Auditors’ Report
Q.1 
KIBOR & Co., a firm of Chartered Accountants, is engaged in the audit of City Cars Limited. The financial statements of City Cars Limited are prepared in accordance with International Accounting Standards and Interpretations issued by the International Accounting Standards Board and the International Financial Reporting Interpretations Committee respectively. You are the manager in charge of the audit and Zara, the senior in charge has submitted to you, the draft auditor’s report and financial statements for review.
The draft financial statements for the year ended December 31, 2004 show the following:
(Rs. in million)
Revenue 						540
Profit before taxation 					25
Total assets 						75
The draft auditor’s report on the financial statements shows the following extract of matter reported:
“As stated in note 5 and 6 to the financial statements, lease rentals paid amounting to Rs.18 million have not been reflected in the balance sheet but included in administrative expenses and deferred tax debit amounting to Rs.5 million has not been recognized in the accounts.
In our opinion, the financial statements give a true and fair view of the financial position of the Company as of December 31, 2004 and of the results of its operations and its cash flows for the year then ended in accordance with IASs as applicable in Pakistan.”
The relevant notes as stated in the financial statements are as follows:
Note:
(5)	 Rentals paid amounting to Rs.18 million in respect of assets acquired on lease are charged to the 	profit and loss account. The fair value of fixed assets acquired on leasing arrangement is Rs.40 	million.
(6)	 Provision for current taxation is based on taxable income determined in accordance with taxation laws at the current rate of taxation. The company accounts for deferred taxation using the balance sheet liability method on all temporary differences. However, as a matter of prudence, the 	company does not recognize net deferred tax debit balance which amounts to Rs.5 million as of 	the balance sheet date.
Required:
Give your comments on the above for submission to the audit partner for his review. (12)
Q.2 You are the audit manager in charge of the audit of MSV Co for the year ended 28 February 20X7. MSV Co is based in a seaside town and hires motor boats and yachts to individuals for amounts of time between one day and one week. The majority of receipts are in cash, with a few customers paying by debit card. Consequently, there are no trade receivables on the statement of financial position. The main non-current assets are the motor boats and yachts. The company is run by four directors who are also the major shareholders. Total income for the year was about Rs. 10 million.
The following issues have been identified during the audit.
Issue 1
Audit tests on sales indicate a deficiency in the internal control system, with a potential understatement of income in the region of Rs. 500,000. The deficiency occurred because sales invoices are not sequentially numbered, allowing one of the directors to remove cash sales prior to recording in the sales day book. This was identified during analytical procedures of sales, when the audit senior noted that on the days when this director was working, sales were always lower than on the days when the director was not working.									(8 marks)
Issue 2
During testing of non-current assets, one yacht was found to be located at the property of one of the directors. This yacht has not been hired out during the year and enquiries indicate that the director makes personal use of it. The yacht is included in the non-current assets balance in the financial statements.
(6 marks)
Required
For each of the issues above:
(i)  List the audit procedures you should conduct to reach a conclusion on these issues;
(ii)  Assuming that you have performed all the audit procedures that you can, but the issues are still unresolved, explain the potential effect (if any) on the audit report.



Q.3

a)
Unfortunately, you have been unable to resolve the matter regarding depreciation of buildings; the directors insist on not providing depreciation. You have therefore drafted the following extracts for your proposed audit report.
a)  '…We conducted our audit in accordance with International Standards on Auditing. Those Standards require that we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement (remaining words are the same as a normal unmodified report).
b)  As discussed in Note 15 to the financial statements, no depreciation has been provided in the financial statements which practice, in our opinion, is not in accordance with International Accounting Standards.
c)  The provision for the year ended 31 September 20X7, should be Rs. 420,000 based on the straight-line method of depreciation using an annual rate of 5% for the buildings.
d)  Accordingly, the non-current assets should be reduced by accumulated depreciation of Rs. 1,200,000 and the profit for the year and accumulated reserve should be decreased by Rs. 420,000 and Rs. 1,200,000, respectively.
e)  In our opinion, except for the effect on the financial statements of the matter referred to in the preceding paragraph, the financial statements present fairly, in all material respects ... (remaining words are the same as for an unmodified opinion paragraph).' 
The extracts have been numbered to help you refer to them in your answer.
Required
Explain the meaning and purpose of each of the above extracts in your draft audit report. (10 marks)

 b)
State the effect on your audit report of the following alternative situations:
(i)  Depreciation had not been provided on any non-current asset for a number of years, the effect of which if corrected would be to turn an accumulated profit into a significant accumulated loss.
(ii)  JonArc & Co were appointed auditors after the end of the financial year of Galartha Co. Consequently, the auditors could not attend the year end inventory count. Inventory is material to the financial statements.
(Note. You are not required to draft any audit reports.)
Q.4
You are the manager in charge on the audit of Hexa Garments Limited (HGL). The company is listed on the Karachi Stock Exchange and has nine directors. It is engaged in the manufacture and sale of fancy garments through its own retail outlets. You are considering the following matters in respect of the audit for the year ended December 31, 2009:

(a) The basis of preparation of financial statements states that these have been prepared in accordance with the International Financial Reporting Standards. However, the accounting policy note for borrowing costs states that all borrowing costs are expensed as incurred.
Results of audit tests show that borrowing costs expensed during the year include Rs. 15 million which relate to qualifying assets.

(b) According to the draft financial statements the total assets of the company are valued at Rs. 375 million. These include value of ten retail outlets amounting to Rs. 175 million. The valuation is based on historical cost less accumulated depreciation. During the year ended December 31, 2009, the management had decided to revalue all the retail outlets. The valuer appointed by the management has not been able to complete the assignment to date. However, he has submitted two interim reports as described below:
	
	Interim Report

	
	First
	Second

	Date of Report
	31/12/09
	20/02/10

	Number of shops revalued
	3
	4

	Book Value as on 31/12/2009 (Rs. In millions)
	40
	60

	Revalued amount
	70
	100



(c) During the year HGL has developed two new brands “Deebal” and “Kalachi” and has launched an aggressive marketing campaign for their promotion. The company has recognised the cost incurred on the campaign amounting to Rs. 10 million as an intangible asset. It is being written off over the estimated useful life of the brands i.e. four years.
Required:
Discuss the matters that may be of significance to you as an auditor, in respect of the above issues. Also explain their implications on the audit report. (16)


Risk Assessment
Q.1
You are the audit manager for Parker, a limited liability company which sells books, CDs, DVDs and similar items via two divisions: mail order and on-line ordering on the Internet. Parker is a new audit client. You are commencing the planning of the audit for the year ended 31 May 20X7. An initial meeting with the directors has provided the information below.
The company's turnover is in excess of Rs. 85 million with net profits of Rs. 4 million. All profits are currently earned in the mail order division, although the Internet division is expected to return a small net profit next year. Turnover is growing at the rate of 20% pa Net profit has remained almost the same for the last four years.
In the next year, the directors plan to expand the range of goods sold through the Internet division to include toys, garden furniture and fashion clothes. The directors believe that when one product has been sold on the Internet, then any other product can be as well.
The accounting system to record sales by the mail order division is relatively old. It relies on extensive
manual input to transfer orders received in the post onto Parker's computer systems. Recently errors have been known to occur, in the input of orders, and in the invoicing of goods following dispatch. The directors maintain that the accounting system produces materially correct figures and they cannot waste time in identifying relatively minor errors. The company accountant, who is not qualified and was appointed because he is a personal friend of the directors, agrees with this view.
The directors estimate that their expansion plans will require a bank loan of approximately Rs. 30 million, partly to finance the enhanced web site but also to provide working capital to increase inventory levels. A meeting with the bank has been scheduled for three months after the year end. The directors expect an auditor's report with an unmodified audit opinion to be signed prior to this time.
Required
(i)  Identify and describe the matters that give rise to audit risks associated with Parker.										(10 marks)
(ii)  Explain the enquiries you will make, and the audit procedures you will perform to assist you in making a decision regarding the going concern status of Parker in reaching your audit opinion on the financial statements. (6 marks)
Q.2
You are the internal auditor of a large private company, Twinkletoes. Twinkletoes manufactures a high volume of reasonably priced shoes for elderly people. The company has a trade receivables ledger that is material to the financial statements containing four different categories of account. The categories of account, and the risks associated with them, are as follows:
(i)  Small retail shoe shops. These accounts represent nearly two thirds of the accounts on the ledger by number, and one third of the receivables by value. Some of these customers pay promptly, others are very slow;
(ii)  Large retail shoe shops (including a number of overseas accounts) that sell a wide range of shoes. Some of these accounts are large and overdue;
(iii)  Chains of discount shoe shops that buy their inventory centrally. These accounts are mostly well established 'high street' chains. Again, some of these accounts are large and overdue; and
(iv)  Mail order companies who sell the company's shoes. There have been a number of large new accounts in this category, although there is no history of bad debts in this category.
Receivables listed under (ii) to (iv) are roughly evenly split by both value and number. All receivables are dealt with by the same managers and staff and the same internal controls are applied to each category of receivables. You do not consider that using the same managers and staff, and the same controls, is necessarily the best method of managing the receivables ledger.
Twinkletoes has suffered an increasing level of bad debts and slow payers in recent years, mostly as a result of small shoe shops becoming insolvent. The company has also lost several overseas accounts because of a requirement for them to pay in advance. Management wishes to expand the overseas market and has decided that overseas customers will in future be allowed credit terms.
Management has asked you to classify the risks associated with the receivables ledger in order to manage trade receivables as a whole more efficiently. You have been asked to classify accounts as high, medium or low risk.
Required
(a)  Classify the risks relating to the four categories of trade receivables as high, medium or low and explain your classification. (8 marks)
Note. More than one risk classification may be appropriate within each account category.
(b)  Describe the internal controls that you would recommend to Twinkletoes to manage the risks associated with the receivables ledger under the headings: all customers, slow paying customers, larger accounts, and overseas customers. (8 marks)
Q.3
Your firm has recently been appointed as the statutory auditor of Chaudhry Limited (CL) for the year ending 31 December 2011. The previous auditors, from whom your firm has received professional clearance, did not wish to be re-appointed as auditors.
CL is involved in the supply of imported consumer products. The company has its own retail outlets in all major cities. It also supplies goods to large retailers most of whom are allowed 45 days credit. Time required to import the goods is approximately two months. 50% of the amount is paid at the time of booking of order and the remaining amount is paid at the time of receipt of goods. The goods are required to be insured by CL.
CL’s suppliers are mainly based in Middle East. Due to political disturbances, a major supplier has recently ceased its operations.
All imported goods are initially placed in a warehouse in Karachi. Supplies are made against orders which are mostly received over telephone by the sales department. The warehouse in-charge prepares a summary of all dispatches which is approved by the sales manager, on a daily basis. Stock records are computerised. Physical stock taking is carried out on a regular basis, at the warehouse as well as retail outlets. Therefore, a 100% physical count is not undertaken at the year-end.
Day to day expenses of the retail outlets are paid out of cash receipts from customers. Balance cash is deposited into the bank on a daily basis.
The management accounts show that the company has not been able to achieve the sales target for the current year although the sales have increased by 12% as compared with the same period in 2010. Stocks and trade debtors have significantly increased and the management attributes this to be on account of increase in sales.
CL is planning to expand its business and intends to fund the expansion through a bank loan. CL’s existing bankers have declined to increase the borrowing limits and therefore, the company has approached another banker for the loan. The management has requested you to complete the audit by 15 February 2012 to enable it to submit the audited financial statements to the new bankers.
Required:
Identify and evaluate the audit risks in the above situation and specify the audit procedures that you would perform to address those risks. (22 marks)


Auditor Appointment

Q.1
You are the audit manager in Farhad and Company, Chartered Accountants. You have specific
responsibility for assessing the risks associated with the firm’s existing and proposed listed clients.
Presently the following matters are under your consideration:
(i)  Romeo Supermarket Limited (RSL), a large chain of super markets, has approached your firm to perform financial due diligence of one of your audit client, Juliet Limited (JL), which is a listed company. RSL intends to acquire 80% shareholding in JL.
(ii)  Sherbano Limited (SL) has requested your firm to provide a consent letter for acting as its auditors. The wife of a partner in your firm is the Director Marketing in SL.
(iii)  One of your assurance clients has requested your firm to provide consultancy services in relation to a proposed transaction with a company based in Singapore. As your firm does not have the expertise to undertake that assignment, it is considering to refer the assignment to Marvi & Company, Chartered Accountants. It is expected that your firm would receive a commission of 15% of the assignment fee from Marvi & Company.
Required:
Discuss the categories of threats involved in each of the above situations and advise the partners as
regards the possible course of action that may be followed. (15 marks)
Q.2
You are an audit manager in Green House & Co, a firm of Chartered Accountants. You are preparing the engagement letter for the audit of Walnut, a public limited liability company, for the year ending 30 June 2006.
Walnut has grown rapidly over the past few years, and is now one of your firm's most important clients. Walnut has been an audit client for eight years and Green House & Co has provided audit, taxation and management consultancy advice during this time. The client has been satisfied with the services provided, although the taxation fee for the period to 31 December 2005 remains unpaid.
Audit personnel available for this year's audit are most of the staff from last year, including Mr. Ambitious, an audit partner and Mr. Ali, an audit senior. Mr. Ambitious has been the audit partner since Ancients became an audit client. You are aware that Mona Liza Ambitious, the daughter of Mr. Ambitious, has recently been appointed the financial director at Walnut.
To celebrate her new appointment, Mona Liza has suggested taking all of the audit staff out to an expensive restaurant prior to the start of the audit work for this year.
Required
Identify and explain the risks to independence arising in carrying out your audit of Walnut for the year ending 30 June 2006, and suggest ways of mitigating each of the risks you identify. (12 marks)
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