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QUESTION 1

Which of the following internal controls most likely would assure that all billed sales are correctly posted to the accounts
receivable ledger? 

A. Daily sales summaries are compared to daily postings to the accounts receivable ledger. 

B. Each sales invoice is supported by a prenumbered shipping document. 

C. The accounts receivable ledger is reconciled daily to the control account in the general ledger. 

D. Each shipment on credit is supported by a prenumbered sales invoice. 

Correct Answer: A 

Explanation: 

Choice "a" is correct. Comparison of daily sales summaries to daily postings to the accounts receivable 

ledger would ensure the completeness of the accounts receivable ledger. 

Choice "b" is incorrect. Comparison of sales invoices to shipping documents verifies occurrence of the 

sale, not completeness of the accounts receivable ledger. 

Choice "c" is incorrect. Reconciliation of the accounts receivable ledger to the general ledger would not 

assure the accuracy and completeness of the accounts receivable ledger because a sale which was 

improperly excluded from receivables would likely be omitted from both ledgers. 

Choice "d" is incorrect. Ensuring that all shipments are billed verifies completeness of sales transactions, 

but does not provide evidence that all sales are recorded in the accounts receivable ledger. In other words, 

the fact that a shipment was billed does not mean that the invoice was also recorded in the accounts 

receivable ledger. 

 

QUESTION 2

Pell, CPA, decides to serve as principal auditor in the audit of the financial statements of ABC, Inc. Smith, CPA, audits
one of ABC\\'s subsidiaries. In which situation(s) should Pell make reference to Smith\\'s audit? 

I. Pell reviews Smith\\'s audit documentation and assumes responsibility for Smith\\'s work, but expresses a qualified
opinion on ABC\\'s financial statements. 

II.

 Pell is unable to review Smith\\'s audit documentation; however, Pell\\'s inquiries indicate that Smith has an excellent
reputation for professional competence and integrity. 

A. 
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I only 

B. 

II only 

C. 

Both I and II 

D. Neither I nor II 

Correct Answer: B 

Explanation: 

Choice "b" is correct. II only. If Pell is unable to review Smith\\'s audit documentation, but inquiries indicate 

that Smith has an excellent reputation for professional competence and integrity, Pell should divide 

responsibility by making reference to Smith\\'s audit. 

Choices "a", "c", and "d" are incorrect. Since the principal auditor in situation I reviews Smith\\'s audit 

documentation and assumes responsibility for Smith\\'s work, no mention of Smith should be made. 

 

QUESTION 3

If consumption is $70b, investment $50b, government spending $20b, exports $7b, and imports $5b, what is GDP? 

A. $152b. 

B. $138b. 

C. $140b. 

D. $142b. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. By the expenditure approach to measuring GDP, GDP equals: Consumption + 

Investment + Government Spending + Exports - Imports. Thus, GDP = 70 + 50 + 20 + 7 - 5 = 142b. 

 

QUESTION 4

In obtaining an understanding of an entity\\'s internal control in a financial statement audit, an auditor is not obligated to: 

A. Determine whether the control activities have been implemented. 

B. Perform procedures to understand the design of internal control. 
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C. Document the understanding of the entity\\'s internal control components. 

D. Search for significant deficiencies in the operation of internal control. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. When obtaining an understanding of an entity\\'s internal control in a financial 

statement audit, an auditor is not obligated to search for significant deficiencies in the operation of internal 

control. 

Choice "a" is incorrect. In order to determine the nature, timing and extent of tests to be performed, an 

auditor must determine whether the control activities have been implemented. 

Choice "b" is incorrect. An auditor is required to perform procedures to confirm his/her understanding of the 

internal control systems\\' design, and to determine whether relevant controls have been implemented. 

Choice "c" is incorrect. An auditor is required to document his or her understanding of the entity\\'s internal 

control components, even if he or she intends to use a substantive approach. 

 

QUESTION 5

When purchasing temporary investments, which one of the following best describes the risk associated with the ability to
sell the investment in a short period of time without significant price concessions? 

A. Interest rate risk. 

B. Purchasing power risk. 

C. Financial risk. 

D. Liquidity risk. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. Liquidity risk is associated with the ability to sell the temporary investment in a short 

period of time without significant price concessions. 

Choice "a" is incorrect. Interest rate risk is the fluctuation in the value of a "financial asset" when interest 

rates change. 

Choice "b" is incorrect. Purchasing power risk is the risk that price levels will change and affect asset 

values (mostly real estate). 
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Choice "c" is incorrect. Financial risk is a general category of risk that includes: 

•

 Interest rate risk 

•

 Market risk 

•

 Purchasing power risk 

•

 Liquidity risk 

•

 Default risk 

 

QUESTION 6

At the peak of a business cycle: 

A. Output (real GDP) tends to be below the potential level of output. 

B. There is likely to be an excess supply of labor and business inventories are likely to be high. 

C. The overall price level is likely to be falling. 

D. Capacity constraints and labor shortages are likely to put upward pressure on the overall price level. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. The peak of a business cycle marks the highest point of economic activity. At that 

point, firms are likely to face capacity constraints and labor shortages, which will put upward pressure on 

the overall price level. 

Choice "a" is incorrect. Real GDP is likely to be above, not below, its potential level. 

Choice "b" is incorrect. Business inventories are likely to be low, not high, and there is likely to be excess 

demand for labor not an excess supply of labor. 

Choice "c" is incorrect. The overall price level is likely to be rising not falling. 

 

QUESTION 7
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To provide assurance that each voucher is submitted and paid only once, an auditor most likely would examine a
sample of paid vouchers and determine whether each voucher is: 

A. Supported by a vendor\\'s invoice. 

B. Stamped "paid" by the check signer. 

C. Prenumbered and accounted for. 

D. Approved for authorized purchases. 

Correct Answer: B 

Explanation: 

Choice "b" is correct. By stamping the voucher "paid," the check signer cancels the voucher so it cannot be 

resubmitted for payment. 

Choice "a" is incorrect. Even invoices that are supported by prenumbered sales invoices can be 

resubmitted for payment if they are not canceled, resulting in duplicate payments. 

Choice "c" is incorrect. Accounting for the sequence of prenumbered vouchers would only test whether all 

vouchers are present. It would not prevent a voucher from being paid twice. 

Choice "d" is incorrect. Proper authorization would help ensure that payments were properly authorized, 

but would not prevent duplicate payments. 

 

QUESTION 8

According to the FASB conceptual framework, an entity\\'s revenue may result from: 

A. A decrease in an asset from primary operations. 

B. An increase in an asset from incidental transactions. 

C. An increase in a liability from incidental transactions. 

D. A decrease in a liability from primary operations. 

Correct Answer: D 

Explanation: 

Rule: Revenues are inflows or other enhancements of assets and/or settlements (decreases) in liabilities 

resulting from the entity\\'s ongoing major operations, not from "incidental" operations. 

Choice "d" is correct. An entity\\'s revenue may result from a decrease in a liability from primary operations. 
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QUESTION 9

Which of the following is not an example of the application of professional skepticism? 

A. Designing additional auditing procedures to obtain more reliable evidence in support of a particular financial
statement assertion. 

B. Obtaining corroboration of management\\'s Explanation: s through consultation with a specialist. 

C. Inquiring of prior year engagement personnel regarding their assessment of management\\'s honesty and integrity. 

D. Using third party confirmations to provide support for management\\'s representations. 

Correct Answer: C 

Explanation: Choice "c" is correct. The auditor should consider that fraud might occur regardless of any past experience
with the entity. An assessment of management\\'s honesty and integrity performed during the previous year would not
necessarily be relevant to the current year\\'s audit. Choice "a" is incorrect. An auditor might apply professional
skepticism by performing additional audit procedures designed to improve the reliability of evidence. Choice "b" is
incorrect. Corroborating management\\'s Explanation: s is an example of the application of professional skepticism,
since the auditor is obtaining additional support rather than simply accepting the Explanation: as given. Choice "d" is
incorrect. Using third party confirmations to provide support for management\\'s representations is an example of the
application of professional skepticism, since the auditor is obtaining additional support rather than simply accepting the
explanation: as given. 

 

QUESTION 10

According to the FASB conceptual framework, the quality of information that helps users increase the likelihood of
correctly forecasting the outcome of past or present events is called: 

A. Feedback value. 

B. Predictive value. 

C. Representational faithfulness. 

D. Reliability. 

Correct Answer: B 

Explanation: Choice "b" is correct. The quality of information that helps users increase the likelihood of correctly
forecasting the outcome of past or present events is called predictive value. Forecasting is predicting. Choice "a" is
incorrect. The quality of information that helps users increase the likelihood of correctly forecasting the outcome of past
or present events is called predictive value, not feedback value. Feedback value enables decision makers to confirm
prior expectations or to adjust or correct the decisions made previously. Choice "c" is incorrect. The quality of
information that helps users increase the likelihood of correctly forecasting the outcome of past or present events is
called predictive value, not representational faithfulness. Representational faithfulness is the agreement between
financial reporting and the resources or events represented. Choice "d" is incorrect. The quality of information that helps
users increase the likelihood of correctly forecasting the outcome of past or present events is called predictive value, not
reliability. Reliability is the combination of neutrality, representational faithfulness, and verifiability. 

 

QUESTION 11
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Which of the following statements is the best definition of real property? 

A. Real property is only land. 

B. Real property is all tangible property including land. 

C. Real property is land and intangible property in realized form. 

D. Real property is land and everything permanently attached to it. 

Correct Answer: D 

Explanation: 

Choice "d" is correct. Real property includes land and all items permanently affixed to the land (e.g., 

buildings, paving, etc.) 

Choice "a" is incorrect. Real property includes more than just the land (as per the explanation above); it 

includes all items permanently affixed to land. 

Choice "b" is incorrect. "All" tangible property could include moveable personal property and is therefore, 

incorrect. 

Choice "c" is incorrect. "Intangible property in realized form" is a distracter and a contradiction in terms. 

 

QUESTION 12

To measure how effectively an entity employs its resources, an auditor calculates inventory turnover by dividing average
inventory into: 

A. Net sales. 

B. Cost of goods sold. 

C. Operating income. 

D. Gross sales. 

Correct Answer: B 

Explanation: 

Choice "b" is correct. The appropriate numerator for calculating inventory turnover is cost of goods sold. 

Cost of goods sold is the expense most clearly associated with the sale (turnover) of inventory, which is 

priced at acquisition cost, not selling price. 

Choice "a" is incorrect. Net sales is a measure of revenue that reflects the price at which inventory was 

sold, not its recorded inventoriable value. 
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Choice "c" is incorrect. Operating income does not tie specifically to the recorded value of inventory sold 

because it reflects the sales price after all operating expenses. 

Choice "d" is incorrect. Gross sales is a measure of revenue that reflects the price at which inventory was 

sold, not its recorded inventoriable value. 

 

QUESTION 13

Mosh, a sole proprietor, uses the cash basis of accounting. At the beginning of the current year, accounts receivable
were $25,000. During the year, Mosh collected $100,000 from customers. At the end of the year, accounts receivable
were $15,000. What was Mosh\\'s gross taxable income for the current year? 

A. $75,000 

B. $90,000 

C. $100,000 

D. $110,000 

Correct Answer: C 

Explanation: Choice "c" is correct. The facts state that cash collections from customers were $100,000 and as a cash
basis taxpayer this is the amount of Mosh\\'s gross taxable income for the year. Note that according to the formula
BASE - we can determine the amount of sales = $90,000, but that would give us accrual, not cash basis, income. 

Choice "a" is incorrect. See explanation above. 

Choice "b" is incorrect. $90,000 is the amount of sales that would be Mosh\\'s taxable income if Mosh were 

an accrual basis taxpayer. 

Choice "d" is incorrect. See explanation above. 

 

QUESTION 14

A basic determinant of the elasticity of demand for a normal good is the: 

A. Length of time producers have to respond to market changes. 

B. Number of substitutes available for the product. 
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C. Number of sellers of the product. 

D. Number of complements available for the product. 

Correct Answer: B 

Explanation: 

Choice "b" is correct. The change in demand for a product, based upon a given change in that product\\'s 

price, is dependent on whether or not other (presumably cheaper) goods can be substituted for the 

product. 

Choice "a" is incorrect. The elasticity of supply (not demand) would take into account the response time 

producers might have to market changes. 

Choice "c" is incorrect. The number of sellers is irrelevant when calculating the elasticity of demand. 

Choice "d" is incorrect. A complement good\\'s demand is the same as the primary good. For example, an 

increase in the demand for a given food would cause the demand for its complement to also increase. 

The increased demand of the complement is irrelevant when calculating the elasticity of demand. 

 

QUESTION 15

On January 2, 20X5, to better reflect the variable use of its only machine, ABC, Inc. elected to change its method of
depreciation from the straight-line method to the units of production method. The original cost of the machine on
January 2, 20X3, was $50,000, and its estimated life was 10 years. ABC estimates that the machine\\'s total life is
50,000 machine hours. Machine hours usage was 8,500 during 20X4 and 3,500 during 20X3. ABC\\'s income tax rate is
30%. ABC should report the accounting change in its 20X5 financial statements as a(n): 

A. Cumulative effect of a change in accounting principle of $2,000 in its income statement. 

B. Adjustment to beginning retained earnings of $2,000. 

C. Cumulative effect of a change in accounting principle of $1,400 in its income statement. 

D. None of the above. 

Correct Answer: D 

Explanation: Choice "d" is correct. A change in the method of depreciation is now considered to be both a change in
method and a change in estimate. These changes should be accounted for as changes in estimate and handled
prospectively. The new depreciation method should be used as of the beginning of the year of change and should start
with the current book value of the underlying asset. No retroactive or retrospective calculations should be made, and no
adjustment should be made to retained earnings. The cumulative effect treatment on the income statement was the
treatment of most changes in accounting principle prior to SFAS No. 154. The adjustment to beginning retained
earnings is the treatment now given to changes in accounting principle by SFAS No. 154. However, a change in
depreciation method is no longer accounted for as a change in accounting principle. Choices "a", "b", and "c" are
incorrect, per the above explanation. 
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