AuditorS’ Report
Ans. 1
First of all, we should set an appropriate materiality level from the given information to analyze the significance issue. The appropriate level of materiality for a profit oriented entity may be 5% of profit tax i.e. Rs.1.25 million (25 million* 5%)
Lease Rentals
This is not clearly mentioned in the question whether lease is an operating or finance lease. If lease is an operating lease then no amounts should be recorded in balance sheet as asset or liability, and rental paid should be charged as an expense. In this case no qualification is required in an audit report. This fact is not necessary to state in emphasis of matter paragraph ( as excessive use of emphasis of matter paragraph and other matter paragraph is discouraged)
If lease is finance lease, then lower of fair value of asset and present value of minimum lease payment should be captilized and liability recorded in balance sheet. Appropriate depreciation should be charged on lease hold asset. In this case, adjustment should be incorporated in financial statements. Disclosure in financial statement is not a substitute for correct accounting treatment. If management does not adjust financial statement, this is a misstatement of amounts is financial statement. Auditor should express qualified opinion (if matter is material) or adverse opinion ( if matter is both material and pervasive)
Deferred Tax Asset
According to accounting standard, deferred tax asset should be recorded in all deductible temporary difference unless future taxable profits are not available against which this can be setoff or deferred tax asset arises from initial recognition assets or liabilities in certain transaction. Auditor should look whether non-recording of deferred tax is justified. If so management disclose the fact in financial statement and auditor need not mention in auditor report. If non-recording is not, this is misstatement of amounts in financial statement . as the matter is material Auditor should express qualified opinion
Ans,2

Issue 1 – understatement of sales income
(i) Audit procedures
· Discuss the issue with the other directors of the company so that they are aware of the matter and its seriousness
· Perform further substantive audit work, such as detailed analytical review, to confirm the extent of the understatement
· Obtain a written management representation letter point of the estimate of the amount of the fraud
(ii) Potential effect on audit report
As this issue is material, the understatement of sales income representing 5% of total revenue for the
year, it is likely to have a negative effect on the audit report. The report should include a qualified
opinion on the basis of an inability to obtain sufficient appropriate audit evidence on sales for the year. The audit report should provide details of this matter giving rise to the qualified opinion in a
‘Basis for qualified opinion’ paragraph.
Issue 2 – personal use of boat
(i) Audit procedures
· Discuss the issue in more detail with the director concerned
· Through discussion, find out whether the director purchased the boat and if so, agree the amount to the cash book and bank statements and non-current asset register
· Review financial statements to ensure correct disclosure as a director's benefit within directors' emoluments
(ii) Potential effect on audit report
Non-current assets on the statement of financial position will be overstated since they include a boat
that is used for personal use by one of the directors and not for the purposes of the business. Given
that non-current assets are likely to be material to the statement of financial position, this issue may
result in a qualified audit opinion on the basis that the overstatement of non-current assets has
resulted in the accounts being materially misstated. The value of the boat should be taken off the
statement of financial position and it should be reclassified as a benefit within the directors'
emoluments notes.
Ans.3
	Extract 1

Meaning
	

Purpose

	International Standards on Auditing prescribe the principles and practices to be followed by auditors in planning, designing and carrying out various aspects of their audit work. Members are expected to follow these standards.
	This confirms to the reader that best practice has been adopted by the auditor, assuring the reader that the audit has been properly conducted.

	Ethical requirements refer to the professional code of conduct followed by the auditor.
	This confirms that the auditor has acted professionally throughout the course of the audit.

	Reasonable assurance means that, based on the judgement of the auditor, sufficient work has been performed in order to form an opinion within a reasonable margin of error.
	This indicates however that not every balance and transaction has been considered in detail and as a result there could be additional errors apart from the non-depreciation of buildings.

	Audit work identifies material misstatements ie those that would affect the reader's assessment of the financial statements.
	This confirms that audit work is designed to identify significant issues, not necessarily all issues and therefore the identification of the issue concerning the non-depreciation of buildings is based on audit work carried out.

	Extract 2

Meaning
	

Purpose

	This explains that the accounting treatment of non- depreciation adopted by the company is not conducted in accordance with recognized practice as contained within the IASs.
	The basis of the auditor's conclusion that the accounts contain a misstatement is highlighted ie the non-depreciation of buildings. The reference to
the IASs gives authority to the auditor's opinion that the non-depreciation is incorrect.

	Extract 3

Meaning
	

Purpose

	The depreciation provision in the financial statements is understated by Rs. 420,000.
	This explains the adjustment which should have been made in the financial statements and quantifies the effect of the non-depreciation so that the reader can assess the impact. It also indicates the depreciation policy so that the reader can understand the basis of the adjustment.

	Extract 4

Meaning
	

Purpose

	Non-current assets, profit for the year and accumulated reserves are all materially misstated.
	This quantifies more specifically the effect of the adjustment on both the position statement balances and income statement.

	
Extract 5

Meaning
	

Purpose

	Based on the professional judgement of the auditors the financial statements are factual, are
free from bias and reflect the commercial substance of the business's transactions with the exception of the treatment of depreciation. This misstatement does materially affect the financial statements but does not render them meaningless overall.
	This highlights that the audit report is modified due on the basis the financial statements are not free from material missatement. The phrase 'except for' indicates that the misstatement relates to one specific issue but that in other respects the financial statements give a true and fair view.



b)
	(i)
	Imp

–
	act on audit report

The auditor would issue a modified audit opinion on the grounds that the accounts contain a

	
	
	material misstatement due to the continued non-depreciation of non-current assets.

	
	–
	Due to the significant impact of the adjustment (a profit to a significant loss) the auditor may conclude that the effect is both material and pervasive and issue an adverse opinion. Otherwise a qualified opinion will be issued.

	(ii)
	–
	The auditor would issue a modified audit opinion on the grounds the auditor was unable to obtain sufficient appropriate audit evidence. The auditor has been unable to confirm the existence of inventory by attending the inventory count leading to uncertainty regarding the inventory valuation.

	
	–
	The opinion is likely to be an 'except for the possible effects of..' opinion (rather than a disclaimer of opinion) indicating that whilst material adjustments may be required to the inventory balance in all other respects the financial statements give a true and fair view of the company’s financial position.


Ans.4
(a)
Action/reasons
· In order to comply with IAS 23, borrowing costs which meet its criteria should be capitalized.
· The company’s policy of expensing out the borrowing costs in spite of meeting the criteria for capitalisation is not in accordance with IAS 23 and needs to be changed.
· Costs of Rs. 15 million are material to the income statement, as reducing the expenses would increase profit by 13%.
Report implications / modification
· If management agrees to change the accounting policy, the firm should mention the concurrence statement in audit report that accounting policies have been consistently applied except for the changes as stated in the relevant notes with which the auditor concurs.

If management refuses to capitalize the borrowing costs or to change the accounting policies, the firm should give a qualified opinion (except for). Reason for the qualified opinion i:e material disagreement between management and auditors regarding accounting for borrowing costs, will be explained in “ Basis for Qualified Opinion” paragraph placed before opinion paragraph.
(b)  Matters significant to the Auditor 

(i) According to IAS-16 Property, Plant and equipment, if an item of property, plant and equipment is revalued, the entire class of property, plant and equipment to which that asset belongs shall be revalued. 

(ii) The increase due to revaluation of 7 of the 10 retail shops amounts to Rs. 70 million, which represents 18.67% of total assets and is therefore material to the statement of financial position. A disclosure will be required. 

(iii) The auditor should ask the management either to defer the revaluation to a period when all information related to all the shops is available from the valuer or revalue all the shops by requesting the valuer to submit his final report prior to audit completion. 

Implication on the Audit Report: 
If the management refuses to disclose the information about the outcome of valuation exercise, the audit report should be modified on the ground of disagreement with qualified” opinion. 

(c)  Matters significance to the Auditor 

(i)  According to IAS-38, internally generated brands shall not be recognized as intangible assets. Hence, the capitalization of internally generated brands is a contravention to the requirement of IAS-38. 

(ii)  The intangible asset is material as it represents 2.7% of total assets. 

Implications on the Auditor’s Report 
If the financial statements are not revised in accordance with IAS, the audit report should be qualified on the ground of disagreement with qualified opinion due to material misstatement.

Risk Assessment
Q.1
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ii) Enquiries
1. Enquire about management's views on the prospects for profitability of the planned new lines of business.
2. Enquire into any planned cost cutting to improve the company's profit margins.
3. Enquire into whether there have been any problems with the operation of the online ordering system.
Procedures
(1)  Obtain management's forecasts and projections and:
· Assess reasonableness of assumptions (for example, compare projected margins with those achieved by similar businesses)
·  Review projections to verify that they have been based on these assumptions
·  Review projections to check that all the information is consistent. For example, as the directors are planning to increase the inventory levels, check that allowance has been made for related increases in inventory holding costs.
· Calculate ratios, eg receivables days, to check reasonableness
(2)  Review loan agreements for terms and conditions of existing borrowings and consider whether it appears likely that interest and capital payments can be met.
(3) Review minutes of board and committee meetings to assess management's views of the proposed new lines of business.
(4) Review correspondence with bank for any indications of the current relationship between Parker and its bankers and the likelihood of the bank providing more finance
(5)  These reviews should all be continued in the period after the year end date right up to the date of the auditor's report.
(6)  Obtain written representations from management acknowledging their responsibility for:
·  Assessing the going concern status of the company
·  Making reasonable assumptions in preparing forecasts and projections
·  Deciding on the appropriate basis of preparation of the financial statements

Q.2
(a) Risk classification
· Risk classification helps management run the business because it is part of the overall process of identifying and assessing risks. Risk can exist on an individual department level or on a strategic level and will potentially affect all aspects of the business. As such it is an essential part of business management.
· Risk must be managed by the company. The company will aim to identify risk, determine a policy and implement a strategy. The classification of risk will be a key factor in deciding the best policy and how to implement the strategy.
· Risk classification enables effective use of resources. Resources can be directed towards dealing with high and medium risk problems so that the benefits are maximised.
· Risk classification assists management in adopting the right response to risk. For example a low risk might be accepted. A high or medium risk should be reduced (eg by instituting a system of internal control as protection) or transferred (eg by taking out insurance).

(b) Risks relating to trade receivables
(i) Small retail shops
This group of balances collectively is significant as it represents one third of the total value of
receivables. Risk is also affected by the increase in the insolvency rate of small shoe shops. However accounts that are overdue are medium risk (as opposed to high risk) as individual balances will not have a material impact on receivables overall as the amounts involved are comparatively small. Balances which are not overdue are low risk.
(ii) Large retail shoe shops
The overseas accounts are low risk as they pay for goods in advance although the fact that this business is being lost may represent a different type of risk to the business in future. Large overdue accounts are likely to be assessed as high to medium risk depending on the proportion which are overdue. This category in total accounts for approximately 22% of receivables. If the majority of these were overdue the risk would be high. If, as is more likely, fewer of these are overdue the risk is medium. The accounts which are not overdue are low risk.
(iii) Chains of discount shoe shops
The large overdue accounts will be medium/low risk. The risk is reduced from high/medium to medium/low in spite of the size of the accounts due to the fact that the shops are well established high street chains. Whilst they may take a little 'unofficial' credit it is unlikely that they will be unable to pay.
(iv) Mail order companies
Existing accounts will be low risk as there has been no history of bad debts in this category. The new accounts will be assessed as medium risk. New accounts would normally be assessed as high risk particularly where there are a large number of them as there are in this case. However as this category has not experienced any problems in the past the overall risk can be reduced to medium.
Q.3
a) [bookmark: bookmark1]Opening Balances:
(i) There is a risk that opening balances may not have been brought forward correctly from the previous year's financial statements as this is the first year of audit.
(ii) This risk is compounded by the fact that the retiring auditor was not willing to be re-appointed.
Actions to be taken to address the risk:
(iii) We need to review the previous period's accounting records and schedules to ensure that opening balances have been correctly brought forward to the current period.
(iv) If the predecessor auditor permits, review his working papers to ensure the correctness of the opening balances.
(v) Audit procedures performed in the current period may provide evidence relating to the correctness of opening balances.
We also need to consider the reasons on account of which the retiring auditor is not willing for re-appointment.
b) [bookmark: bookmark2]Foreign Cuurency Transactions:
As the imports of consumer goods will involve transactions in foreign currencies, there is a risk that gains or losses on translation of foreign currencies are wrongly credited/ debited to purchases instead of charging to Profit and Loss Account.
Actions to be taken to address the risk:
[bookmark: bookmark3]Perform test of controls to ensure that any gains/ losses arising on the translation of foreign currency are correctly recognized as per the requirements of International Financial Reporting Standards and appropriate exchange rates are used in translation of foreign currency.
c)	Overstatement/ Understatement of p purchases/ stocks/liabilities:
Since all goods are imported and 50% advance is paid at the time of ordering, the amount of purchases may be misstated resulting in misstatement of stock as well as payables.
Actions to be taken to address the risk:
(i) Check that purchases are recorded when all the risk and rewards of ownership are transferred to the company.
(ii) Ensure that the amount of deposit is properly reconciled with the pending orders and goods in transit
.
d) [bookmark: bookmark4]Insurance in transit:
Goods in transit may not be adequately insured.
Actions to be taken to address the risk:
Review the insurance policies at year end and match them with the consignments in transit.
e) [bookmark: bookmark5]Going Concern/Liquidity Issues:
(i) The company's existing bankers have declined to provide financing facilities to the company, which is indicative of a weakening relationship and risk of non- fulfilment of covenants of borrowing.
(ii) One of the major suppliers of the company has ceased operations. If the company is unable to find a suitable replacement, the company's results and liquidity may suffer.
Actions to be taken to address the risk:
(i) Discuss with management and assess the significance of the supplies from that particular supplier and the impact of disruption in supplies on the company's operations.
(ii) Discuss and review the related documentation to ascertain the reasons on account of which the company bankers had declined to provide further financing facility to the company, and assess its impact on the company's operations.

f) Overstatement of assets:
Increase in stock in trade and debtors may not be on account of increase in sales only. There may be other reasons, such as obsolete stocks and uncollectible debtors.
Actions to be taken to address the risk:
(i) Review the stock count procedures and the related documentation and assess whether adequate controls exist.
(ii) Ascertain the management's system of identification of obsolete and slow moving stock and assess whether appropriate controls exist.
(iii) Review age analysis of debtors to ensure that any long outstanding debt that requires provisioning is appropriately identified and adjusted.
(iv) Carry out substantive procedures (Confirmation, Aging Analysis etc.) based on your assessment of controls.

g) Misstatement of sales/ stock in trade:
Sales and stock in trade can be misreported/ misappropriated due to the fact that sales orders are taken over telephone and in the absence of strong controls over the processing of orders, there is a risk that sales/stock in trade can be misappropriated/ misreported through collusion among staff members.
Actions to be taken to address the risk:
(i)  Check whether summary of dispatches is confirmed with the list of orders by an independent person.
(ii) In the absence of proper segregation of duties between the approving and initializing authorities and other related controls, we need to consider the impact thereof on the extent of substantive procedures.
h) Unrecorded cash sales/ Misappropriation of cash:
(i) Cash sales can easily be misappropriated.
(ii) Teaming and lading is possible since day to day expenses are adjusted before the deposit of cash into bank.
Actions to be taken to address the risk:
(i) Evaluate and test the controls over cash receipts, at the retail outlets.
(ii) Perform analytical review on profit margins to identify any unusual trends.
(iii) In case of weak controls, or unusual results of the analytical procedures the extent of substantive testing may be enhanced.
i) Time schedule for audit:
Tight audit deadlines may restrict the:
(i) Extent of procedures that may be carried out.
(ii) Time available for review of subsequent events.
(iii) Being a new client the restriction may represent a more serious threat.
Actions to be taken to address the risk:
Working papers should be independently reviewed by second partner, especially those related to judgmental and high risk areas.


Auditors’ Appointment
Ans.1
i) Romeo Supermarket Limited:
Providing due diligence services to the client (RSL) whose interests are in conflict with your other assurance client (Juliet Limited) in relation to the transaction in question may create a self-review threat or threat to objectivity or confidentiality or professional behavior.
However, the firm can provide such services provided it notifies JL of the firm’s business interest or activities that may represent a conflict of interest, and obtains its consent for accepting the assignment. In such case the following safeguards should also be considered:

· The use of separate engagement teams;
· Additional procedures to restrict access to confidential information to concerned personnel only.
· Clear guidelines to members of the engagement team on issues of security and confidentiality;
· The use of confidentiality agreements signed by employees and partners of the firm; and;
· Regular review of the application of safeguards by a senior individual not involved in relevant client engagements.
ii)	Sher Bano Limited:
· Family and personal relationships between a member of the assurance team and SBL Director Marketing may create: 
· threat to independence;
· self interest threat;
· familiarity threat; or
· intimidation threat
· The significance of the above threat should be evaluated and the following safeguards should be considered to reduce the threat to an acceptable level:
· Removing the individual from the assurance team;
· Where possible, structuring the responsibilities of the assurance team so that the professional does not deal with matters that are within the responsibility of the immediate family member;
· Policies and procedures to empower staff to communicate to senior levels within the firm any issue of independence and objectivity that concerns them
iii)
· The payment of such referral fee create a:
· self interest threat to objectivity; and
· self interest threat to professional competence and due care.
· Before referring the assignment, your firm should disclose to the client about the arrangement to receive a referral fee from Marvi & Company.

Ans.2
Audit Partner
Mr Ambitious has been the audit partner on the audit of Walnut for the last eight years. His independence and objectivity are likely to be impaired as a result of this close relationship with a key client and its senior management.
This threat could be addressed by appointing another audit partner to the audit of Walnut and rotating partners at suitable intervals thereafter.
Tax Fees Outstanding
There are taxation fees outstanding from Walnut for work that was done six months previously. In effect,
Green House & Co are providing an interest-free loan to Walnut. This can threaten independence and objectivity of the audit firm as it may not want to qualify the accounts in case the outstanding fees are not paid.
This can be addressed by discussing the issue with the directors of Walnut and finding out why the fees have not been paid. If the fee is still not paid the firm should consider delaying the start of the audit work or even the possibility of resigning.
Fee Dependence
Walnut is one of Green House & Co's most important clients and the firm provides other services to this client as well as audit, including taxation services. Also the company is growing rapidly. Generally objectivity and independence are considered to be threatened if the fees for audit and recurring work exceed 10% of the firm's total fees for a listed client such as Walnut.
This threat could be mitigated by reviewing the total of the audit and recurring fee income from Walnut as a % of Green House & Co's total fee income on a regular basis and possibly limiting the provision of the other services if Walnut is providing 5-10% of the total fee income of the firm.
Relationship to Financial Director of Walnut plc
Mona Liza Ambitious, the daughter of Mr. Ambitious, has recently been appointed the Financial Director of Walnut. The independence of Mr. Ambitious could be threatened because of their close family relationship. The code of ethics does not define 'close family relationships' but lists factors that should be considered, such as the position the immediate family member holds with the client and the role of the professional on the assurance team.
As Financial Director, Mona Liza has direct influence over the financial statements and as engagement partner, Mr. Ambitious has ultimate responsibility for the audit opinion, so there is a clear threat to objectivity and independence.
This threat to independence could be mitigated by the appointment of another audit partner to this client.
Meal
The fact that Mona Liza Ambitious wants to take the audit team out for an expensive meal before the audit commences could be considered a threat to independence as it might influence the audit team's decisions once they start the audit of the financial statements. The ethics rules state that gifts or hospitality from the client should not be accepted if the benefit is significant.
[bookmark: _GoBack]This threat could be mitigated by declining the invitation.
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