attestation engagement? 

A. Consulting with management representatives of a firm to provide advice. 
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B. Issuing a report about a firm\\'s compliance with laws and regulations. 

C. Advocating a client\\'s position on tax matters that are being reviewed by the IRS. 

D. Preparing a client\\'s tax returns. 

Correct Answer: B 

Explanation: 

Choice "b" is correct. Attest engagements may result in reports related to compliance with laws and 

regulations. 

Choices "a", "c", and "d" are incorrect. Attestation engagements specifically exclude consulting services, 

advocacy services, and return preparation. 
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