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Chapter # 01 ISA-200

Objective of Audit

Q.1  Spring 2013
Briefly describe the meaning of professional judgment. Explain its importance in the context of an
audit and identify the key decisions/areas where an auditor may need to apﬂy professional

judgment. Marks)

F o N

Answer: i "
Professional Judgment: A
It means making informed decisions by a professional accountant about the s of actions that

are appropriate in the circumstances during an audit engagement, in_ the context of auditing,

accounting and ethical standards and by applying the relevant training, experience.
‘Why Professional Judgment is necessary;
Professional judgment is essential to the proper conduct of an audit. This is because interpretation of

relevant ethical requirements and the ISAs and the i e
cannot be made without the application of relevant nd<experience to the facts and
circumstances.

¢ Materiality and audit risk.
¢ The nature, timing and extent of audit proce used to meet the requirements of the ISAs
and gather audit evidence.
e Evaluating whether sufficient iate audit evidence has been obtained to achieve the
objectives of the auditor.
e The evaluation of ma judgments in applying the entity’s applicable financial
reporting fra i ici
e The drawing of ¢
reasonableness of

statements. ‘ ;

arMestion requiring candidates to describe the meaning of professional
he key areas of its application. Although only few candidates scored full
umber managed to do well. Whilst describing the meaning though, most
ed about application of knowledge and experience to make decisions. The fact

usion d on the audit evidence obtained, for example, assessing the
ates made by the management in preparing the financial

Further, instead of stating the “key” areas, some candidates wasted time in mentioning various
auditing techniques such as sampling and also discussed auditing procedures, which were not
relevant.

StandardWise Past Papers with Examiner’s Comment | Chapter # 011SA-200
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0.1  Autumn 2009
(a) Briefly highlight the management’s responsibilities relating to the financial statements?
(07 Marks)

(b) During the audit team planning meeting, a member of the audit team passed a comment that
based on past experience with the client, he was confident that the management of the client
was honest and there was no issue as regards management integrity or risk of fraud in the
Company. The audit manager responded that the auditor should always maintain an attitude

of professional skepticism throughout the audit. o
Required:
Briefly describe ‘Audit Skepticism’ and elaborate on the response of the audit er.
8
Answer: D &
(a) The management’s responsibilities in relation to the financial st ts include the
following:

a. The overall responsibility for the preparation and p the financial

statements.

b. Identifying the financial reporting framework t
presentation of the financial statements.
c. Designing, implementing and maintaining i ontrols relevant to the

d. Selecting and applying appropriate
e. Making accounting estimates that a

(b) Audit Skepticism:
Audit skepticism is an attitude
should recognize the fact t
statements to be materially
with a questioning min

rofessiox skepticism which means that the auditor
stances may exist that may cause the financial
nsequently, he should make a critical assessment
of audit evidence obtained. He should remain alert to

r brings into question the reliability of documents and
reliability of other information obtained from management

€ va

ditor cannot be expected to disregard past experience of the honesty and
e entity’s management and those charged with governance, the auditor’s
professional skepticism is particularly important in considering the risks of
ial misstatement on account of changes in circumstances.

- Chapter #01 ISA-200 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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Chapter # 02 ISA-210

Agreeing the Terms of Audit
Engagement A

0.9  Autumn 2012 “ "
. . . . . . ‘ 1 -
List the important matters that are required to be included in an audit engagen@MIarks)

Answer:

Key Components of Audit engagement letter:
The objective and scope of the audit of financial statements;
The responsibilities of the auditor;

The responsibilities of management;
Identification of the applicable financial reporting fr.
statements;
= Reference to the expected form and content o
= A statement that there may be circumstances i

and content.

n
n
n
" preparation of the financial

issued by the auditor and;
ort may differ from its expected form

Examiner’s Comment:

This was an easy question and the st
was to list the important matters re
some students wasted time in writing t
each key component.

e able to fulfill the requirement of the question which
included in an audit engagement letter. However,
tire engagement letter or giving further details about

Q.3  Spring 2012 -
An auditor may ag,;e 2 a e in the terms of engagement provided there is a reasonable

justification for d

Required: ‘ V

(a) Li es in which the management may request the auditor to change the terms of
(b) %;/lha eoslrg[ be considered by the auditor before accepting a change in the terms of the
(© irilgcaé eps that the auditor should consider, if he is unable to agree to a change in the terms of

engagement. (09 Marks)
Answer:

(a) Circumstances in which the management can request the auditor to change the terms of audit
engagement:
i.  Change in circumstances affecting the need for the service.
ii. A misunderstanding as to the nature of an audit as originally requested.

StandardWise Past Papers with Examiner’'s Comment | Chapter # 021SA-210
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1ii. A restriction on the scope of an audit engagement, whether caused by management or
caused by other circumstances.
(b) Factors that are to be considered by the auditor before accepting the change in terms of
engagement:
1. Justification provided for changing the terms of engagement.
ii.  The information in respect of which the change is requested by the management.
iii.  Legal or contractual implications of the change.

(c) Steps that the auditor can take, if he is unable to agree to a change in terms O&agéement:

If the auditor is unable to agree to a change in the terms of the audit engagem nd is not
permitted by management to continue the original engagement, the auditor shall: ‘f"“

1.  Withdraw from the audit engagement where possible under applicable la ation; and
1i.  Determine whether there is any obligation, either contractual or ot @ e, to report the
circumstances to other parties, such as those charged with governance, owners or regulators.

Examiner’s Comment:

This was a knowledge based question on engagement letter an as straight from the
Auditing Standards. The approach to the question
students mentioned all the points. Most students di
Auditing Standard. In part (a) there was too much el
change in management, ownership and/or WSS eas. following factors were rarely
mentioned:

e Misunderstanding about the original assignment.
e Restriction on the scope of an audit engagement, whether caused by management or caused
by other circumstances.

Part (b) required identification of th
accepting a change in the terms of en,
1). The information in respect o
i1). Legal or contractual implicati change.

tter and most students were able to mention that if a
eptable to the auditor he may consider withdrawing from

ors that%ould be considered by an auditor before

hich it may become necessary to revise the terms of audit engagement for
(07 Marks)

1.  Any indication that the entity misunderstands the objective and scope of the audit.
ii.  Any revised or special terms of the audit engagement.
iii. A significant change in the ownership.
iv. A significant change in nature and size of the entity’s business.
v. A change in legal or regulatory requirements.
vi. A change in the financial reporting framework adopted in the preparation of the financial
statements.

- Chapter #02 ISA-210 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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vii. A change in other reporting requirements.

Examiner’s Comment:

This proved to be an easy question. A large number of students seemed well prepared on this topic
and were able to narrate the relevant points correctly.

Q.1  Spring 2011
Strawberry Pakistan Limited (SPL) was incorporated on March 1, 2011. The directors of SPL are in

the process of appointing the first statutory auditor of the company. They have r d your firm
to submit a proposal for the statutory audit assignment. A partner of your firm has ask u to draft
the proposal after assessing whether the preconditions for the audit exist. { O
L 4
. A W
Required: A 4
(a) Briefly discuss the term ‘preconditions for an audit’.
(b) What are the steps that you would perform in order to ensure that preconditi for the audit
exist?
(c) Discuss whether your firm may or may not accept the assignm eo preconditions for
the audit is not present. (15 Marks)
Answer:
(a) Preconditions for an audit are as follows:
1.  An acceptable financial reporting fra rk has ed by the management in the

ii.

11.

ation of the financial statements;
itional information that the auditor may request from management for the

purpose of the audit; and

unrestricted access to persons within the entity from whom the auditor determine it

necessary to obtain audit evidence.

(c) If a precondition for an audit is not present, the matter would be discussed with the
management. Unless required by law or regulation to do so, we will not accept the proposed
audit engagement, if the pre-conditions are not met.

StandardWise Past Papers with Examiner’s Comment | Chapter # 02ISA-210
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However, if the financial reporting framework is prescribed by law or regulation and it would
have been unacceptable but for the fact that it is prescribed by law or regulation, the audit
engagement will be accepted only if the following conditions are met:

1. Management agrees to provide additional disclosures in the financial statements to avoid
the financial statements being misleading;
i. It is recognized in the terms of the audit engagement that:

» Qur report on the financial statements will incorporate an Emphasis of Matter
paragraph, drawing users' attention to the additional disclosures.

*  Qur opinion on the financial statements will not include such p s as "present
fairly, in all material respects," or "give a true and fair view" unless it pressively
required to be stated under the law or regulation. & @

. N
If the above conditions are not present and still we are required by law or re on to undertake
the audit engagement, we shall: -

1. evaluate the effect of the misleading nature of the financial s port; and
i. include appropriate reference to this matter in the terms agement
Examiner’s Comment:

a) Most of the candidates identified the appropriate iti audit and started well in
the question. However, due to lack of grip over a standards many students were
found deviating from the preconditions listed in ISA

b) The overall performance of a large number of vas good. However, most of them

t is not present, the auditor should not
accept the assignment. Consequently, very few students could explain as to what the auditor

should do if he has to accept the t on acco

Q.8  Spring 2010
(a) A prestigious company has

ur firm to accept appointment as its external auditor.

State the matters our 1d consider before accepting the engagement. (04 Marks)

(b) The auditor of a parent com is also the auditor of its subsidiary. List the factors that the
auditor should t 0a t while deciding whether a separate engagement letter should be
sent to the subsi (03 Marks)

(¢) Your fir beeMe auditor of Mujahid Limited (ML) for many years. Before the

e current year’s audit ML has requested that some changes be made in the

(03 Marks)
(i1). Discuss the important points which should be considered before accepting the changes in the
terms of engagement. (05 Marks)

Answer:
(a) Before accepting the audit, our firm should consider the following:

(i) Whether the firm is technically competent to act as auditors?
(i1) Does it possess the resources necessary to carry out the engagement?

n Chapter #02 ISA-210 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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(ii1) Could there be any self interest threat involved?
(iv) Are there any professional reasons for not accepting the engagement?

(b) When the auditor of a parent entity is also the auditor of its subsidiary, the factors that influence
the decision whether to send a separate engagement letter to the subsidiary include the
following:

(i) Who appoints the auditor of the subsidiary?

(iii) Legal requirements.

(i) Whether a separate auditor’s report is to be issued on the subsidiary. ’A\
s N

(iv) The extent of work performed by other auditors, if any.

. { O
(v) Degree of ownership by parent. B
(vi) Degree of independence of the subsidiary’s management. . 4

(c¢) (i) The change in the terms of engagement may result from:

I.  achange in circumstances affecting the need for the servi
II.  a misunderstanding as to the nature of the audit o related service originally
requested.
ITII.  a restriction on the scope of the engagement eth sed by management or
caused by circumstances.
(i1). In response to the request for changeNLe te e engagement the firm should

consider the following:

Appropriateness of such a request for change by considering carefully the reason given
by Mujahid Limited.

in case the change results i
assess whether or not 1
the 1mpos1t10ns of su,

iction on the scope of the engagement, the firm should

relates to i orm t is incorrect, incomplete or otherwise unsatisfactory.

Before agre ange the terms of engagement the auditor should consider any
legal al implications of the change to assess whether it would still be
le to out the audit in accordance with ISAs.

StandardWise Past Papers with Examiner’s Comment | Chapter # 02ISA-210 _



(oo pa S L VAV E W iz [AUDITING FOR CA]

Chapter # 03 ISA-220
Quality Control

0.2  Autumn 2010

During the course of the audit, effective consultation helps to address the difficult or contentious
matters that may arise within the engagement team or between the engagement teAam and others,

within or outside the firm. ’\

. s N
Required: . %
(a) What are the responsibilities of an audit engagement partner in this regard? May
(b) How can an auditor ensure that consultations involving difficult or co s matters have
been appropriately documented? (03 Marks)
Answer:
(a) The engagement partner should:
1.  take responsibility for the engagement team undertaking ap i onsultation on difficult
or contentious matters.
1i.  be satisfied that members of engagement team en appropriate consultation
during the course of the engagement.
iii.  be satisfied that the nature and scope of, resulting from, such consultations

are agreed with the party consulted and
iv.  determine that conclusions resulting from s

(b) Appropriateness of the documentati n be ensured from the following:
1. It should be sufficiently comp

(i1) Does it possess the resources necessary to carry out the engagement?
(ii1) Could there be any self interest threat involved?
(iv) Are there any professional reasons for not accepting the engagement?

Chapter #03 ISA-220 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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Chapter # 04 ISA-230
Audit Documentation

Q.6  Spring 2011
You are the training manager at Guava & Co., Chartered Accountants. Some trainees in the firm
have requested you to clarify the following issues: A

(a) Can the auditor discard any audit document, forming part of his opinion, after the issuance of
the auditor’s report? ’4—"‘

(b) The changes that can be incorporated during the final file assembly process citing three such
examples. \ W

(c¢) The circumstances under which it becomes necessary to modify the existi it documents or
add new audit documents after the issuance of the auditor’s report and the ters that should be
documented in such a situation.

Required:

Offer appropriate explanations for each of the above issues. (11 marks)

Answer:
(a) After the assembly of the final audit file the auditor shall not delete or
discard audit documentation of any nature be e retention period.

The firm should establish its own policies a
documentation. The retention period for audit yagement ordinarily is no shorter than five
years from the date of auditor’s rep

(b) Changes in the audit documentati ing the final file assembly process may only be made if

1) Deleting or discar
i1) Sorting, collating a

=]

erencing working papers;

ii1) Signing off on co ecklist relating to file assembly process;

iv) Documenti idence that the auditor has obtained, discussed and agreed with the
releva embe e engagement team before the date of the auditor’s report.

circumstances, the auditor performs new or additional procedures or draws

(c¢) Und eptio
usions after the date of the Auditor’s report. In this relation the auditor should

1) The circumstances encountered.

i) The new or additional audit procedures performed, audit evidence obtained, and conclusion
reached, and their effect on the auditor’s report.

ii1) When and by whom the resulting changes to audit documentation were made and reviewed.

Examiner’s Comment:

a) This part was well attempted except that few candidates mentioned the minimum retention
period of six or ten years instead of five years. However, a large number of students could

StandardWise Past Papers with Examiner’s Comment | Chapter # 04ISA-230
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not state that each firm should establish its own policies and procedures for retention of
engagement document, subject to the above limitation.

b) Very few candidates seemed to have exact knowledge of what was required. Very few of
them could quote appropriate examples such as deleting/discarding of superseded
documents, cross referencing and signing off etc.

¢) Some candidates listed the new audit documents that could be added to audit files but could
not mention the circumstances which may necessitate the modification of existing audit
documents or adding of new audit documents after the issuance of the auditor’s report.

F N

Q.4 Spring 2010 ’\
The preparation of working papers is an integral part of the auditor’s responsibiliti{s‘.'mﬁfy the
factors that the auditor should consider while determining the form, content and ‘extent udit
working papers. marks)
Answer:
The auditor should consider the following factors while determinin for tent and extent of
audit working papers.

1) The nature of the audit procedures to be perfi

i1) The identified risks of material misstatement;

111) The extent of judgment requ1red in performing the aluating the results

v) The nature and extent of exceptions identi
vi) The need to document a conclusion or th

You work as assistant manager in-one o ding firm of chartered accountants. Your partner has
S some of the newly recruited staff. As part of this

presentation, you are slain the nature and objectives of maintaining ‘Audit

Documentation.’ (10 Marks)
P N

Answer:

Nature and obj es of maintaining Audit Documentation

ould provide:
e auditor’s basis for a conclusion about the achievement of the overall

Audit documentation serves a number of additional purposes, which include:
» Assisting the engagement team to plan and perform the audit.
= Assisting members of the engagement team responsible for supervision, to direct and
supervise the audit work and to discharge their review responsibilities.
» Enabling the engagement team to be accountable for its work.
= Retaining a record of matters of continuing significance to future audits.
= Enabling the conduct of quality control reviews and inspections.

Chapter # 04 ISA-230 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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= Enabling the conduct of external inspections in accordance with applicable legal, regulatory
or other requirements.

StandardWise Past Papers with Examiner’'s Comment | Chapter # 041SA-230
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Chapter # 05 ISA-240

Fraud

0.1 Autumn 2010

You are the Audit Manager on the audit of Al-Salam Pakistan Limited (ASPL) year ended
June 30, 2010. ASPL is engaged in the manufacture of a wide range of plastic pr ts. While
reviewing the initial work performed by the audit team, the following matters havﬁcmo your
notice: - -4

A W
.. AW

the quantity of

1). The quantity of material scrapped during the year is materially differe
scrap sold. The company’s records show nil balance both at the begi

er, it has been noted
that sales in the last two weeks of June 2010 have been exce igh and represent 15%
of the annual sales. The audit working pape observations in respect of

the above:
= 70% of the sales in the last two:w e were made to two new customers
whose credit assessment has not been fos ;
= asignificant portion of the goods sc bove referred customers were returned

in the first week of July 2010; and

duly supported by the invoice
by the client shows the tca
on this amou he differ o)
Statement.

s. 22.5 million is appearing in the Bank Reconciliation

B
Required:

(a) Analyze %ove situations and assess whether it represents a fraud or an error.
(06 Marks)

hat acti ould you take to deal with the above matters? (09 marks)

1). In the absence of any valid explanations from the management, it would be considered as
misappropriation of assets i.e. fraud as it seems to involve the theft of an entity's assets.

ii). It is a case of fraudulent financial reporting as it seems that management has tried to inflate
the sales in order to deceive financial statement users. An apparent intention behind this
action is the management bonuses which are linked to the operating performance of the
company.

Chapter #05 ISA-240 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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iii). It is an error on the part of accountant. The underlying records such as the invoice etc have
not been altered and even the voucher has been prepared with the correct amount which
shows that it is an unintentional misstatement.

(b)

(@) & (i)

If we have identified a fraud or has obtained information that indicate that a fraud may exist, we
should communicate these matters on a timely basis to the appropriate level of management. This is
so even if the matter might be considered immaterial. o

We should consider whether there are matters related to fraud to be discussed with e charged
with governance of the entity. Matters may include: i
—

= Concerns about the nature, extent and frequency of management' WOf the
controls in place to prevent and detect fraud and of the risk that the fi statements may
be misstated.

= A failure by management to appropriately address identifie
internal control, or to appropriately respond to an identified

=  Qur evaluation of ASPL’s control environment, i
competence and integrity of management.

= Actions by management that may be indic
management's effort to manage earmngs in or ive ‘financial statement users by
influencing their perceptions as to the entity's perfo profitability.

=  Concerns about the adequacy and completene: uthorization of transactions that
appear to be outside the normal course of

ific eficiencies in

._.
c
9]
=
o
=)
17
—
(9]

aQ
[S)
=
(e
=
=

0Q
—t
=
(¢]

* revise its risk assessment of t
audit procedures accordingly.
* Consider the impact on it rep

error, ropriate level of management should be informed about it
ts i d assets and depreciation account should be made.

iii). Since this seems to
and the relevant adjust
N

0.2  Autumn 200

During the cou f audit an auditor is expected to be vigilant enough to develop understanding
about the prC of 1 rtant transactions and to determine whether or not such transactions
have iness rationale.

Require

Briefly describe the situations in which a transaction is indicative of fraud or an attempt to conceal

lent reporting. (07 marks)

Answer:

Some of the situations which are indicative of fraud or an attempt to conceal fraud or fraudulent
financial reporting are as follows:

» Significant transaction, that are outside the normal course of business or that otherwise
appear to be unusual.
»  Where a transaction appears overly complex.

StandardWise Past Papers with Examiner’s Comment | Chapter # 05ISA-240
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* Management has not discussed the nature of and accounting for such transactions with those
charged with governance of the entity and there is inadequate documentation.

* Management is placing more emphasis on the need for a particular accounting treatment
than on the underlying economics of the transaction.

» Transactions that involve non-consolidated related parties, including special purpose entities
and have not been properly reviewed or approved by those charged with governance of the
entity.

» The transactions involve previously unidentified related parties or parties that do not have
the substance or the financial strength to support the transaction without a nce from the
entity under audit.

Ve N

& w

., 4
N 4

q
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Chapter # 06 ISA-300
Planning an audit

Q.6  Autumn 2010
(a) What is the difference between audit strategy and audit plan? (04 marks)

(b) You have been appointed as the auditor of a company which was previously audited by
another auditor. Being a new client, what additional considerations wo I
account while performing the preliminary engagement activities prior to com

the audit? 5 marks)
-
. 4
Answer: A
(a) The audit strategy sets the scope, timing and direction of the audit. It rovides guidance

for the development of audit plan.

The audit plan is more detailed than the audit strategy an
extent of audit procedures to be performed by the engag
for these audit procedures takes place over it as the audit plan for the
engagement develops.

(b) The auditor should perform the follokactivit rior to starting an initial audit

engagement
1). Performing procedures regarding the eptance of the client relationship and the
specific audit engagement.

ii). Unless prohibited by law, a ngementsybe made with the predecessor auditor, for
example, to review the pred auditor’s working papers.

iii). Any major issues discus gement in connection with the initial selection as
auditor, the communi matters to those charged with governance, and how
these matters affect i egy and audit plan.

iv). The audi du to obtain sufficient appropriate audit evidence regarding
opening balan

v). Other pro ures required by the firm’s system of quality control for initial audit
engagem

V:Sv

StandardWise Past Papers with Examiner’'s Comment | Chapter # 06ISA-300




(oo pa S L VAV E W iz [AUDITING FOR CA]

Chapter # 07 ISA-315

Assessment of Audit Risk

0.2 Spring 2012

In the planning phase of the audit of Dynamic Limited for the year ending 30 Ju 2, you have
calculated the following ratios from the management accounts of the company for the t months
ended 29 February 2012: i .
Eight months Year ended d
period ended 30 June 2011 0 June 2010
29 February 2012
Gross profit percentage 35% 40%
Inventory turnover days 120 78
Current ratio 1.5 2.6
Quick asset ratio 0.78 . 1.7
Times interest earned 0.91 67 2.1
Debtors turnover days 132 | 68
Required: k‘
Identify the prospective audit risks which the audit nsider while planning the audit.
(09 marks)
Answer: y
The prospective audit risks are as follows:
Overstatement of Debtors:
Average period for outstanding debtor ed to four months which is indicative of a risk of
inadequate provision against d
Overstatement/ Un tement
The inventories turnover has ased to 3 times per year from 5 times in 2010. It is indicative

of the following types of risk
1). Obsolescence of invent .
ii inventories.
1 as understating of expenses:
eakened and the company has suffered losses as the interest coverage has

Decline in Gross Profit %:
The decline in GP % needs to be justified. The absence of an appropriate explanation may be
indicative of’

1). Improper pricing and discounting policies.

i1). Improper purchasing policies.

iii). Other irregularities like unauthorized spending, intentional manipulation of profitability etc.

Chapter # 07 ISA-315 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002
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Going Concern:
Losses/significant decline in profitability and fast deteriorating liquidity position are financial
indicators of going concern issues, which should not be overlooked.

Examiner’s Comment:
It was a very poorly attempted question. Very general answers were given. Hardly any student
analyzed the question in its right context. The students were supposed to give their views on various
ratios given in the question and to identify the prospective audit risks which the auditor should
consider while planning the audit. Students generally lacked the ability to prg&f;ame and
compartmentalize their responses. While they did mention about possibility of b ebts and
obsolete inventories, they hardly mentioned about improper valuation, overstateme{Mme or
understatement of expenses or: | U 4

a) Improper pricing and discounting policies, or ) -

b) Improper purchasing policies.
Some students didn’t understand the exact requirement and wasted
definition of Inherent risk, Control risk and Detection risk which we
students dwelled on the general audit risks without analyzing the fi i
as given in the question.

e on writing the
re at all. Some
ion of the Company

0.6  Autumn 2011

You are a part of the team on the audit of Fresh Me i imited which sells fresh meat
products through 25 retail outlets. Each outlet holds cash a end. Sales are made on cash as
well as against credit cards. All the accounting ained at the outlets and balances
with the Head Office are reconciled on a monthly

Required:

List the audit assertions relevant to the audit of cashnand and state how you would obtain audit
evidence to support those assertions. (06 marks)
Answer:

Audit Assertions

The key audit objectives e aug @i ash are to verify the assertions of:

1). Existence
ii). Completenes
iii). Rights an
iv). Present and disclosure

= Perform cutoff procedures to ensure that there is no unrecorded cash or cash in transit is
not missed.
»  Check the reconciliation between Cash as per Head Office records with the Cash at the
outlets.
iii). Rights and Obligations
» Ensuring that Company owns the cash in hand and none of the cash is held on behalf of
any third party.
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iv). Presentation and Disclosure
= Ensure that cash and balances have been disclosed, classified and described in
accordance with applicable financial reporting framework.
Examiner’s Comment:
This question provided an opportunity to the students to secure high marks but probably most of
them were not expecting such an easy question. Many irrelevant steps were listed whereas some
important steps were missed out. Some of the common mistakes were as follows:
e  While mentioning the audit assertions there was a tendency to mention AH the possible
assertions without considering whether they were relevant or not. ’\
e Cut off procedures were rarely mentioned.
e Procedures related to bank reconciliations were mentioned by many students.. .
e Sales through credit cards were often presumed as credit sales. -

A\ "W
. 4

0.7  Autumn 2011

(a) List the benefits associated with holding timely discussion a
respect of matters susceptible to material misstatements.

members in
(05 marks)

—t

(b) Quite often, the risk of material misstatement is greater.d n-routine transactions
and judgmental matters.
Required:

1). What do you understand by non-routine trans
ii). State the reasons on account of Whiwiof m

judgmental matters?
isstatement is increased in case

of:
* Non-routine transactions
» Judgmental matters (06 marks)
Answer: Y
(a) Benefits of discussion among t agement team about the susceptibility of the entity’s
financial statements to materi nt are as follows:
a. Provides an opp e experienced engagement team members to share
their insights b owledge of the entity.
b. Allo am members to exchange information about the business
risks to is subject to and about how and where the financial

statements m usceptible to material misstatement, due to fraud or error.
c. Assists the agement team members to gain a better understanding of the potential
fo isstatement in the areas assigned to them.
velop nderstanding; about the results of the audit procedures that they
rm on specific areas may affect other aspects of the audit including the decisions
nature, timing and extent of further audit procedures.
ides a basis upon which engagement team members communicate and share
information obtained throughout the audit that may affect the assessment of
risks of material misstatement or the audit procedures performed to address these
risks.

(b) @
Non routine transactions:
Non-routine transactions are transactions that are unusual, due to either size or nature, and
that therefore occur infrequently.

Judgmental matters:
Judgmental matters may include the development of accounting estimates for which there is
significant measurement uncertainty.
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(i)
Reasons on account of which risk of material misstatement is increased on account of
Non routine transactions:

Greater management intervention to specify the accounting treatment.

Greater manual intervention for data collection and processing.

Complex calculations or accounting principles.

The nature of non-routine transactions, which may make it difﬁcultw entity to
implement effective controls over the risks.

W=

T
I | A N
o o - L G .4
Reasons on account of which risk of material misstatement is incr Wunt of

Judgmental matters:

1. Accounting principles for accounting estimates or revenue re
differing interpretation.

2. Required judgment may be subjective or complex, or
effects of future events, for example, judgment about

be subject to

ptions about the

Examiner’s Comment:

a) In general the students had an idea that approp

place amongst team members. Howeve ut half't udents produced to the point and

relevant material whereas the rest relied 1 discussion which contained few of the
relevant points with a lot of repetition as WWM material also.

b) Most of the students were able to describe non-routine transactions as well as judgmental

matters. However, some of them described j ental matters as “Judgments taken by the

auditor”.
While explaining the reasons ¢

of which risk of misstatement was high in these
e subjectivity involved in dealing with judgmental
matters. The reasons . in non-routine transactions could not be specified

F N

0.5  Autumn 2010

Al-Madad Found 1s a charitable organization. It receives donations which are utilized
to help the destitu n accordance with the rules and regulations prescribed by the AMF’s
Trust Deed
The do eived from the following sources:

1) cted from the general public through charity boxes placed at key points in

ii). cash and cheques received from individuals and institutions at AMF’s office; and
iii). cash from generous individuals who prefer to remain anonymous.

Donations received in case of (ii) and (iii) above, often contain specific instructions for utilization of
the donated amount for specific purposes e.g. for education of orphan children.

Required:
(a) Identify the inherent risks in the operations of AMF. (03 marks)
(b) Briefly discuss the effect of each of these risks on the audit of AMF. (03 marks)
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Answer:

(a) Areas of Inherent Risk
1). Donations
» Donations may fall, especially where donors’ own income is limited or declining, or
there is a change in the circumstances.
»= No control over the completeness of donations (especially over the cash donations).

&

i1). Expenses ’\
* Donations are spent outside the aims and objectives of AMF.
= Donations are not spent in accordance with donors’ instructions. ;‘ “
) Eﬁ%ct on the.audz't approach. . . . V'
1). It is difficult to estimate that income in the future will be ent:to meet the

expenditure of the AMF. Audit of the going concern concept (a ensuring that the

AMF can still operate) will therefore be quite difficult.
i1). Audit tests are unlikely to be effective to meet the asse

report may need to be modified and qualified to explai of'evidence stating that

vires’ the objectives of the AMF. The auditor wi iew the trust deed and other
documents of the AMF carefully in thi

0.7 __ Spring 2010

(a) Briefly explain the components of i al contrXs referred to in the International Standards
on Auditing. (09 marks)

(b) Your firm is the auditor of Shahz (SL), a listed company, which is a wholesaler of
consumable products. SL s 1 le on delivery of goods and maintains up to date

A full inventory count cted at the year end. The senior who attended the physical

stocktaking at th ouse has observed the following matters:

i). The inve place on January 1, 2010 under the supervision of the Inventory
Controller. ement of inventory took place on that day.

ii). Four ing teams were formed. Each team comprised of two persons. The floor area was
heteams among themselves.

v). Old, slow-moving or already sold inventories were highlighted on the count sheets at the
time of counting.

vi). Items not located on the pre-numbered inventory sheets were recorded on separate sheets
which were numbered by the staff.

vii). At the end of the count, all inventories against which advances from customers had been
received were removed from the physical inventory on the instruction of the Inventory
Controller.
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Required:

Identify the weaknesses in the system of inventory count. Give appropriate explanations to support
your point of view. (09 marks)
Answer:

(a) The components of internal controls are as follows:
1). Control environment: A
The control environment includes the attitudes, awareness and actions of gement and
those charged with governance concerning the entity’s internal control and their importance

in the entity. i A N
ii). Entity’s risk assessment process: 2
It is the entity’s process for identifying business risks relevant to financi Mectives

and deciding about actions to address those risks, and the results there
iii). Information system, including the related business processes, relevant nancial reporting,
and communication.
iv). Control activities:
These are the policies and procedures that help ensure
carried out.
v). Monitoring of controls:

(b) Following weaknesses in inventory count are i audit senior’s observations:
1). Lack of segregation of duties
The Inventory Controller is responsible for
supervising the stock count.
ii). Non availability of detailed
Allocation of counting area by teams themselves indicates non availability of detailed

hysical control of the inventory and is also

plan which m in i tory items being counted more than once while some
items may not b
iii). No system of mar ted items
This again m le counting or omission completely.
iv). Perpetual.i cords available on count sheets
The p ible for counting may try to match the numbers provided instead of

n independent count.

al count sheets are not pre-numbered

te sheets are numbered as they are used, there is no means of identifying that all
sheets issued have been returned and the last count sheet(s) may go unnoticed.
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Chapter # 08 ISA-320

Audit Materiality

Q.5(c) Spring 2012
Differentiate between the following:
1). Fair presentation framework and compliance framework

P N
ii). Tolerable misstatement and performance materiality Marks)
,‘
Answer: ‘

requires compliance with the requirements of the framework and:

= Acknowledges explicitly or implicitly that, to achieve falr
statements, it may be necessary for management to pr
spec1ﬁca11y required by the framework; or

" Acknowledges explicitly that it may be necessary

i). Fair presentation framework and compliance framework:
The term fair presentation framework is used to refer to a financial rec@M)rk that
the financial
res beyond those

The term ‘compliance framework’ is usmefer t nancial reporting framework that
requires compliance with the requirements ework, but does not contain the

ii). Tolerable misstatement and performance materiality

A Tolerable misstatement is a ry amount set by the auditor in respect of which the
auditor seeks to obtain an ap. 1 of assurance that the monetary amount set by the
auditor is not exceeded b i

Sajjad had determined the acceptable materiality level to be Rs. 10 million at the initial planning
stage. ever, at the time of evaluating the results of audit procedures carried out at the
interim stage, he has reduced the materiality level to Rs. 7.5 million.

Required:

1). Identify the possible causes which motivated Sajjad to reduce the materiality level.(02 marks)
i1). Discuss the impact of reduction in the materiality level on audit risk and the audit
procedures to be performed. (05 marks)

b) During the course of an audit, both quantitative as well as qualitative misstatements need to be
considered. Give four examples of qualitative misstatements. (04 marks)
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Answer:

(2)

(b)

Examples of qualitative misstatements would include the following:

9.

i).

iv). Non disclosure of failure to

v). Illegal payments which q not
&

Sajjad may have decided to change the level of materiality because of any of the following
causes:

» achange in circumstances; or

» achange in the auditor’s knowledge as a result of performing audit procedures.

ii). There is an inverse relationship between materiality and the level off*rlisk. This

relationship is considered by an auditor in determining the nature, timing and extent of audit
procedures. "

Mr. Sajjad reduced the materiality level which resulted in increase in a i W()re, in
order to compensate the effect of increased audit risk, he should either:

= reduce the assessed risk of material misstatement, where thi
extended or additional tests of control; or

» reduce the detection risk by modifying the natur
substantive procedures.

Inadequate or improper description of a

insignificant.

aterial but if revealed may have severe repercussions.
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Chapter # 09 ISA-500

Audit Evidence

Q.2 Spring 2013

You are the manager responsible for the audit of Park Hotels Limited (PHL), which operates three
hotels in Pakistan. PHL has adopted the revaluation model for the valuation of WIdings. In the
current year, revaluation has been carried out by a new firm, Farhan Associatw PHL has

incorporated the effects of revaluation in the financial statements accordingly. . W
Required: “ "
a) Briefly describe the matters that you would consider before using t red by

FA. marks)
b) Identify and explain the principal audit procedures to be per valuation of
the hotel’s buildings. 06 marks)

Answer:
a) When planning to use the report of FA (the v.
¢ Evaluate the competence, capabilities and o
¢ (Obtain an understanding of the wor
e Evaluate the appropriateness of FA’s it evidence for the relevant assertion.
b)
e Inspect written instructions given to FA by PHL, ‘which should include the objectives and

scope of the work, the intended use of the woyo be performed by FA and the extent of the
valuer’s access to records and files.

sed by the valuer to ensure they are reasonable
based on other audit evidence a ditor’s previous knowledge of PHL.

¢ Evaluate the method u fair value to ensure consistency.

e Examine the ion rep sure each property has been valued consistently and that
the date of valuation i y close to year-end.

e Inspect the building ysically to ensure their condition is the same as described in
valuation report.

e (Obtain

representations from management regarding reasonableness of any
s used in‘determining the fair value.

a) This part related to obtaining an understanding of the managements expert and factors to be
considered “before” using the report prepared by the expert. The majority answered well.
However, quite a few candidates went into unnecessary details regarding valuations
techniques, policies and procedures involved therein, as opposed to an assessment of the
factors to be considered before using the experts work such as objectivity and competence of
the expert and obtaining an understanding of the work carried out and its appropriateness as
audit evidence.
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b) It was stated in the question that a valuation had already been carried out by the expert,
hence, what was required was an explanation of the procedures required to ensure that such
valuation was appropriate. However, candidates went into details regarding the accounting
techniques, policies, presentation and disclosure requirements instead of explaining the
principal auditing procedures to be carried out.

Q.5  Spring 2011 —
The auditor should obtain sufficient appropriate audit evidence in order to be ablm an audit

opinion. £ O
Required: | | ',
a) Identify the situations which restrict the auditor’s ability to obtain i Mopriate
audit evidence. Give two examples for each situation. (09 marks)
b) List three reasons why audit evidence is considered to be persuasi th conclusive.

(03 marks)
Answer:
(a) The auditor's inability to obtain sufficient appropriate audit evi ay arise from:
1). Circumstances beyond the control of the enti
i1). Circumstances relating to the nature or timin, itor's work

ii1). Limitations imposed by managemen‘

Examples of factors identified

Circumstances beyond the control of the entity

1). The entity's accounting records have bee troyed.

ii). The accounting records of a significant. component have been seized indefinitely by
governmental authorities

i @ appointment is such that the auditor is unable to observe the

at performing substantive procedures alone is not sufficient,
are not effective.
to use the equity method of accounting for an associated entity,
nable to obtain sufficient appropriate audit evidence about the latter's

Management prevents the auditor from observing the counting of the physical inventory.
anagement prevents the auditor from requesting external confirmation of specific
account balances.

b) Audit evidence is persuasive rather than conclusive because of the following reasons:

). The auditor gathers evidence on a test basis (the sample may or may not be
representative).

ii). People make mistakes (both client and auditor).

ii1). Documents could be forged (increasingly easy with digital technology)
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iv). The client’s personnel may not always tell the truth.
Examiner’s Comment:

The part was generally well attempted. However, those who had not prepared well, produced the
following types of irrelevant points in their answers:

Source information not reliable
Controls over preparation of financial statements are weak
Third parties refuse to provide relevant information ]

¢ Non-cooperation of staff, etc.
To support their argument that audit evidence is persuasive rather than conclu students

generally stated the inherent limitations of audit and system of internal contro]lan vfew
candidates mentioned the following points: _
i). People make mistakes (both clients and auditor). ‘ /
i1). Documents could be forged (increasingly easy with digital technology)
ii1). The client’s personnel may not always tell the truth.

0.7(a) Autumn 2010
Explain the term “Sufficient and Appropriate Audit Evidence”. (04 marks)

Answer:

1). The sufficiency and appropriateness of audit evide
i1). Sufficiency is the measure of the quanti

elated.
. The quantity of audit evidence

assessed risks, the more audit evidence is li
such audit evidence (the higher the quality, the less may be required).

0.3(b) Autumn 2009

Describe the circumst
that make up an accoun

itor may decide to examine entire population of items
(03 marks)

Answer: %

Circumstances in w.
an account bala;

ence; or
he repetitive nature of a calculation or other process performed automatically by an
information system makes a 100% examination cost effective.

Chapter #09 ISA-500 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002



(oo pa S L VAV E W iz [AUDITING FOR CA]

Chapter # 10 ISA-501
Additional Consideration

Q.1  Spring 2012

Platinum Limited (PL) is a key supplier of raw materials to Zinc Limited (ZL). PL has filed a suit
against ZL for breach of terms of an agreement. The amount claimed by PL is Rs. 10 million. ZL
has disclosed it as a contingent liability in the draft financial statements for tb%ended 31
December 2011. However, ZL is striving for an out of court settlement and recent co ondence
indicates that PL is likely to agree and settle the dispute for 50% of the amount claim b

Required:
Describe the audit procedures that ZL’s auditor should perform in the above on, Also discuss
the impact, if any, of the above procedures on the audit report. marks)

Answer:

The following audit procedures should be applied to assess whet

1). Obtain direct confirmation from the company

the settlement is probable and whether Rs. 5

ii). Review the correspondence with PL to confirm t they are willing to accept is

in fact Rs. 5 million.

iii). Discuss with management as to wheth
written representation.

nt is required:
opinion as to whether

If on the basis of the above procedures the au

or. concludes that a settlement at 50% of the
amount claimed is likely, he shall as managey

ent to make a provision.

or the amount then a qualified opinion may be
1dered material.

In case the management refus
given, if the amount of Rs. 5.million

Examiner’s Comment:

The question was based on y arising situation whereby a suit for damages had been filed
but efforts to reach settlement were also continuing. Most of the students restricted
their views to obtai opinion and making own assessment of the case. Only few students
mentioned the relating to the review of correspondence to ascertain the amount which is likely

to be accepte rties. Moreover, obtaining written representation is a key step in such
situati by the majority of the students. As for the impact on the audit report it was
observ students simply mentioned that the report would be modified without

considered material.

Q.7 _ Spring 2011

Direct communication with an entity’s external legal counsel assists the auditor in obtaining
sufficient appropriate audit evidence regarding ‘potentially material litigations and claims’ and in
assessing the management’s estimates of the financial implications thereof.

Required:
Explain the different manners in which an auditor may communicate with the entity’s external legal
counsel. (08 marks)
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Answer:
Following modes of communication are available to the auditor with the legal counsel:

Letter of general inquiry
Under this method, a letter of general inquiry requests the entity’s legal counsel to inform the
auditor:

1). of any litigation and claims that the counsel is aware of,

ii). together with an assessment of the outcome of the litigation and claims, and

iii). an estimate of the financial implications, including costs involved. ’A\

Letter of specific inquiry
This method is used when it is unlikely that the entity’s external legal couns‘wﬂl “respond
appropriately to a letter of general inquiry. A letter of specific inquiry includes: “"’
1). alist of litigations and claims;
ii). where available, management’s assessment of the outcome of each of t
and claims and its estimate of the financial implications, includi
iii). a request that the entity’s external legal counsel to:
a) confirm the reasonableness of management’s assessm
b) provide the auditor with further information if th
external counsel to be incomplete or inco

dentified litigation
ed; and

Meeting with legal counsel
In certain circumstances, the auditor also may j
legal counsel to discuss the likely outcome of the litiga
). the auditor determines that the matterisas
ii). the matter is complex
1i1). there is disagreement between m ement ayhe entity’s external legal counsel.

Ordinarily such meetings require eme permission and are held with a representative of
management in attendance.

Examiner’s Comment:

This question was not app iat tended by most of the students. Several candidates had their
focus on positive an ativ firmation without appreciating the requirement of the question.
Similarly, many stud e about verification of litigations and claims.

r of Shahzad Limited (SL), a listed company, which is a wholesaler of
SL records its sale on delivery of goods and maintains up to date

stocktaking at the central warehouse has observed the following matters:

1). The inventory count took place on January 1, 2010 under the supervision of the Inventory
Controller. No movement of inventory took place on that day.

i1). Four counting teams were formed. Each team comprised of two persons. The floor area was
allocated by the teams among themselves.

iii). Each team was instructed by the Inventory Controller to remember which inventory had

been counted.
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iv). Pre-numbered count sheets were provided to the staff involved in the inventory count. The
count sheets showed the inventory ledger balances, to facilitate reconciliation.

v). Old, slow-moving or already sold inventories were highlighted on the count sheets at the
time of counting.

vi). Items not located on the pre-numbered inventory sheets were recorded on separate sheets
which were numbered by the staff.

vii). At the end of the count, all inventories against which advances from customers had been
received were removed from the physical inventory on the instruction of the Inventory

Controller. A\

Required: I"'"“
Identify the weaknesses in the system of inventory count. Give appropriate explana%goﬁ
ar.

your point of view.

Answer:
Following weaknesses in inventory count are identified from audit seni

1). Lack of segregation of duties
The Inventory Controller is responsible for the physical
supervising the stock count.

ii). Non availability of detailed plan
Allocation of counting area by the teams thems
plan which may lead to certain inventoMs bein,
items may not be counted at all.

iii). No system of marking on counted items
This again may lead to double counting or orj ?o n completely.

iv). Perpetual inventory records av e on count sheets
The person responsible for try to match the numbers provided instead of
carrying out an independ

he‘inventory and is also

s non availability of detailed
nted more than once while some

If the separate sheets ar ered y are used, there is no means of identifying that all sheets
issued have been returned ount sheet(s) may go unnoticed.
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Chapter # 11 ISA-505
External Confirmation

Q.3  Autumn 2012
You are currently in the planning phase of the audit of Mineral Water Limited (MWL) for the year
ended 30 June 2012. The following information is available to you:

Customer No. of Balance 10 10-20 21-30 > 90
Segment Customers | outstanding days days days da days
.................... Rs. in thousand..........c.ccoieeeee..
Super Market 12 20,014 8,125 5,053 6,396
‘Wholesalers 65 14,910 5,078 6,019 3,150
Retailers 533 4,743 1,756 1,798 724
Five Star Hotels 7 7,694 2,805 2,793 111
47,361 17,764 | 15,663 636

50% provision for doubtful debts has been made by MWL agai
than 30 days whereas the balances outstanding for more than

Required:
a) Indicate what would be the basis for selecmsbtor larising positive and negative

requests for confirmations. (06 mark)
b) Briefly explain as to how would you deal WW where a debtor confirms a balance
e co

which is different from the amount appearing in irmation request. (08 mark)

Answer:

a) Selection of Accounts Receivab ion at year-end

cordance with the different market segments (Super
e star hotels)

markets, whole sellers,
i i may be as follows:

i1). For positive c tio

e All twelve sup s well as the seven five star hotels will be purposely selected
(56% of the total alance will be covered in this manner).

e  Whole seller ailers will be stratified further according to value and days
outstandi sample will be made from the above-mentioned sub-populations, with

focu e high value and long-outstanding populations.
ith nil and credit balances, as well as overdue debtors should also be selected.

b) Situation where a debtor confirms a balance which is different from the amount appearing in
ation request:
that indicates a difference between information requested to be confirmed and
information provided by the confirming party is termed as exception. The exception may be on
account of’

1). Timing difference

i1). Misstatement

e In case of timing differences, the auditor will need to reconcile the amount confirmed by the
confirming party and the amount sent for confirmation.
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e If the amount cannot be reconciled, the auditor is required to evaluate whether it is
indicative of a fraud or deficiency or deficiencies in the entity’s internal control over financial
reporting.

¢ In either case, the auditor will consider whether he needs to revise his risk assessment and
audit procedures.

Examiner’s Comment:
a) Majority of the students preferred to discuss the theoretical aspects of sampling only without

considering the given scenario. Most students wrote all they knew about pos nd negative
e retai

confirmations but avoided discussing the debtors to whom negative confirmation be given.

Some of them were of the opinion that negative confirmation should be sent to ers but

did not provide any reasons to support their point of view. | )'.
b) This was a simple question and the students were required to state how t ould deal with a

ents were able to
wever, very few were
he auditor if the

situation where a debtor confirms a different balance. Majority of

able to explain correctly the steps that would be required to
difference cannot be reconciled.

0.1 Autumn 2011

distribution company, for the year ending 31 e company’s request, your firm
has agreed to complete the audit by 20 Novembe

In order to meet the audit deadline, you are considering various measures which include sending
requests for negative confirmations related to balancx_le on 31 August 2011. On 31 August 2011,
total debtors aggregated Rs. 45 Million of the amount is due from 15 major debtors, whereas
the total number of debtors is 2,450.

you to send a request for confirmation of balance to
or debtors, because of certain ongoing legal disputes.

Your previous experience

that the risk of mater( : 21ssta

ther it would be appropriate to use the negative confirmations procedure in the

nt and the results of initial risk assessment procedures suggest
t is low.

(06 marks)

b) ocedures should be performed at the year end, if requests for confirmation of
e sent on 31 August 20117 (07 marks)

¢) List the procedures that should be adopted due to management’s refusal to send a request for
mation of balance to SSO Ltd. (06 marks)

Answer:

(a) Certain conditions are required to be met before an auditor can decide to use negative
confirmation as a sole substantive procedure, these conditions include:
(1). The auditor has assessed the risk of material misstatement as low and has obtained
sufficient appropriate audit evidence regarding the operating effectiveness of controls
relevant to the assertions;
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(i1). The population of items subject to negative confirmation procedure comprises a large
number of small, homogeneous account balances, transactions or conditions;

(ii1). A very low exception rate is expected; and

(iv). The auditor is not aware of circumstances or conditions that would cause recipients
of negative confirmation requests to disregard such requests.

In the given situation, condition # (i) and (ii), are met; the fact that risk of material
misstatement is low suggests that condition # (iii) is also being met. Therefore it would be
appropriate to use negative confirmation provided that the fourth condition i§ met.

For 15 major debtors, it would be appropriate to use positive conﬁrw their
population consists of small number of large balances.
(b) Audit Procedures:
1). Prepare or obtain a client roll forward schedule from 3
October 2011.
i1). Agree Individual entries for 31 October 2011, with
control accounts.
iii). Note and obtain explanation for any unusual j

system of internal controls continue
vi). Re-perform cutoff test at year end.
vii).Perform analytical procedu comparing the balances of debtors on 31
August 2011, to Debtors on 1, and ascertain reasons for major
variances, if any.
viii).Check subsequent recovery of year end balances.

(c) If Management refuses to allow ditor to send a confirmation request, the auditor shall:

timing and ext udit procedures; and
(iii) Perform procedures designed to obtain relevant and reliable audit
evidence
@iv) If the oncludes that
o gement’s refusal to allow the auditor to send a confirmation request is
unreasonable; or
he auditor is unable to obtain relevant and reliable audit evidence from

alternative audit procedures.

the auditor shall communicate with those charged with governance and the
auditor shall also determine the implications of the results of procedures
carried out above on the audit and the auditor’s opinion.

Examiner’s Comment:

a) The question was fairly well answered as majority of the students were able to describe the
circumstances in which the auditor may decide to use negative confirmations. However,
many of them were unable to relate the academic knowledge to the given scenario.

b) Most students failed to clearly describe the roll over procedures to be performed at year end
since the confirmations were sent on an earlier date. Instead of focusing on the remaining
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two months’ transactions, the students narrated all the procedures related to verification of
debtor balances.

¢) The students were required to list the procedures that the auditor would be required to
perform in the situation when management had refused to send a confirmation request to a
particular customer. Majority of the students answered correctly in the light of the relevant
auditing standards but many of them started discussing whether the audit report should be
qualified, which was irrelevant.

F N
0.2 Spring 2010
Ve N
i O
Direct confirmations of balances due from customers are obtained to satisfy the objective of ensuring
that the customer exists and owes the specified amount to the company at a cer &
Required: o
a) State the circumstances in which an auditor may decide not to_circulate the requests for
direct confirmation. arks 05)
b) What are the factors that an auditor considers while d ing quests for direct
confirmation? (Marks 05)
¢) Describe the alternative audit procedures which may be ¢ cted if the customer does not
reply to a request for confirmation. (Marks 06)

Answer:
S

(a) The auditor may consider not to circulate the ation to the customers where:
1). accounts receivables are immaterial to the financial statements; or
ii). the response rate is not expected to be adequate;
iii). the responses are not expected t eliable;
iv). inherent and control risk in a,
v). audit evidence expected to
procedures) is sufficient duc
vi). management ests not t d

dit risk to an acceptable level.
e confirmation and auditor after satisfying himself from
y the management.

ion request, the auditor considers the following factors:

ssed through the direct confirmation.

nfirmation requests (i.e. positive or negative or combination of both)
e audit of similar engagements.

information being confirmed.

1). Check receipt from customers after balance sheet date.
i1). When there is no receipt from customers after balance sheet date, the auditor should
consider the following audit procedures:
e Verify validity of purchase orders, if any.
e Verify goods dispatched note other documents duly acknowledged by the customers.
iii). Obtain explanations for invoices remaining unpaid, if any, after subsequent one have been
paid.
iv). Examine sales near the period end to provide audit evidence about cutoff assertion.
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Chapter # 12 ISA-520
Analytical Procedures

Q.7  Spring 2013

Analytical procedures are an important audit tool for the auditor at the planning stage as well as at
the time of finalization. .

Required:

a) Give four examples of different types of analytical procedures. marks)

b) State with examples the factors that are relevant in assessing the reliability {wor the
purposes of designing substantive analytical procedures. (04 marks)”

¢) Specify the procedures that an auditor may undertake if analytical Wdentify
inconsistencies with other information. (02 marks)

Answer:

a) Examples of analytical procedures:

¢ Comparison of the entity’s financial information with compa

e Comparison of the entity’s financial information
budgets or forecasts, or expectations of the audite

s of the entity, such as
on of depreciation.

e Comparison of the entity’s financial information with similar industry information, such as a
comparison of the entity’s ratio of sales to ivable with industry averages or with
other entities of comparable size in the same 1

¢ Consideration of relationships among element al information that would be expected
to conform to a predictable pattern based on the entity’s experience, such as gross margin

percentages.
e Consideration of relationships b
information, such as payroll cost

b) The following factors are etermining the reliability of data while designing

e Source of the info
is obtained from.in

¢ Comparability of the i
be supple

elevaSce of the information available. For example, whether budgets have been

ources outside the entity;
ation available. For example, broad industry data may need to
omparable to that of an entity that produces and sells specialized

¢) If analytical procedures identify fluctuations or relationships that are inconsistent with other
relevant information, the auditor shall investigate such differences by:
» Inquiring of management and obtaining appropriate audit evidence relevant to
management’s responses; and
» Performing other audit procedures as necessary in the circumstances.
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Examiner’s Comment:

a) This was a straightforward question requiring the candidates to state examples of various
analytical procedures. A significant number of candidates answered correctly and scored high
marks and many among them secured full marks as well. However, few candidates gave
incorrect examples i.e. they mentioned auditing procedures other than “analytical procedures”.

b) There was a mix response to this question. About half the candidates mentioned the correct
factors that are relevant in assessing the reliability of data, such as, source of data, comparability,
nature and relevance of the information available and controls over the preparation of
information. However, many among them could not give appropriate examples.

¢) In this question the candidates were required to specify the procedures that the auditor may
undertake if analytical procedures identify relationships that are inconsistent with othe ant
information. It was generally well answered as most candidates were able to.spe that in such
a situation, the auditor would inquire of management, obtain audit ce relevant to
management’s responses and perform other audit procedures as may be n ary, in the specific
circumstances.

Q.3  Autumn 2010
The analytical procedures which are carried out near the end of dit usually assist the auditor in
forming an overall conclusion on the financial state
Required:
a) State the objectives which an auditor expects to ac
at the end of an audit.
b) Discuss the course of action an auditor s

applying analytical procedures
(04 marks)
en results of analytical procedures

identify inconsistent relationships or differ expected values by significant amounts.
(04 marks)
Answer:
(a) The auditor should apply analytic ures at or near the end of the audit in order to
1). Form an overall conclusion the financial statements as a whole are consistent
with the auditor’s understandi entity.
ii). Corroborate t i ed through other procedures performed during the audit of

individual comp ents of the financial statements.
ii1). Identify previouAsly 1ized risk of material misstatement. In such circumstances, the
auditor may:

s assessment of the risk of material misstatement; and
her planned audit procedures accordingly.

® revis

cedures identify significant fluctuations or relationships, the auditor shall
erences. Fluctuations can be investigated in the following manner:

responses. These audit evidence may be obtained by taking into account:

the auditor’s understanding of the entity and its environment; and

with other audit evidence obtained during the course of the audit.

ii). Performing other audit procedures when:

e management is unable to provide an explanation, or

e the explanation together with the audit evidence obtained is not considered
adequate.
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Chapter # 13 ISA-530

Audit Sampling

Q.4  Spring 2013
Discuss with reasons, the appropriateness or otherwise of the following decisions taken by the audit
seniors, on different assignments. o

a) Sample size of tests of controls was decreased due to increase in the'em rate of

deviation. gz m
b) In view of the increase in the auditor’s desired level of assurance that tolera isstatement
is not exceeded by actual misstatement in the population, the audi i

sample size of test of details. marks)
¢) Sample size of tests of controls was decreased because th was done after
stratification of data. (02 marks)
d) Sample size of tests of details was increased due to incre le rate of deviation.
(02 marks)
e) As the expected rate of deviation was unacce the audit senior decided not to
perform tests of controls and carried out ists of details.on % items. (03 marks)
Answer: w
a) The higher the expected rate of deviation, the larger the sample size needs to be so that the
auditor is in a position to make a reasonable estimate of the actual rate of deviation. Hence,
the decision to decrease the s size of‘test of control on account of increase in the

expected rate of deviation is

e sample size of tests of controls is not appropriate as

of details and not to the tests of controls.

t performing tests of controls is appropriate as the expected rate of
ceptably high, but the decision to test 100% items in test of details cannot be

this question, whereas some were not able to answer correctly. Candidates should remember that in
such questions, they must state whether they agree or not with the decisions of the audit team
member, before explaining their reasons. Quite a few candidates wrote details regarding the correct
procedure but did not specify whether the audit senior’s actions were appropriate or not.

Most candidates managed to answer parts (a) and (b) correctly, stating that the sample size needed
to be increased and displayed understanding of the underlying reasons.
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In parts (c) and (d) most candidates were unable to produce an appropriate response. For example,
they could not identify that stratification relates to test of details and not test of controls, whereas
tolerable rate of deviation relates to test of controls and not test of details.

In part (e) most students correctly identified that not performing test of controls is appropriate when
the expected rate of deviation is unacceptably high. However, instead of stating that the decision to
test 100 % items in test of details cannot be taken on the basis of expected rate of deviation,
candidates went into details about which scenarios support 100% testing. A

0.5  Spring 2012 ,‘

(a) You are the audit manager in a firm of Chartered Accountants. The audit semorswl varlvobs

have sought your advice in respect of the following independent situations:
1). The expected rate of deviation based on the auditor’s understa-%mls has

increased to an extent which is unacceptably high.

ii). Number of debtors has increased from 4,500 to 5,000 and
percentage of total assets has also increased.

iii). The expected amount of mis-statement has decreased
whereas the monetary amount in respect of which a
required has increased by Rs. 50,000.

Required:
State with reasons, the effect of each of the above issues on sa size of:

1). Tests of controls; and

ii). Substantive procedures.

debtors as a

300,000 to Rs. 200,000
level of assurance is

(Marks 07)

(b) While determining the sample size for tests
expected rate of deviation. State the factors that a
expected rate of deviation.

controls, the auditor takes into account the
elevant to the auditor’s consideration of the
(Marks 04)

(c) Differentiate between the following:

k and compliance framework
and performance materiality (Marks 09)

Answer:
Effect on sample size of Effect on sample.size of tests
Sr.# of details
Tests of controls
6)) If the expected rate of No effect, as the factor is not
deviation is unacceptably related to test of details.
high, it means that controls
are not operating effectively
and the auditor cannot place
reliance on test of controls,
accordingly the auditor do
not perform the test of
controls
(i) | Number of debtors has Negligible effect, as for large | Negligible effect, as for large
increased from 4,500 to population, the actual size of | population, the actual size of
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5,000. the population has little, if the population has little, if
any, effect on sample size. any, effect on sample size.

(iii)) | You expect that the amount | No effect, as the factor is not | A decrease in the amount of

of misstatements has related to test of controls. misstatements and increase in

decreased from Rs. 300,000, the monetary amount in

to Rs. 200,000, whereas the respect of which the auditor

monetary amount in respect requires an appropriate level of

of which you need an assurance wi ease the

appropriate level of sample size as bo e factor

assurance is increased by Rs. will reduce the 1

50,000 . Hence the sample size e

test of detai Ws'e.

(b) Following factors are relevant to the auditor’s consideration of the e d r deviation:

(©

1). Auditor’s understanding of the business, in particula

undertaken to obtain an understanding of internal control.
ii). Changes in personnel or in internal controls
iii). The results of audit procedures applied in pri
iv). The results of other audit procedures

ment procedures

i). Fair presentation framework and compli
The term fair presentation framework is us
requires compliance with the requirements of the framework and:
= Acknowledges explicitly or i to achieve fair presentation of the financial

statements, it may be nec

y be necessary for management to depart from a
achieve fair presentation of the financial statements.

The term ‘co

requires compli

ii

rmance materiality means the amount or amounts set by the auditor at less than
materiality for the financial statements as a whole to reduce to an appropriately low level the
probability that the aggregate of uncorrected and undetected misstatements exceeds
materiality for the financial statements as a whole. Performance materiality also refers to the
amount or amounts set by the auditor at less than the materiality level or levels for particular
classes of transactions, account balances or disclosures.
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Examiner’s Comment:

a) This part of the question on sampling was not appropriately attended to by the majority. It
appeared that most of the students had not thoroughly studied the related auditing standard and
were not able to appropriately structure their answers. The main errors were as follows:

e Very few students could comprehend that when expected rate of deviation is so high that it
becomes unacceptable to the auditor, the auditor does not perform tests of controls as he
cannot rely on them. A

¢ Many students incorrectly declared that since number of debtors has incr%%, the
size of the sample should be increased accordingly. In fact, in a large population, such an
increase does not affect the sample size. 2
b) This was a knowledge based question direct from the Auditing Standard vever,.only few
students were able to mention all the factors that are relevant to the aud s consideration of
the expected rate of deviation.
¢) This was fairly well answered by the majority of students.

0.3  Spring 2011
(a) Differentiate between the following:
1). Statistical and non-statistical sampling
77). Sampling and non-sampling risk (Marks 05)

(b) You are the audit manager on Apple Distributic imited (ADL). While reviewing the audit

e 50 largest debtors constitute approximately 40% of total debtors. Out of these, 10 have been
selected.
e 90 other debtors were selecte
e All debtors below Rs. 5,000 we
e Balances due from gov, ta
working pap
Required:
1). Comment on t

hazard sampling.

as immaterial.

ome of the related parties were ignored as prior years
ever responded to requests for confirmation.

roach adopted by the audit team.
of selecting the sample in which the material balances have a
lection. (08 marks)

The use of probability theory to evaluate sample results, including measurement of sampling
risk.

A sampling approach that does not have above characteristics is considered non-statistical sampling.
(ii) Sampling and non-sampling risk

Sampling risk is the risk that the auditor’s conclusion based on a sample may be different from the
conclusion if the entire population were subjected to the same audit procedure.
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Non sampling risk is the risk that the auditor may reach an erroneous conclusion for any reason not
related to sampling risk.

(b) (i) The following shortcomings have been observed in the approach adopted by the Audit Team:

smaller sz&
Examiner’s Comment:

(ii)

By ignoring less than Rs. 5,000 debtors, the government debtors and some of the related
parties, for the purpose of sampling, the following important principles have not been
complied with.
» That the auditor should consider the risk of material misstatem n the entire
population.
> That the auditor should attempt to ensure that all items in the poWif\have a
chance of selection. B G
In stratification, the audit efforts are directed towards larger value item 0 r, the audit
planning documentation should explain why the only 10 debtors ou @ debtors
were selected.

Alternative means of sampling material balances are as f

Stratification
This would involve dividing the sample into discr tions (stratum) which
have an identifying characteristic. In o ion may be stratified by

monetary value. For example, following stra
= Above Rs. 1,000,000

= Between Rs. 500,000 and Rs. 1,000,000
= Below Rs. 500,000

The sample may be made from each strata allowing effort to be directed to the larger
value items.

When performing tes it may be efficient to identify sampling as the individual
monetary uni population. In this method, each monetary unit in a
populatio
the larger valu se they have a greater chance of selection, and can result in

0.3

preferred discussing every thing they knew about sampling and suggested varied options but
could not focus on the guidelines envisaged in the standards and in appendix to the related
standard.

Autumn 2009

(a) You are the audit manager on a client where an annual sale is Rs. 640 million. During the course
of annual audit the following table was developed by an audit team member, to categorize the
annual sales:
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Rs.
Category A 50 sales transactions to different customers 300 million
Category B 100 transactions to different customers 200 million
Category C 500 transactions to different customers 140 million
Total 640 million

Sohail, a team member, is of the view that if verification of all the transactions ixcategory Ais
carried out, there is no need to perform further procedures. However, other tea bers do not
agree and consider that proper sampling should be carried out from the total po tion and

categorization should be ignored. i
L U 4
Required: V

As an audit manager of the job, you are required to:
1). Explain how audit efficiency could be improved by using the above tab
ii). List other ways in which the sales population may be categ
should be taken while carrying out such categorization.

iii). Give your opinion on the views expressed by:

an at precaution

e Sohail
e Other audit team members. (Marks 11)
(b) Describe the circumstances in which an aWay ide to examine entire population of
items that make up an account balance. (Marks 03)
Answer: ; ,

(a)

(1) Audit efficiency may be improved
discrete sub-populations which hav
variability of items within each strat
proportional increase in sampli

i .
(i1) Other ways by which sales population may be stratified are as under:
¢ By product
By customers or cat stomers
Geographicag I

auditorkas stratified a population by dividing it into
ifying characteristic. The stratification reduces the
refore allow sample size to be reduced without a

Terms of credit, cash, advance etc.

orizzion/ sub-populations need to be carefully defined such that any sampling
ne stratum.

Precaution: sub-

e The results of audit procedures applied to all the items within category A can only provide
evidence about the items that make up that category(stratum).

e The auditor should obtain sufficient appropriate audit evidence regarding items in
Categories B & C as these are also material.
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Views expressed by other audit team members
Their view that proper sampling should be carried out from the total population of 640 million and

categorization should be ignored altogether is not correct because stratification helps in improving
the efficiency of the audit.

(b) Circumstances in which an auditor may decide to examine entire population of items that make
up an account balance.

The auditor may decide to examine the entire population in the following circumstances:
F 8

e when the population constitutes a small number of large value items. ’\

e when there is a significant risk and other means do not provide sufficient am audit
evidence; or L A 4

e when the repetitive nature of a calculation or other process performe i by an

information system makes a 100% examination cost effective. o
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Chapter # 14 ISA-550

Related Parties

0.5 Spring 2013

Strong Vehicles Limited (SVL) manufactures heavy vehicles. As the job incharge on SVL’s audit,
you have come across the following situations: ~

a) The management had provided you with a representation that they had disclosed he related
party transactions and relationships of which they were aware. However, beforwion of
the audit, you found that subsequent to the year-end, a payment of Rs. 100 million has-been

made to Strong Engines Plc (SEP), a company incorporated in a foreign co unery,
the management has advised you that SEP is a foreign subsidiary of SVL ts name was not
disclosed inadvertently because it had been non-operational for the las ears. (05 marks)

Required:
Analyse each of the above situations and briefly describe your cours

Answer:
Situation (a)
¢ Non disclosure of the name of a subsidiary raises cor g to competence, integrity,
ethics and diligence of management.
e We shall determine the possible -effects  of
representations provided to us and audit evide
procedures:
1. Promptly communicate the other members of the engagement team that Strong Engine Plc
of Strong Vehicles Ltd., which
2. As IFRS requires certain dis

would:
» Request managementto.i transactions with the SEP for our further evaluation;
and
» Inquire as to s controls over related party relationships and transactions
failed to enib}e fication or disclosure of SEP and transactions;
3. Perform app te ntive audit procedures relating to SEP and significant related

osure by management appears intentional (and therefore indicative of a risk
isstatement due to fraud), evaluate the implications for the audit.

Most of the candidates were unable to comprehend the whole situation. Consequently, they tended
to produce general comments on the severity of the situation when management representation is
found to be incorrect. Most of the following issues which should have been discussed were missing
in majority of the cases:

¢ Concerns about the competence and integrity of management due to non-disclosure of the
subsidiary.
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e Effects of such concerns on the reliability of other representations provided by the management
and the audit evidence in general.

e The effect of the above on the audit opinion.

Need to document the auditors’ finding and basis of his decision.

0.5  Autumn 2011 o

As the auditor of a listed company with a number of related parties, what steps would you consider
as part of your audit planning to ensure that all related party relationships and tr ions are
identified and disclosed in the financial statements. (13 M

J°

A N
Answer: A

The steps that I as an auditor would consider as part of the audit planning to e e that all related
party relationships and transactions are identified and disclosed in the fi nts are as
follows:

1). Obtaining an understanding of the controls, if any, th
identify, account for, and disclose related pa
with the applicable financial reporting frame

i1). Inquiring of the management regarding:

a. The identity of the entity’s relate
b. The nature of relationships betwe
c. Whether the entity entered into an

t has established to
sactions in accordance

anges from the prior period;
hese related parties; and
with these related parties during the

iii). Inspecting the following documents for 1
relationships or transactions tha agemen

a. Bank and legal confirmati

b. Minutes of meetings

ications of the existence of related party
as not previously identified or disclosed:

iv). Reviewing the e

borrowers and len.
v). Reviewing t
particular att

these transactions
related parties are involved in these transactions

parties. I as auditor would ensure that these transactions are disclosed
ropriately in the financial statements as per applicable financial reporting framework.

Examiner’s Comment:

This could have been a high scoring question but the majority of students could secure average
marks only.

A large number of students listed irrelevant steps not considering that the requirement of the
question was to list the procedures which would ensure that all related parties and related party
transactions are identified. Many of them seemed to believe that existence of /reference to related
party always means existence of fraud and malpractices and emphasized on this aspect only.
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Most of the students mentioned some of the easier points like inquiries from management, review of
minutes of meetings and register of members etc. However, they emphasized on verification of
known related party transactions instead of mentioning steps aimed at identification of undisclosed
related party transactions.

0.4  Autumn 2010

Al-Shams Limited is an unquoted public company. A large part of its business is carried out with
persons / organisations who are related to the management or the shareholders. A

Required:

a. State any eight procedures which an auditor may perform for determining th istence of
related parties or related party transactions. 8 marks)
b. Give four examples of situations that may be indicative of dominant influe exeMy a
related party. marks)
Answer:
(a)
1.  Evaluate the company’s procedures for identifying and for pr unting for related-

party transactions.
ii.  Inquire of management regarding:
a. the identity of the entity’s related partie
b. the nature of relationship between the enti

elated parties; and

c. whether entity entered into an sactio ese related parties during the
period and, if so, the type and pu .
1ii.  Inspect information supplied by the entity to.reg authorities (e.g. SECP, FBR, SBP,
etc.)

iv.  Identify all employee benefit plans and the na:y of the officers and trustees thereof.
v.  Review shareholder registers to i ity the entity’s principal shareholders.

vi.  Review material investment s during the audit period to determine whether the
e period create related parties.
Vii. reem key management or those charged with governance.
Viii. s re-negotiated by the entity during the period.
ix. d agreements not in the entity’s ordinary course of business.
X.
xi mations obtained by the auditor
xii areholders and of those charged with governance.

inan! influence exerted by a related party include the following:
ctions are referred to the related party for final approval.
or no debate among management and those charged with governance

iv.  The related party has vetoed significant business decisions taken by management or those
charged with governance.

0.7  Autumn 2009

Describe the procedures that the auditor may perform, in order to ensure the completeness of the
information provided by the management, about related parties. (06 Marks)
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Answer:
Procedure to identify Related Parties

The auditor may perform the following audit procedures to ensure the completeness of the
information provided by management about related parties:

i.
ii.
iii.
1v.
V.
Vi.

Vii.

Review prior year working papers for names of known related parties;

Review the entity’s procedures for identification of related parties;

Inquire as to the affiliation of those charged with governance and officers with other entities;
Review shareholder records to determine the names of principal shareholders or, if
appropriate, obtain a listing of principal share-holders from the share register;

Review minutes of the meetings of shareholders and those charged with go ance and
other relevant statutory records such as the register of directors’ interests; S
Inquire of other auditors currently involved in the audit, or predecessor auditors, as to-their
knowledge of additional related parties; and V
Review the entity’s income tax returns and other information s @ o regulatory
agencies.

q
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Chapter # 15 ISA-560
Subsequent Events

0.9 Spring 2013

You were the engagement partner on the audit of Bhurban Limited (BL) for the year ended 30
September 2012.

y N
A few days after the issuance of the audited financial statements, the job senior informed you that a
long outstanding suit for recovery of Rs. 140 million has been decided in favour of nd the

amount has been recovered. The profit before taxation, as reported in the financial statements for the
year ended 30 September 2012 was Rs. 178 million and the above debt had bee W for in
those financial statements. o

Required:
Describe what actions you would need to take in this regard. (12 marks)
Answer:
The decision given by the court confirms the existe is material to the financial
statements, therefore audit report issued on the basis of isi inst debtor does not hold good
and therefore the auditor needs to amend the rep&
In view of the above, the auditor needs to take the fo

= Discuss the matter with management a where appropriate, those charged with

governance.
» Inquire how management inte dress the matter in the financial statements.

» Ifmanagement amends the fi

- Carryout audit pro
amendment.

- Review the ste
issued fin

situation.

- tend tE audit procedures on subsequent events to the date of the new auditor’s
re nd date the new auditor’s report no earlier than the date of approval of the
mende

as may be necessary under the circumstances on the

ke anagement to ensure that anyone in receipt of the previously

I st nts together with the auditor’s report thereon is informed of the

d financial statements; and
vide a new auditor’s report on the amended financial statements.

Where law, regulation or the financial reporting framework does not prohibit
management from restricting the amendment of the financial statements to the
effects of the subsequent event or events causing that amendment and those
responsible for approving the financial statements are not prohibited from restricting
their approval to that amendment, the auditor is permitted to restrict the audit
procedures on subsequent events to the amendment and in such case the auditor
shall:

» Amend the auditor’s report to include an additional date restricted to that
amendment that thereby indicates that the auditor’s procedures on subsequent
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events are restricted solely to the amendment of the financial statements
described in the relevant note to the financial statements; or

» Provide a new or amended auditor’s report that includes a statement in an
emphasis of matter paragraph or other matter paragraph that conveys that the
auditor’s procedures on subsequent events are restricted solely to the
amendment of the financial statements as described in the relevant note to the
financial statements; and

- The emphasis of matter paragraph or other matter paragraph included in the new or
amended auditor’s report shall refer to a note to the financial statements:that more
extensively discusses the reason for the amendment of the previously Wancial

statements and to the earlier report provided. | U 4
A W

e auditor will
, management or

management and where appropriate, those charged with gove
seek to prevent reliance on the auditor’s report . If despite s
those charged with governance do not take necessary step

Examiner’s Comment:

Most candidates did very well and the majorit
Some candidates did not appear to have read
financial statements had already been issued and ¢ ement was to state whether the financial
i at were required to be taken thereafter.
ere the financial statements had not been
hich resulted in wastage of time.

Such candidates ended up giving two scenarios, one
issued as yet and the other where they had-been issued

Moreover, though it was clearly m
many candidates still mentioned.s

e check whether the a nt ha

e obtain confirmati m tity’s lawyer about the status of the case.

0.6 l?

List th dures that may be performed by the auditor in order to ensure that all events
occu date of the financial statements and the date of the auditor’s report that
require ‘a , or disclosure in, the financial statements are identified and appropriately
reflected in inancial statements. (10 marks)
Answer:

Audit Procedure — Subsequent Events
The following procedures will help the auditor in identifying ‘subsequent events’ that require either
adjustment or disclosure in the financial statements. :
1.  Review existing procedures (if any) laid down by the management to identify these events.
ii.  Study minutes of the meetings of the Members, Board of the directors and other important
executive committees (if any) held after the balance sheet date and enquire about the matters
which may be relevant in this regard.
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iii.  Discuss with key officials on matters such as company’s policy on marketing of new
products, price structure, major sales order booked or cancellation of sales orders and loss of
major customers, if any, new borrowings, capital commitments, fresh guarantees, outcome
of pending law suits and any change in accounting policies etc.

iv.  Ascertain the status of litigations, claims etc. against the company from its legal advisors.

v.  Inquire, or extend previous oral or written inquiries, of the entity’s legal counsel concerning
litigation and claims

vi.  Read the entity’s latest available budgets, cash flow forecasts and other related management
reports for periods after the date of the financial statements. V=N

vii.  Obtain written representation from the management that all relevant ngave been

appropriately accounted for/dealt with. ‘f"“
viii.  Obtain an assurance from management about the :
e Current status of items that were accounted for on the basis of esti Wélusive
data. o
e Any events occurred or likely to occur which will require c e in the existing

accounting policies.
e Any events which may cast doubts about the validi
assumption. For this purpose, the auditor should r
which may cast significant doubt on the compan
concern.

‘going concern’
the circumstances
continue as a going

Examiner’s Comment:

The requirement in this question was to specify t ditor needs to take to ensure that
all events occurring between the date of the finan
which affect the financial statements, are identifi ppropriately reflected in the financial
statements.

The question was generally attempted
wasted time in discussing events oc
beyond the requirement of the que

disagreements with the manage re not relevant.

0.3 Autumn 20

Fieldwork for the annual au f Peach Textile Mills Limited (PTML) has been completed and the
financial statements a e audit report are due to be signed next week. During the

concluding meeti the client, the auditor was informed that a fire has destroyed all the raw

cloth placed i e ware e at the mill. About 60% of the destroyed cloth was purchased after the
repor ever, due to certain defect in the insurance policy, the insurance company
settled ying 80% of the amount of loss.

Require
Explain the auditor’s responsibility and the audit procedures and actions that should be carried
out by the auditor in the above situation. (05 marks)

Answer:

Auditor’s responsibility and the audit procedures and actions that should be carried out

The auditor is responsible to consider the impact on the financial statements, of all events that take
place before the signing of the audit report.
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The loss due to fire is a non-adjusting event as it is indicative of conditions that arose after the
reporting period. Therefore in the above situation the auditor will need to carry out the following
audit procedures:
(a) Assess the financial impact of the damage as may have been determined by the management
by reviewing the accounting documents, board minutes, surveyor’s report etc.
(b) If the event needs to be disclosed in the financial statements, because of its materiality,
advise the management to make appropriate disclosure.
(c) If appropriate disclosure is not made or the disclosure is inappropriate, consider modification

of the audit report. ,\
s

Examiner’s Comment:

B
The performance in this question was quite poor as most of the students were not able to m,uate
the situation. The students were expected to identify that: ‘v‘

e Itis a non-adjustable event.
e The auditor is responsible to assess whether the impact of
statements is material.
¢ In case the auditor determines that the impact is material,
give appropriate disclosure and in case the managemen
consider appropriate modification of the audit
However, majority of the students produced all so i and mainly delved on the
following issues:
¢ Management’s failure to properly insure
e Procedures to be adopted for revision o ough it was clearly mentioned in

on' the financial

0.3 Spring 2010

The management of Zafar Textile
financial statements after its issuance t
approached the auditor.for iss
Required:
Describe the procedures

B

) has become aware of an error in its audited
eholders. ZTL intends to rectify the error and have
udit report on the revised financial statements.

tor should adopt in the above circumstances. (Marks 08)

Answer:
When managem %e financial statements, the auditor should undertake the following
audit procedu

X

audit procedures necessary in the circumstances.

dures should be designed to obtain sufficient appropriate audit evidence that
to the date of the auditor’s report that may require adjustment of, or disclosure
ncial statements have been identified.

the steps taken by management to ensure that anyone in receipt of the previously

d financial statements together with the auditors’ report thereon is informed of the
situation.

iv). Issue a new report on the revised financial statements. The new auditors’ report should
include an emphasis of a matter paragraph referring to a note to the financial statements that
more extensively discusses the reason for the revision of the previously issued financial
statements and to the earlier report issued by the auditor.

v). The new audit report should be dated not earlier than the date of approval of the revised
financial statements.

Chapter #15 ISA-560 | For Suggestion: arslan92002@gmail.com or fb.com/arslan92002



(oo pa S L VAV E W iz [AUDITING FOR CA]

vi). If the auditor is unable to obtain sufficient, appropriate audit evidence or if he is not satisfied
with the steps taken by the management, he shall seek a legal opinion.

)\
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Chapter # 16 ISA-580

Q.5

Management Representation

Spring 2013

Strong Vehicles Limited (SVL) manufactures heavy vehicles. As the job incharge on SVL’s audit ,

you have come across the following situations:

&

b) The management had provided you with a representation that they had disclosed he related
party transactions and relationships of which they were aware. However, beforwion of
the audit, you found that subsequent to the year-end, a payment of Rs. 100 million has been
made to Strong Engines Plc (SEP), a company incorporated in a foreign co Wéuery,
the management has advised you that SEP is a foreign subsidiary of SVL ts name was not
disclosed inadvertently because it had been non-operational for the last ma ears. (05 marks)

¢) The management has provided you with written representatio of fixed assets are
realistically estimated. Similar representation was also provid he prior years. However,
SVL has incurred losses on disposal of fixed assets during ause of which you are
now of the view that the useful lives of fixed asse estimated. (04 marks)

Required:

Analyse each of the above situations and briefly describe yo of action

Answer:

Situation (a)

Situ

Non disclosure of the name of a subsidiary rai oncerns relating to competence, integrity,
ethics and diligence of management y

We shall determine the possi
representations provided to us an
procedures:

6. Promptly co

of such concerns on the reliability of other

dence in general. We shall perform the following

h er members of the engagement team that Strong Engine Plc
s not identified bt the management.

osures and treatment of related party and transactions, we

7. As IFRS requites c

would:
» Reque e
and

» Inquire as to why the entity’s controls over related party relationships and transactions
nable the identification or disclosure of SEP and transactions;

to identify all transactions with the SEP for our further evaluation;

additional audit procedures as necessary; and
10. If the non-disclosure by management appears intentional (and therefore indicative of a risk
of material misstatement due to fraud), evaluate the implications for the audit.

ation (b)

The representation provided by management that useful lives of fixed assets are realistically
estimated seems inconsistent with the audit evidence related to the losses on disposal of fixed
assets.
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= However, since the matter pertains to future estimates, the error does not seem to render other
management representations unreliable.
= The auditor shall discuss the matter with the management to attempt to resolve the matter.

» Ifafter discussion with the management, the matter remains unresolved, the auditor may:
» Consider whether the risk assessment remains appropriate and, if not, revise the risk
assessment and determine the nature, timing and extent of further audit procedures.
» Ask the management to reassess the estimated useful lives of fixed assets.

y N

Examiner’s Comment: ’\

a) Most of the candidates were unable to comprehend the whole situation. Consequ , they
tended to produce general comments on the severity of the situation when. man. ement
representation is found to be incorrect. Most of the following issues whi e been
discussed were missing in majority of the cases:

e Concerns about the competence and integrity of management du non-disclosure of the
subsidiary.
e Effects of such concerns on the reliability. of other r ions provided by the

management and the audit evidence in gener

¢ The effect of the above on the audit opin“k

¢ Need to document the auditors’ finding and basis decision.

b) Most students discussed issues such as managem integrity, impact of fraud and modification
of the opinion without appreciati at most, it was a case of error of judgment. Many
students stated various audit assertions ad no relevance.

0.4 Autumn 2012

eported in the financial statements is based on the
uch a situation the auditor has to rely on management

a. Classification

’

management’s int

representatio

Required:

List the f: at the auditor should consider in evaluating the management’s intentions
with r to th*ﬂfture course of action, as stated in their written representations.

(Marks 04)
discuss how the auditor would deal with a situation where he is in doubt regarding

y of the written representations provided by the management of the company.
(Marks 05)

Answer:
a. Factors that the auditor would consider when obtaining evidences about or evaluating the
intentions of the management:
When obtaining evidence about, or evaluating, judgments and intentions, the auditor may
consider one or more of the following:
¢ The entity’s past history in carrying out its stated intentions.
¢ The entity’s reasons for choosing a particular course of action
¢ The entity’s ability to pursue a specific course of action.
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e The existence or lack of any other information obtained during the course of the
audit that may be inconsistent with management’s judgment or intent.

b. How the auditor would deal with a situation where he is in doubt as regards the
reliability of the written representation provided by the management of the company:
The doubt as regards management’s representation can be on account of several different
reasons. Auditor’s response in each situation is described below:

e If there is inconsistency between one or more written representations and audit
evidence is obtained from another source, the auditor may consider whether the risk
assessment remains appropriate and, if not, revise the risk assessme d the nature,
timing and extent of further audit procedures to respond to the assessed risk.

e If the matters relates to the competence, integrity, ethical Values{c‘l'i.h&we and
commitment of management, the auditor may conclude that the audit cannot be
conducted. In such a situation, the auditor may consider wi Mm the
engagement and if withdrawal is not possible, he may disclaim inion.

Examiner’s Comment:
a) It was a simple question and has been asked in a variety of way ious attempts. Majority of
the students performed well and were able to identify the rs e auditor considers
while evaluating the reliability of management representation.

b) Only few students were able to specify that doubt
generally on account of the following reasonk

¢ Where there is an inconsistency between o ritten representations.
¢  Where management’s integrity and competence is in doubt.

Good students were generally able
on the second point only. Very

anagement representation is

tify the‘above situations but most others laid emphasis

0.7 Spring 2

As part of the audit proc the n gement provides written representations to confirm certain
matters in connection with the au

Required:
a. State the you will consider as an auditor while assessing the reliability of
repres y the management. (05 marks)
b. course of action available to an auditor if the management refuses to provide
n a particular issue. (05 marks)

s that will be considered as an Auditor while assessing the reliability of
sentation made by the management:
When the representations relate to matters material to the financial statements:
1.  Whether the representations appear reasonable and consistent with other audit
evidence obtained.
1i.  Whether the individuals making them can be expected to be well informed on such
matters.
iii.  Integrity of those making the representations.
iv.  Accuracy of representations made in the past.
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v.  Corroborate audit evidence from sources inside or outside the entity.

b. Auditor’s course of action if management refuse to provide you with a management
representation on a particular issue:
If management does not provide one or more of the requested written representations, the
auditor shall:

1.  Evaluate whether sufficient, appropriate audit evidence can be obtained from other
sources;

1.  If sufficient appropriate audit evidence cannot be obtained from o sources than
this will constitute a scope limitation and the auditor should expre qualified
opinion or disclaimer of opinion. ‘f"“

iii.  Re-evaluate the integrity of management and evaluate the effect that this may-have
on the reliability of representations (oral or written) and audit.evi eWéneral;
and

iv.  Consider possible implications that the refusal may have on th

v.  Re-assess the continuation of engagement with the audit

Examiner’s Comment:

were easy and did not involve any complicatio tudied the relevant ISA
thoroughly, they could have secured high marks. Howe performance of the students
was average. Only few of them were able to W all i

casual and mentioned points such as:

¢ Representation must be made for the whole period.
¢ Ensure that representation is made under conyn seal of the company.
e There must be disclosure of unu, items.

0.2 Spring 2011
One of the objectives of obtaining i epresentation from management is to ensure that the
management knows ] ts responsibility for the preparation of the financial

statements and for the co
Required: EN

Specify the situations wh
course of action itor take in such a situation? (07 marks)

ituations, the auditor would have doubt as to the reliability of written

auditor has concerns about the competence, integrity, ethical values or diligence
agement, or about its commitment to or enforcement of these.
b. When written representations are inconsistent with other audit evidence obtained.

Course of action in situation (a)
1). The auditor shall determine the effect that such concerns may have on the reliability of
representations and audit evidence in general.
i1). If the auditor concludes that the risks related to management representations on the financial
statements is such that an audit cannot be conducted, the auditor may consider withdrawing
from the engagement.
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Course of action in situation (b)

1). The auditor may consider whether the risk assessment remains appropriate and, if not, revise
the risk assessment and determine the nature, timing and extent of further audit procedures
to respond to the assessed risks.

i1). If the matter remains unresolved, the auditor shall reconsider the assessment of the
competence, integrity, ethical values or diligence of management, or of its commitment to or
enforcement of these, and shall determine the effect that this may have on the reliability of
other representations and audit evidence in general. N

iii). If the auditor concludes that the written representations are not reliable, the auditor shall
take appropriate actions, including determining the possible effect on the Min the
auditor’s report. N 4

A W
Examiner’s Comment: o
The question was poorly answered by most students. Generally they identify that the
bo e competence,
r enforcement of
he answer to latter

integrity, ethical values or diligence of management or about its
controls or when the representations is inconsistent with other a
part of the question was even worse as very few could describe the
takes in such situations.

Y
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Chapter # 17 ISA-600
Audit of Group Financial Statement
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Chapter # 18 ISA-610
Using work of Internal Auditor

0.4  Autumn 2009

During the audit of PQR Limited you have been assigned the task of evaluating the work performed
by the internal audit department of the company on certain specific areas. a

Required: \
a. Describe how would you evaluate the work performed, in order to determine extent of
reliance that may be placed thereon. W@
b. List the important differences between internal and external audit with respect to the
o A Wy
following: A

e Independence
e (Objectives
e Reporting

Answer:

(a) For the purpose of determining the extent of reliance aced on the work of

internal auditor in specified areas, it may be evaluate

1). Inspecting the adequacy of the scope of the

ii). Determining by means of inspection wheth
audit function remains appropriate. ‘

iii). Obtain evidence that:
¢ The work is performed by staff haw technical training and proficiency as

internal auditors and the work of assistants are properly supervised, reviewed and
documented.

e Sufficient appropriate a
conclusions reached.

e Conclusions reached ar 1ate in the circumstances and any reports prepared
are consistent wi res f work performed.

e Any ion atters disclosed by internal audit are properly resolved.

idence )as obtained to serve as a reasonable basis for

t n Internal Audit and the External Audit

a part of the entity, no matter how autonomous and objective it is., it

Reporting

e Report of external auditor is addressed to the members (shareholders) / owners / those
charged with the governance of the entity.
Internal audit reports are addressed to the management and those charged with the
governance.
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e The reporting requirement of the external auditor is determined by the framework under
which the audit is being carried out and by applicable legal and regulatory requirements.
Reporting requirement of internal audit is based on the objectives/scope of work
determined by the management and those charged with governance.

q
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Chapter # 19 ISA-620
Using work of an Auditor’s Expert

0.8  Autumn 2010
When expertise in a field other than accounting or auditing is necessary to obtain sufficient

appropriate audit evidence, the auditor has to determine whether to use the work of an auditor’s
expert. A

Required: ’\

List down the sources from where the auditor may get the information regardijg,-’dl"‘kxpert’s
competence, capabilities and objectivity. kMa

Answer:

Information regarding the competence, capabilities and objectivity of a
from a variety of sources, such as:
1). Personal experience with previous work of that expert.
i1). Discussions with that expert.
iii). Discussions with other auditors or others who ili hat expert’s work.
iv). Knowledge of the expert’s qualifications, essional body or industry
association, license to practice or other forms of e iti
v). Published papers or books written by tha ert.
vi). The auditor’s firm’s quality control polici

S
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Chapter # 20 ISA-700

Audit Report (Contents)

Q.1  Autumn 2012

Shahrukh and Company, Chartered Accountants, have conducted the statutory audit of the financial
statements of Karim Limited, a listed company, for the year ended 30 June EIZ under the
Companies Ordinance, 1984. The job incharge has drafted the following audit repoﬂ\

Fan
Auditors’ Report to the Members £ "
We have audited the annexed balance sheet of Karim Limited (the Company hJunl:'ZOlZ,
and the related Income and Expenditure Account, Statement of Comprehensi ome, Cash Flow

in rt thereof, for the

anations which

Statement and Statement of Changes in Equity together with the notes fi
year then ended and we state that we have obtained all the information
were necessary for the purposes of our audit.

intain a system of internal
with the approved auditing
anies Ordinance, 1984. Our

It is the responsibility of the company’s managemen
control and prepare and present the above said stateme
standards and the requirements of the fourth schedule
responsibility is to audit these statements.

We conducted our audit in accordance with the z%gdards as applicable in Pakistan. These
standards require that we plan and perform the audit to obtain reasonable and limited assurance
about whether the above statements are free of any misstatement. An audit includes examining
evidence supporting the amounts an osures in the above said statements. An audit also
includes assessing the accounting polici ignificant estimates made by management, as well as,

evaluating the overall presentation of the above said statements. We believe that our audit provides a
reasonable basis for our opinion‘a after verification, we report that:

a) in our opinion, pr boo Q accounts have been kept by the company.
b) in our opinion; .
). the balance s a rofit and loss account together with the notes thereon have been

us, the balance sheet, profit and loss account, statement of comprehensive income, cash flow
statement and statement of changes in equity together with the notes forming part thereof,
conform with the approved accounting standards as applicable in Pakistan and give the
information required by the Companies Ordinance, 1984, in the manner so required and
respectively give a true and fair view of the state of the Company’s affairs as at 30 June 2012;
and

d) in our opinion, no zakat was deductible at source under the Zakat and Ushr Ordinance,
1980.
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Chartered Accountants

Date: 01 September 2012

Required:

Identify the errors in the above report vis-a-vis a standard statutory audit report. (12 marks)
(Note: You are not required to redraft the report.)

Answer:
1.  In the introductory paragraph the word “Income and expenditure account” s@e replaced
with “profit and loss account".
ii.  In the introductory paragraph the phrase “to the best of our knowledge and % to be

inserted before the phrase “were necessary for the purpose of an audit”. 2 Tu
iii.  In the responsibility paragraph the word “auditing standard” is to be repl Wuntmg
standard”. o

tted
ity o audit these
SS an opinion on

iv.  In the responsibility paragraph the phrase “of the fourth schedule” is to be
v. At the end of responsibility paragraph the phrase; “Our resp i
statements” is to be replaced with the phrase “Our responsibility i
these statements based on our audit”.
vi.  In the scope paragraph the phrase “and limited” is incorrect an

vii.  In the scope paragraph the word “material” be a isstatement.
viii.  In the scope paragraph the phrase “on a test basis” s ded before the phrase “evidence
supporting the amounts and disclosures in t .
ix.  In point (a) the phrase “as required by the Co I ce 1984” be added.

X. In para (b) point (ii) the phrase “was in accor ith the objects of the Company” be
replaced with “was for the purpose of the Com ”,

xi.  In para (b) point (iii) the phrase “was for the p

with “were in accordance with the objects of the

xii.  In para (c) the phrase “of the profit or its cash flows and changes in equity for the year then

ended”; be added at the end.

xiii.  The place of signing of acco

xiv.  Name of the engagement partner has n

tioned after the signature of the firm.
een mentioned.

Examiner’s Comment:

This question was a
comparison with a s

on students were asked to identify the errors in the given report in
atutory audit report. Majority of the students were able to identify the

whole report (after making the corrections) or extracts of the Report
e errors in the report. Although they secured appropriate marks but a lot of

0.10 Autumn 2010

Al-Badr & Company, Chartered Accountants, have conducted the statutory audit of the financial
statements of Al-Qasim Limited, a listed company, for the year ended June 30, 2010 under the
requirements of the Companies Ordinance, 1984. The job in charge has drafted the following audit
report:

Auditors’ Report to the Directors

‘We have audited the annexed balance sheet of Al-Qasim Limited as at June 30, 2010 and the related
profit and loss account and statement of changes in equity together with the notes forming part
thereof, for the year then ended and we state that we have obtained all the information and
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explanations which, to the best of our knowledge and belief, were necessary for the purposes of our

audit.

We conducted our audit in accordance with the auditing standards. These standards require that we
plan and perform the audit to obtain reasonable assurance about whether the above said statements
are free of any material misstatement. An audit includes examining evidence supporting the
amounts and disclosures in the above said statements. An audit also includes assessing the
accounting policies and all estimates made by management, as well as, evaluating the overall
presentation of the above said statements. We believe that our audit provides a re able basis for
our opinion and, after due verification, we report that:

a)

b)

<)

in our opinion: L\

). the balance sheet and profit and loss account together with the notes
drawn up in conformity with the Companies Ordinance, 1984,
with the books of account and further in agreement with accounting
applied;

ii). the expenditure incurred during the year was for the pu
and

iii). the business conducted, investments made and the
were in accordance with the objects of th

policies consistently
pany’s business;

curred during the year

g to the explanations given to
nt of changes in equity together
nternational Financial Reporting
Companies Ordinance, 1984, in the
e and fair view of the state of the company’s
changes in equity for the year then ended;

us, the balance sheet, profit and loss a
with the notes forming part thereof
Standards, and give the information requ
manner so required and respectively give a
affairs as at June 30, 2010 and of the profit
and

in our opinion, no zakat was de t source under the Zakat and Ushr Ordinance, 1980

(XVIII of 1980

Al-Badr & Company

Charter

ed Accountan

Karachi

Dated: Septe XX, Z(W

Identify in' (Where necessary) the errors in the above audit report.
(Note: You are not required to redraft the report.) (12 marks)

Audit report should be addressed to the members of the company instead of directors.

In the introductory paragraph and opinion paragraph, the word “cash flow statement” has
been omitted.

In the opinion paragraph, the words “its cash flows” have been omitted.

The paragraph explaining the responsibilities of management and auditors has been omitted.
This paragraph should come after the introductory paragraph.
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v.  After the statement “We conducted our audit in accordance with the auditing standards” in
the audit responsibility paragraph, the words “as applicable in Pakistan” have been omitted.

vi.  In the auditor’s responsibility paragraph, the words “on test basis” have been omitted.

vii.  In the auditor’s responsibility paragraph, the word “all estimates....” should be replaced with
the words “significant estimates”.

viii.  The opinion paragraph whether proper books of account have been kept by the company as
required under the Companies Ordinance, 1984, has been omitted.

ix.  In paragraph (b) of the opinion, the financial statements have incorrectly been referred to
have been drawn up in accordance with International Financial Reporting dards instead
of the requirement i.e. approved accounting standards as applicable in Pakistan.

x.  Name of the engagement partner has not been mentioned. [V

Q.9  Autumn 2010 1"
In the light of ISA-700 “Forming an opinion and reporting on financial stz 1scuss the
auditor’s responsibilities with regard to un-audited supplementary info prese ted with the
audited financial statements. 07 marks)
Answer:

). If supplementary information that is not r u1red le financial reporting

ii). If such supplementary information is n

framework is presented with the audited fi he auditor shall evaluate
whether such supplementary information is clea i iated from the audited financial
statements.

statements, the auditor shall ask manage

information by:

a) Removing any cross references fro he financial statements to unaudited
supplementary schedules o audited notes so that the demarcation between the
audited information is su ear.

b) Placing the unaudited s
if that is not possi mstances, at a minimum place the unaudited notes
together red notes to the financial statements and clearly label
them as unau

e the presentation of supplementary

ii1). If managem o so, the auditor shall explain in the auditor’s report that such

tion has not been audited.

iv). The fa supplementary information is unaudited does not relieve the auditor of the

d that information to identify material inconsistencies with the audited
nts.
information that is not required by the applicable financial reporting
ut is nevertheless an integral part of the financial statements because it cannot

Spring 2010

The auditor is required to issue an audit report at the end of the audit, which sets out his
opinion on the financial statements. An important element of the audit report is the
statement of auditor’s responsibility.
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Required:
Narrate the matters that should be contained in the statement of auditor’s responsibility as
included in an audit report issued under ISA-700 ‘The Independent Auditor’s Report on a
Complete Set of General Purpose Financial Statements’. (08 marks)
b) Identify the situations in which an auditor may modify his report without affecting his
opinion. Also explain how such a modification should be presented in the audit report.
(07 marks)

Answer:

a) The statement of responsibility should state the following:
1. It is the responsibility of the auditor to express an opinion on financial
statements. 3’-“
ii.  The audit was conducted in accordance with International Standards on Auditing.
iii.  Those standards require that : ‘v
¢ the auditor complies with ethical requirements.
¢ the auditor plans and performs the audit to obtain re
the financial statements are free from material misstate
iv.  That an audit involves performing procedures to
amounts and disclosures in the financial statemen

&

a ssurance whether

idence about the

\% That while selecting the procedures to be performe tor exercises judgment
including the assessment of risks of and whether due to fraud
Or error.

vi.  In making the risk assessment t i iders internal controls relevant to fair

presentation of financial statem
appropriate in the circumstances b
the effectiveness of the entity’s inter
vii.  That an audit includes evaluation o
used, the reasonableness stimates

viii.  The auditor beheves
appropriate to pro is for the auditor’s opinion.

b) The situations i i s modified without affecting the auditor’s opinion are as
follows:
1). If the ing concern assumption is appropriate but a material uncertainty
i as adequately disclosed in the financial statements.
ere 1is significant uncertainty (other than going concern or multiple
ertainties), the resolution of which is dependent upon future events and which
fect the financial statements.

the information in the financial statements.

odification is presented:

By adding an emphasis of matter paragraph to highlight an important matter

affecting the financial statements.

ii). The above paragraph is required to refer to the note to the financial statements that
more extensively discusses the matter.

ii1). The paragraph should preferably be included after the paragraph containing the
auditor’s opinion but before the section on any other reporting responsibilities.

iv). The emphasis of matter paragraph should ordinarily refer to the fact that the

auditor’s opinion is not qualified in this respect.
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0.1  Autumn 2009
(a) Briefly highlight the management’s responsibilities relating to the financial statements?(07 Marks)

Answer:
(a) The management’s responsibilities in relation to the financial statements include the
following:
a. The overall responsibility for the preparation and presentation the financial
statements. &

b. Identifying the financial reporting framework to be used in the Mn and
presentation of the financial statements.

c. Designing, implementing and maintaining internal contr t ‘to the
preparation and presentation of financial statements that a om material
misstatement whether due to fraud or error.

d. Selecting and applying appropriate accounting policies.

e. Making accounting estimates that are reasonable in t

0.8 Autumn 2009
The auditor’s report as specified in form 35A in t al Provisions and Forms)
Rules, 1985 includes the auditor’s opinion on certain m ave not been specified in the
format of auditor’s report given in the Intematio&ndar iting.

Required:
List the additional reporting responsibilities of the audi scussed in the preceding paragraph.
(08 marks)

y

Companies (General Provisions and Forms) Rules,
ponsibilities.
ing maintained by the company as required by the

Answer:

The report specified in form 35A in

1985 covers the following additional re
). that proper books of

Companies O nce,

ii). that the balance

rofit and loss account together with notes thereonare in
ies Ordinance, 1984 and in agreement with the books of
ccordance with the accounting policies consistently applied.
following:

accounts and.are
iii). Opinion

= “whether the zakat deducted (if any) was deposited in the Central Zakat Fund.
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Chapter # 21 ISA-705
Modification to Opinion

Q.10  Spring 2013

The following situations have arisen on different clients of your firm. The year end in each instance
is 31 December 2012. .

a) In November 2012, Wazir Limited (WL) entered into a five year contract wit’hhr Limited
(SL), for supply of specific parts. The supply was to commence on 1 April ZOIﬁMember
2012 WL purchased plant and machinery specifically for the contract with SL at.a price of Rs.
150 million with useful life of five years. However, in January 2013 SL inc Wés ina
natural disaster and went into liquidation. o

During 2012 sale to SL. amounted to Rs. 5 million and the amou om SL at the
year end was Rs. 450,000.

For the year ended 31 December 2012, WL had earned profi 1on of Rs. 125 million.
The turnover for the year was Rs. 900 million of that date were Rs. 1.2
billion. (07 marks)

b) As the auditor of Mianwali Tracking Compm.m' L), you have noticed that proper
cash book has not been maintained by the compa shortage of staff. However, MTCL
has provided you with summaries showing pa i eipts and payments and you have been
able to trace them to the company’s bank statem (05 marks)

¢) During the year, Jhelum Limited id 10% dividend to the shareholders. On account of an
error, Zakat could not be deduct m s of the shareholders. The amount involved was Rs.
22,000 which was deposited Lin ntral Zakat Fund and charged as other expenses.

(03 marks)
Required:
Discuss the impact of efh e matters on your audit report.
Answer:

a) The liquidation of SL is a non adjusting event. However, the amount due from SL is only 0.36%
of profit b ax and 1s not material to the financial statements therefore the disclosure relating
to lectabi amount due from SL is not required.

The ant is 120% of the profit before taxation and 12.5% of the net assets of the
company and it is material to the financial statements.

Since plant was purchased exclusively for the production of items to be supplied to SL, an
impairment review under IAS 36 must be carried out.

If material impairment is eminent then a disclosure would be required as it is a non adjusting
event. In case of non disclosure, a qualified opinion would be given as the matter is material to
the financial statements.
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b) Under the requirements of the Companies Ordinance, 1984 every company is required to keep a
record of sums of money received and expended by the company and the matters in respect of
which the receipts and expenditure takes place.

By tracing the receipts and payments mentioned in the party wise summaries with the bank
statement, the matter in respect of which these receipts and payment took place cannot be
verified.

Unless the information relating to the matters in respect of which receipt and nditure takes
place is available elsewhere, the audit opinion regarding proper books of accou s required

under the Companies Ordinance 1984 shall be qualified.

deductible at source under the Zakat and Ushr Ordinance, 1980, but w M by the
Company. However, an equivalent amount was deposited by the Compan the Central Zakat
Fund and is included in other expenses”.

an N
i T

c) It will be mentioned in the auditor’s report that “In our opinion, Zalj@hﬂ MW&S
e

Examiner’s Comment:

a) Candidates seemingly found this question difficult. Many o
carefully and considered it to be a situation relati

not read the question

e Barring very few exceptions, students did iate that the heavy losses suffered by the
company owing to the natural disaster is i n-adjusting event and does not require
adjustments in the financial statements. y

off the mark. Most of the students commented that there is no issue if

res evidence from alternate source and suggested that auditor should consider
is paragraph or other matter paragraph to highlight the issue related to non-
er cash book. Few candidates could identify that companies are required to

expenditures take place. Consequently, the auditor would have to qualify the audit report as
proper books of accounts have not been kept by the company as required by Companies
Ordinance 1984. Moreover, very few could specify the fact that the auditor may also give a
qualified or a disclaimer of opinion because non-availability of appropriate record may result in
scope limitation.

¢) Majority of the candidates mentioned that the amount is immaterial and hence would not have
any impact on the audit report. However, this conclusion was not appropriate as the auditor has
to report whether zakat deductible under the Zakat and Ushr Ordinance, 1980 had been
deducted or not. Hence, the audit report would need to be qualified in this regard.
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Q.6  Spring 2013

Sher Khan Limited (SKL) had announced a major restructuring in the year 2011 and a provision of
Rs. 120 million was made against the cost of restructuring and redundancies. During 2012 all known
claims and liabilities relating to the restructuring were settled for Rs. 90 million.

However, as a matter of prudence, the company has not written back the excess amount of provision

in view of a suit filed by certain staff members against termination of their employment. SKL.’s legal
counsel is of the view that the possibility of an adverse decision against the compm&his matter is
remote.

The audit senior does not agree with the management’s contention and has drafte‘the fvlmg

modification in the audit report: v
“An amount of Rs. 30 million has been provided in respect of the mount which the
company may be required to pay to the employees whose employme inated during
the year. The management is of the view that in case the compa 0 pay the amount
to those employees, the said provision would be utilized. In o i company’s decision
to make the above provision is not in accordance with Internat unting Standards. Had
the liabilities been recognized correctly the pro have increased by Rs. 30
million. Because of the effects of the matters discu financial statements do not

give a true and fair view of the financial posi" n of the s at 30 September 2012.”

Profit before taxation and net assets of SKL are R%

Required:
Comment on the decision of the audit. senior ayidentify the shortcomings, if any, in the
(08 marks)

modification drafted by him.

and Rs. 350 million respectively.

Answer:

The 2012 statement
liabilities and claims ha
management, the chances

shows provisions of Rs. 30 million. Since all known
and according to the legal advisor as well as the company’s
are remote, hence inclusion of a provision for liabilities is

inappropriate. ( ;
Materiality

The amount 30 million is material, as it is 8.57% of net assets and 20.69 % of profit before

Short Comings in Modification paragraphs

The paragraph does not mention the note reference, where the details relating to the Provision can
be found in the financial statements.

There is no need to mention the management’s point of view in the report. Managements view point
should be disclosed in the relevant notes to the financial statements.

The draft audit opinion is not in accordance with the form recommended by ISA, as the basis of
modification paragraph has been merged with the opinion paragraph. The two paragraphs should be
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separated and contain appropriate headings also. Moreover, the phrase “In our opinion” should be
used at the beginning of the opinion paragraph and a qualified opinion should be given as has been
discussed above.

Examiner’s Comment:

A mixed response was seen in this question. The students were generally able to point out some of
the apparent issues in the modification paragraph but very few could identify the relatively more
technical issues such as presentation of basis of modification and the opinion in the same paragraph
and that qualified opinion was more appropriate in the given situation as against a&erse opinion
appearing in the draft modification.

T
I | A N
0.2 Autumn 2012 | | 1'

b) During the current year, the company change

required disclosures have been included Wotes

¢) The previous year’s financial statement it ited by another firm of chartered
accountants which has issued an un-modified opinion on those financial statements.

ancial statements.

Required: X
Discuss the impact of each of the above rs on your audit report. (10 marks)
Answer:
a) .
=  We may have n that “proper books of accounts as required by the Companies

Ordi ve not been kept by the Company”.

b).. There wi no igpact on the audit report as the change of depreciation method is a change
ounti imate.

Exaniner’s Comment:

This question intended to test the knowledge of the candidates about impact on Auditors Report in
the given three situations. The performance of the candidates was rather poor. Each situation is
discussed below:
a) Students were required to frame the impact of non-verifiable cash sales on audit report.
Although most of the candidates managed to identify that the situation involves scope
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limitation, majority of them could not make out that besides scope limitation the Report also
required a modification because the company has not maintained proper books of account
(with respect to Cash Sales) as required under the Companies Ordinance, 1984.

b) Many students were of the incorrect opinion that a change in depreciation method is a
change in accounting policy and the auditor needs to mention in the audit report whether he
concurs with it or not. In fact, a change in depreciation method is a change in accounting
estimate and not a change in accounting policy.

¢) Majority of the students did not know that the auditor will need to include an other matter
paragraph and state therein that the financial statements for the previous &ere audited

by another auditor who had expressed an unmodified opinion on those financial statements.

Fan N
Q.1 __Spring 2012 L R
Platinum Limited (PL) is a key supplier of raw materials to Zinc Limited (ZL). Wﬁit
against ZL for breach of terms of an agreement. The amount claimed by PL is illion. ZL
has disclosed it as a contingent liability in the draft financial statements for the year ended 31
December 2011. However, ZL is striving for an out of court settlement espondence
indicates that PL is likely to agree and settle the dispute for 50% of t imed by them.
Required:
Describe the audit procedures that ZL’s auditor should perform i 1 tuation. Also discuss
the impact, if any, of the above procedures on the aud
Answer:
The following audit procedures should be applied to ass r an adjustment is required:

Obtain direct confirmation from the company’s la
settlement is probable and whether Rs. 5 million is
Review the correspondence with PL to confirm that the amount they are willing to accept is in fact
Rs. 5 million.

Discuss with management as to whet intend to accept PL’s offer and obtain a written
representation.

If on the basis of the above proced ditor concludes that a settlement at 50% of the amount
claimed is likely, he sha th ent to make a provision.

In case the managem rovide for the amount then a qualified opinion may be given, if
the amount of Rs. 5 milli sidered material.

of the parent company. Before signing the audit report, it has been determined that some of
the information is inconsistent with the information in the draft financial statements.
(07 marks)

b) Malakand Industries Limited (MIL) is engaged in the supply of customised machinery to
textile manufacturers. On 18 February 2012 one of its customers, who owed Rs. 9.6 million,
went into voluntary liquidation. In addition to the above amount, a job was in progress on
behalf of that customer and on which MIL had already spent Rs. 13.9 million.
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The directors have refused to make a provision against the debt on the grounds that the
liquidator was appointed after the balance sheet date. They have also refused to make any
provision in respect of the work in process as they are planning to sell the machinery being
manufactured to another customer for Rs. 15.7 million.

The profit after tax of MIL is Rs. 85 million. The materiality level is 10% of profit after tax.
A(05 Marks)

¢) Swat Limited has invested Rs. 150 million in a business which is not mentigrhthe object
clause of its Memorandum of Association. However, the object clause was amended a week

before the signing of the audit report. 3 ma
A " 2
Required: o

In the light of the relevant requirements, discuss how should the auditor deal with the above
situations and describe the impact thereof on the audit report.

Answer:
a)
1.  If there are material inconsistencies in
discuss the reasons thereof with the mana
information or the financial statements, as may iate.
ii.  Ifthe revision of other information irs&ss

same, the auditor shall communicate t
iii.  Include in the auditor’s report an ‘o er paragraph’ describing the material
inconsistencies, if they persist.
iv.  If the revision of the draft fin
make the revision, the a
opinion as may be approp

v.  The auditor should als

sures the auditor should
them to revise the other

ncial state%ts is necessary and management refuses to
all consider giving a qualified opinion or adverse

required b 1al reporting framework, is clearly differentiated from
the audite .

vi.  Ifitis not clear ted, he shall ask the management to change the way in which
the unaudited.sup ntary information has been presented.

vii. Incaseo t in respect of the above, the auditor shall explain in the auditor’s
repo ch supplementary information has not been audited.

b) .

i The amount of Rs. 9.6 million which is due from MIL is material to the financial

ments.

ect to job in progress ,if the auditor can satisfy himself that management would

be able to recover the cost of work in process from another customer, he may conclude

t a provision is not required in this respect.

n making the above decision the auditor should also consider the expenses that are
required to be incurred on the job, subsequent to year end.

iv.  The auditor should ask the management to provide for the loss of Rs. 9.6 million or any
part thereof depending upon the estimated amount of default, plus any further provision
that may be necessary in respect of the work in process. In case of management’s refusal,
the auditor shall qualify his report.

11.

iii.
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<)

The auditor shall qualify the audit report by mentioning that investment of Rs. 150 million
was not in accordance with the objects of the company with a clarification that the object
clause was amended a week before the issuance of audit report, to include the said objective.

Examiner’s Comment:

a) Students by and large did not cover the materiality aspect. Rest of the points were invariably
covered though not in a systematic order. Some enthusiastic candidates talked about
qualifying the report without even discussing the issue with the management., Some students
could not distinguish between “emphasis of matter paragraph” aNer matter
paragraph”.

b) This part was reasonably attempted. Most of the candidates understood thaﬁl-e’@unt of
Rs.9.6 million is material to the financial statements and if the auditor is not satisfied about
its recoverability, it may lead to a qualified opinion. However, a large Mdidates
did not address the area of work in process. Moreover only few a t those who did
discuss work in process, could highlight the importance of costs to.be 1 red.subsequent to
year end.

¢) A significant number of students did not recognize the impo clause and failed
to recognize that its violation may result in a modified opini

0.8  Autumn 2011

noted the following matters for your consideration:

a)

b)

During the year the company has changed its:policy of valuation of property, plant and
equipment from historical cos revaluemount. For this purpose, the services of
i were hired. They have issued valuation reports of
us of Rs. 10 million, which has been recognised in
ent has informed you that the valuation reports of the
d to be issued in December 2011.

three outlets indicating a rev
the financial statements

The company
million. The
at the balanc

each of contract by a customer claiming damages of Rs. 10
as confirmed the management’s assertion that no liability existed
. However, while reviewing the customers’ files, you found an email
gal Department) addressed to the Chief Executive in which he has

m 01 July 2010, the company has introduced a policy of providing one year
its television sets. No warranty is provided on the other products. Sales of
television sets aggregated Rs. 20 million, whereas the total sales for the year amounted to Rs.
80 million.

The company has a customer support department which provides after sales services on all
products. For defects not covered under the warranty, the company bills the customers at
25% above cost. The management has included a note in the draft financial statements
stating that no provision has been made in respect of the warranty, as the amount cannot be
measured reliably.
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d) The directors have decided not to disclose earnings per share as the same had reduced
significantly on account of issuance of 100% bonus shares. The disclosure was however
made in all previous financial statements.

Required:
Express your views on each of the above situations and discuss the impact thereof on the audit
report. (14 Marks)

Answer: N

a)

b)

0)

Revaluation of Properties: ’\

1). In accordance with IAS 16, Property, Plant and Equipment, if a policy of revMs to be
applied, it should be applied to all the non current assets in a particular class of assets. =~

ii). Since compliance with (i) above is not possible, the auditor should advi ‘client to not to
change the accounting policy and state the values of the property at co o

iii). In case of disagreement the auditor may consider issuing a qualifi

Suit for damages:

1). The reliability of audit evidence provided by the legal advi
obtained from an independent source outside the entity.
that no liability exists at the balance sheet date, therefore
confirmation a conclusion should not be dra t i

i1). However, since there is inconsistency in audit e
of the context in which the manager (1
thereof and may need modification or ad it procedures.

ager’s legal email.
and the auditor is unaware

Liabilities and Contingent Assets, and a ther a disclosure of the event as a
contingent liability is required or not.
iv). If disclosure of contingent liability.is require%d the client disagrees the audit report may
be qualified.

Warranty Provision:
1). The managem
they were charg s at 25% above cost prior to July 01, 2010 i.e. when there
was no warranty o elevision sets and hence they must be in a position to make a
reliable estim se
ii). If a provision i

a) Most of the candidates failed to comprehend the key issue i.e. the fact that the policy of
revaluation has to be applied on all the assets in a particular class of assets. Consequently,
they could not produce appropriate replies.

b) Many candidates failed to identify that it was a non-adjusting event. Candidates did
highlight the significance of the confirmation from an independent source; however, very
few could point out that the difference between the opinion of the internal and the external
source also needed to be sorted out.
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¢) Very few candidates could identify that the management’s contention that the amount of
warranty claims cannot be measured reliably was not correct as it could have been reliably
estimated on the basis of prior years’ data.

d) Only about 10% of the students could highlight the fact that the requirement to disclose
earnings per share does not apply to non-listed entities.

Q.8  Spring 2011

a) Briefly explain the term ‘pervasive effects on the financial statements’. (04 marks)

b) As the engagement partner, you have reviewed the audit working p%(if Apricot
Engineering Limited (AEL). The audit team has highlighted the following ers in the
working papers. f @

1). The company has issued a bank guarantee to one of its related pa
sheet date. No disclosure in this regard has been made in the draft
i1). AEL has paid a dividend after many years. Zakat has been a
deposited in the Central Zakat Fund.
iii). Subsequent to the year end, a major debtor has decl
expects to recover only 20% of the outstanding amou nagement has refused to
make a provision but is ready to disclose the fact by wa
iv). With effect from January 1, 2010, AEL
=  Changed the method of charging depre its fixed assets from the ‘straight
line’ to the ‘diminishing balance’; and
» revised its estimate of useful lives‘hicles years to 4 years.
Required:
Discuss the impact of each of the above matters on your audit report. (10 marks)
Answer:

a) Pervasive
Pervasive is a term used to de

cific elements, account or items of the financial statements,
, represent or could represent a substantial proportion of the financial

disclosures, are fundamental to user’s understanding of the financial

b) Impact on Audit Report

i).

Issuance of bank guarantee after the year end does not require any adjustment or disclosure.
Therefore, there will be no effect on the audit report on this issue.

ii). The audit report shall state that “Zakat deductible at source under the Zakat & Ushr

Ordinance, 1980, was deducted and deposited in the Central Zakat Fund established under
section 7 of that Ordinance”.

iii). The auditor should consider the materiality of the amount. If the amount is material, the

auditor should express a qualified or adverse opinion.
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iv). The audit report shall mention the exception to the consistent application of accounting

policies and whether the auditor concurs with it or not.

The financial statements shall be adjusted accordingly and the effect of change in estimate
shall be disclosed in the notes to the financial statements unless the differences are material
and auditor has reasons to differ with the reviewed estimate. There would be no impact on
the audit report on this issue.

Examiner’s Comment:

a)

b)

This part was straightforward and on an average, the students performed \mdwere able

to describe the term “pervasive effects on financial statements” in line with 5 of ISA-
700.

The performance in this part was very poor as most students failed to analyse the given
situations. Without going into the merit of the case and related guida in ISAs,
the students kept on mentioning that auditor should qualify or add a asis of a matter

paragraph. Most of the candidates failed to appreciate that iss
related party after balance sheet date did not warrant any di
required in this respect. Likewise, payment of dividend aft
any modification to the report. Several candidates could
in the audit report for deduction and deposit of Zakat.

ce ank guarantee to
no action was
s did not warrant

|

XY

y

<
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Chapter # 22 ISA-706

Emphasis of Matter Paragraph and
Other Matter Paragraph

0.2  Autumn 2011 F N
a) Differentiate between the following: ’\
(1). An ‘emphasis of matter’ paragraph and an ‘other matter’ paragraph. Fi
(ii). Applicable financial reporting framework’ and a ‘general purpose framework. . =~

)
b) Give three examples each of circumstances which may necessitat inclusion of the
following in the auditor’s report:
(i). An ‘emphasis of matter’ paragraph; and
(ii). an ‘other matter’ paragraph. (06 marks)
Answer:
a)

matter other than those pres
auditor’s judgment, is re
responsibilitiesor the audit

ii). Applicable financi ing framework and General purpose framework.
The applicab orting framework refers to the financial reporting framework
adopted by t

b)

i). "Examples of circumstances which necessitate the inclusion of emphasis of matter
paragraph:

* An uncertainty relating to the future outcome of exceptional litigation or regulatory
action.

» Early application (where permitted) of a new accounting standard (for example, a new
International Financial Reporting Standard) that has a pervasive effect on the financial
statements in advance of its effective date.
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* A major catastrophe that has had, or continues to have, a significant effect on the entity’s
financial position.

= The existence of material uncertainty relating to the event or condition that may cast
significant doubt on the entity’s ability to continue as a going concern but has been
appropriately disclosed.

ii). Examples of circumstances which necessitate the inclusion of Other matter
paragraph:

* Any matter which in the auditor’s opinion is relevant to user’s understa of the
Audit.

* Any matter which in the auditor’s opinion is relevant to User’s Understanme
Auditor’s responsibilities or the Auditor’s Report. B ay

»  When the auditor is required to report on more than one set of finanei tWT

=  When there is restriction on distribution or use of the auditor’s rep o

Examiner’s Comment:

This was a conceptual question. Students were able to differentiate
other matter paragraph but could not differentiate clearly betwee
framework and general purpose framework. The examples warranting i on of emphasis of
matter paragraph were reasonably presented. Howev. ituations requiring

0.6 Spring 2010 B

b) Identify the situations in which an auditor is report without affecting his

Answer:
b) The situations in which a rep d without affecting the auditor’s opinion are as
follows:

). If the use of going c tion is appropriate but a material uncertainty exists
which w. in the financial statements.

ii). If thereis a si ainty (other than going concern or multiple uncertainties),
the resolution o ependent upon future events and which may affect the
financial statements.

iii). In cas ation attached with the financial statements are inconsistent with

the

on is presented:
an emphasis of matter paragraph to highlight an important matter affecting

i1). . The above paragraph is required to refer to the note to the financial statements that more

tensively discusses the matter.

ii1). The paragraph should preferably be included after the paragraph containing the auditor’s
opinion but before the section on any other reporting responsibilities.

iv). The emphasis of matter paragraph should ordinarily refer to the fact that the auditor’s
opinion is not qualified in this respect.
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Chapter # 23 Code of Ethics

Code of Ethics and Professional
Misconduct

0.8 Spring 2013 B

Discuss the categories of threats that may be involved in each of the following rm exclusive
situations and advise the partners of the concerned firms with regard to the possible Waetion
that may be adopted in each case: B B

T 4
@? d‘Mmtants.

shares of a listed

Muneer is a Chartered Accountant and employed as a manager in a firm of
He has informed the engagement partner that his close relative holds 50,0
company whose audit is to be supervised by Muneer.

Danial is employed in a firm of Chartered Accountants. He has been a ber of the audit team of
Malakand Limited for the last few years.
(10 marks)

Answer:

(@)

Holding of 50,000 shares by close relative of MMMana CA Firm) in the listed company,
may create a self interest threat as Muneer is to su audit of the company.

The significance of threat will depend on the nature of relationship between Muneer and his close
relative and the materiality of the financial interest.

After determination of significanc

followed are as follows:
e Disposal of all
e Discussion o

e Involving an additi
company, to review t
e Removing

ersonnel on an assurance engagement over a long period of time may create
e significance of threat will depend upon factors such as:

If the threat is clearly other than clearly insignificant, possible safeguards that can be adopted are as
follows:

e Rotating the senior personnel off the assurance team;

¢ Independent internal quality reviews.

StandardWise Past Papers with Examiner’'s Comment | Chapter # 23 Code of Ethics



(oo pa S L VAV E W iz [AUDITING FOR CA]

Examiner’s Comment:

This question was designed to test the knowledge of the candidates on identifying independence
threats and suggesting possible safeguards. The performance of the candidates remained average.
The important aspects of the performance are as follows:

e Most candidates identified the threats correctly. However, some candidates tried to mention as
many threats as they could think of. This is a most inappropriate way of answering the question

and gives a clear indication that the candidate is not aware of the correct answer.

e  While discussing the possible safeguards, many students mentioned “ensure prop feguards”
or “adopt safeguards in accordance with Firm’s policies and procedures”. Such answ re not

acceptable as the students need to be very specific while putting forward their rec&men}MnS.
A

0.7 Autumn 2012
Discuss the categories of threats that may be involved in each of
situations and advise the partners of the concerned firm with regard t
that may be followed, in each case.

fo ing independent
ible course of action

a) Burewala Bank Limited (BBL) is a listed a
Accountants (UCC). BBL has granted a hou

d Company, Chartered
n to a partner in UCC.
(04 marks)
a) Kamal was the audit manager during th ual‘audit of Faisalabad Textile Mills
Limited (FTML). He has joined F anager Finance, prior to the

commencement of the current year’s audit. (08 marks)
Answer: y
a) Burewala Bank Limited:

Threats

i). A threat to independence be .created if the loan is made under abnormal lending
procedures,.terms uir ts and the loan is material to both the firm and the
BBL.

i1). A self interest at created if the loan amount is material to the firm/ partner.

PN
Safeguards:

inance, 1984, restricts a person who is indebted to the company from
id company, therefore the course of action available to the partners of
withdraw from the engagement or repayment of the loan by the partner

The assurance team’s independence is threatened, on account of the fact that Kamal is in a

position to exert direct and significant influence over the assurance engagement as Kamal

was a member of the assurance team during the previous year audit.

Safeguards:

The safeguards might include:

1). Consider the appropriateness or necessity of modifying the assurance plan for the
assurance engagement;
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i1). Assigning an assurance team that is of sufficient experience in relation to the individual
who has joined the assurance client;

iii). Involve an additional chartered accountant who was not a member of the assurance
team to review the work or advise as necessary; or

iv). Quality control review of the assurance engagement.

v). Ensuring that the individual concerned is not entitled to any benefits or payments from
the firm unless these are made in accordance with fixed pre-determined arrangements. In
addition, any amount owed to the individual should not be of such significance to

threaten the firm’s independence. V=N
vi). Ensuring that the individual does not continue to participate or appeammipate in
the firm’s business or professional activities. P N
L W
A W
Examiner’s Comment: -
In this question the students were asked to identify the categories of threats in ed in two different
situations and to suggest appropriate safeguards.
a) Most students were able to identify the two threats i.e. t

endence and self

interest threat. However, very few students knew that under the es Ordinance 1984,
a person cannot become the auditor of a company to is indebted and hence
the options available in the given situation t or withdrawl from the
assignment.

b) It was quite apparent that most of the students
Auditing Standard as very few of the able
necessary safeguards. Many students mis-un
Kamal was still in the employment of the audit firm

ntify the relevant threats or the
e situation as they construed that

Q.4  Spring 2011

A chartered accountant is required to_comply with five fundamental principles specified by ICAP’s
Code of Ethics. However, complian ith th damental principles may potentially be threatened
by a broad range of circumstance
Required:
Briefly describe the cate at may potentially affect compliance with the fundamental
principles. Give two e)ﬁn category. (10 marks)

Answer:

Having a close business relationship with a client.
» Concern about the possibility of losing a client.

= Potential employment with a client.

= Contingent fees relating to an assurance engagement.

= A loan to or from an assurance client or any of its directors or officers.
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ii). Self-review threat
This may occur when a previous judgment needs to be re-evaluated by the chartered accountant
responsible for that judgment.

= The discovery of a significant error during a re-evaluation of the work of the chartered
accountant in practice.
= Reporting on the operation of financial systems after being involved in their design or

implementation.

» Having prepared the original data used to generate records that are the subject matter of the
engagement.

* A member of the assurance team being, or having recently been, a director oﬂof that
client. B 9

= A member of the assurance team being, or having recently been, emplo client in a
position to exert direct and significant influence over the subject matte %ent.

=  Performing a service for a client that directly affects the subject m of the assurance
engagement.

iii). Advocacy threats
This may occur when a chartered accountant promotes a po or ion to the point that
subsequent objectivity may be compromised.

» Promoting shares in a listed entity when that entity
» Acting as an advocate on behalf of an Mce cli
parties.

iv). Familiarity threats
This may occur when, because of a
sympathetic to the interests of others.

having a close or immediate family relationship with an
employee of the ¢ a position to exert direct and significant influence over the
subject matter ’
A former partne

actual or perceived.

= Being threatened with dismissal or replacement in relation to a client engagement.

» Being threatened with litigation.

» Being pressured to reduce inappropriately the extent of work performed in order to reduce
fees.
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Examiner’s Comment:

This question was generally well attempted though quite a few students could not identify the threats
and instead, delved upon lack of independence, integrity, confidentiality, technical competence,
professional behaviour of the auditor, etc. Some students thought it fit to prefix ‘self with every
threat e.g. ‘self advocacy threat’, ‘self intimidation threat’! A fairly large number of candidates gave
incorrect examples also.

Q.1 _ Spring 2009
a) ICAP’s code of ethics has specified five principles of professional ethi r chartered
accountants. The circumstances in which a chartered accountant operates may give rise to
specific threats to compliance with these principles. i W
Required: | U 4
). Briefly describe each of the fundamental principles of professional e )
ii). Briefly describe different categories of the threats to compliance the. fundamental
principles. (05 marks)
b) Mustansar is the audit manager of a team engaged on the audit pany. During his

e was informed that

depressed economic conditions have badly affected the co its liquidity. Due to
uncertainty about the future of the company, ¢ ave left including several
staff members of accounting and finance departmen , the accounting records are
in a bad shape and the management is maki the draft accounts quickly. He
therefore requested Mustansir to carry out ing work and to help prepare the

annual financial statements at a fee to be agree

Required:
Briefly describe the guidelines contained in the I ’s Code of Ethics and the extent of support
that can be offered by the auditors, i ituation. (06 marks)
Answer:
a) Code of Ethics:
1). Fundamental f
A chartered acco ly with the following fundamental principles:
a) Integrity — str orward and honest in all professional and business relationships.
b) Objectivity — to not allow bias, conflict of interest or undue influence of others to override

ional or business judgments.

based on current developments in practice, legislation and techniques and act diligently
d in accordance with applicable technical and professional standards.

d) Confidentiality — to respect the confidentiality of information acquired as a result of
professional and business relationships and, therefore, not disclose any such information
to third parties without proper and specific authority, unless there is a legal or
professional right or duty to disclose, nor use the information for the personal advantage
of the chartered accountant or third parties.

StandardWise Past Papers with Examiner’s Comment | Chapter # 23 Code of Ethics



(oo pa S L VAV E W iz [AUDITING FOR CA]

e) Professional Behavior — to comply with relevant laws and regulations and avoid any action
that discredits the profession.

i1). Catagories of Threats:
Threats may be created by a broad range of relationships and circumstances. When a
relationship or circumstance creates a threat, such a threat could compromise, or could be
perceived to compromise, a chartered accountant’s compliance with the fundamental
principles. A circumstance or relationship may create more than one thmand a threat

may affect compliance with more than one fundamental principle. Threats into one or
more of the following categories: i =
a) Self-interest threat - the threat that a financial or other interest Mfiately

influence the chartered accountant’s judgment or behavior;

b) Self-review threat - the threat that a chartered accountant wi
the results of a previous judgment made or servic

ately evaluate

employer’s position to the point
compromised;

management decisions, the self-review threat created could not be reduced to an acceptably level
by any safeguards. Consequently, personnel should not make such decisions. Examples of such
managerial decisions include:

e Determining or changing journal entries, or the classification for accounts or transaction or
other accounting records without obtaining the approval of the financial statement audit
client;
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e Authorizing or approving transactions; and

e Preparing source documents or originating data (including decisions on valuation
assumptions), or making changes to such documents or data.

Examiner’s Comment:

(a) (1) This question focused on the fundamental principles of professional ethics for chartered
accountants and offered relatively simple marks for their identification and description. Many
candidates displayed a good standard of knowledge on this topic and correc%tiﬁed and

appropriately described the following fundamental principles:
e Integrity N

Lo . N
¢ Objectivity B 9
*  Professional competence and due care V )
e Confidentiality
¢ Professional Behaviour
However, a large number of answers included spurious explanati unsatisfactory
preparations and lack of adequate knowledge of the code of ethi Accountants.

(a) (i1) This question tested candidates' knowledge of categories o compliance with the
fundamental principles. Whilst few candidates d described the threats as
Self-interest threats, Selfreview threats, Advocacy arity threat & Intimidation
threats, many candidates either did not rt of the question or simply stated
incorrect matter and consequently wasted the

(b) Almost all the students were able to specify th e listing regulations, auditors of listed

companies are not allowed to provide accounti
the assignment. However, very few.of them to

Q.5  Spring 2009
Shamsuddin a newly

ountant has recently established his practice in the name
tants. He is continuously trying to expand his practice and

in this process he came acro wing situations:
1). One of his is the owner of an advertising agency has offered to provide
significant.di blicity of his new practice.
ii). Fashio vate limited company, which has suffered heavily on account of recent

as informed him that it is willing to appoint him in the forthcoming
eeting (AGM) of the company in place of the existing auditors, if he can
ow the existing audit fee.

ited has contacted Shamsuddin and informed him that they are willing to

dit in a month. However, in case of delay in the audit work the audit fee will be
reduced to Rs.150,000.

iv). Shamsuddin receives an offer of appointment as auditors from Style Enterprises, a sole
proprietorship, who wants to remove the existing auditors before completion of their term of

office.
Required:
Shamsuddin is inclined to accept the above offers. Discuss the options available with him in each of
the above situations. (10 marks)
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Answer:

i).

1ii). Professional services should not be offered

. When entering into negotiations regarding professional services

Advertising means “The communication to the public of information as to the services or skills
provided by chartered accountants in practice with a view to procuring professional business.”

Appropriate newspaper or magazines may be used to inform the public for the establishment of a
new practice, of changes in the composition of a partnership, or of any alteration in the address
and telephone number of a practice.

Such announcement should be limited to a bare statement of facts and consideuxgi]ven to the
appropriateness of the area of the distribution of the newspaper or magazine a umber of

insertions. i
However, if he advertises his services, it will be considered as professio 'W'under

Chartered Accountants Ordinance 1961. o

rt accountant in
ith the nature and
practice should be
countants in practice

practice may quote whatever fee deemed to be appropriate co
services to be rendered. However, in such cases, chartered

scope and quantum of work carried out by the prev as it could then be regarded as
undercutting.

otherwise whereby no fee will be charged unle
the fee is otherwise contingent upon the findings or results of such services.

percentage or similar basis, exce
generally accepted practice
fees. The situation may al
accept these terms.

. He will have to ¢ y the following guidance of the code of ethics.

A chartered 0 nt in practice who is asked to replace another chartered accountant in
o1is cwering tendering for an engagement currently held by another chartered

ctice, shall determine whether there are any reasons, professional or otherwise,

for e engagement, such as circumstances that create threats to compliance with
the principles that cannot be eliminated or reduced to an acceptable level by the
appli safeguards. For example, there may be a threat to professional competence and
due ca a chartered accountant in practice accepts the engagement before knowing all the

pertinent facts.

A chartered accountant in practice shall evaluate the significance of any threats. Depending on
the nature of the engagement, this may require direct communication with the existing
accountant to establish the facts and circumstances regarding the proposed change so that the
chartered accountant in practice can decide whether it would be appropriate to accept the
engagement. For example, the apparent reasons for the change in appointment may not fully
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reflect the facts and may indicate disagreements with the existing accountant that may influence
the decision to accept the appointment.

Examiner’s Comment:

The question offered ten marks for identifying the options available to Mr. Shamsuddin, a newly
qualified chartered accountant against different offers. This was the least well answered question of
the whole paper with a significant number of students scoring none or only a small fraction of the
marks available.

Answers submitted were noticeably weak and it seemed apparent that in genera ndidates had
only sparse knowledge of code of ethics. Case to case analysis is as follows.

F o N

. . . . P, .
i). As per the Code of Ethics the practicing chartered accountants are not allowed to publicize their
services in a manner as is done by other normal businesses. A W

Appropriate newspaper/magazine may be used to inform the public of establishment of a

new practice. But such announcements should be limited to a bare ct. Thus, Mr.
Shamsuddin can accept a discount offer provided he ensures co above.
A large number of students simply stated that Mr. Sharnsud t the discount without
deliberating on the issue as regards the extent to his firm

ii). Chartered Accountants in practice should be careful n ee lower than that charged by
their predecessors unless the scope and qua erially differs from the scope and

quantum of work carried out by the previous ew of the students were able to refer

to the scope and quantum of work.

iii). As per the Code of Ethics, the professional feesyuld not be contingent upon the findings or
results of such services.

Condition imposed by Desi i y have impaired the objectivity of the auditor on
, Mr. Shamsuddin should not have accepted such a
proposal.

Very few of the st ts ioned the issue of self interest threat and only managed to specify
that such a proposal

situat the existing as well as the proposed auditors should immediately
fact to ICAP and the proposed auditor should not accept the offer without
and the existing auditor. Very few of the students could reply on the above
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Other Practice Material

Question. 1

Evaluate the ethical situation involved in the following and suggests appropriate safeguards, if
required:

7). Elvis Textile Limited is a listed company and your firm is the auditor of the company for the
year ending June 30, 2013. During the month of December 2012, a custo filed a suit
against the company accusing them of non-compliance with an agreement. you are
supposed to verify the compliance with the agreement as part of your audit proce s, the
company has asked you to represent them in the court to defend their position. (03 ma

A 4

77). You are the auditor of a Nusrat Foundation, a not for profit organizat r the year ending
June 30, 2013. Management of the foundation has asked you to rt presenting
certain expenses of the foundation for the period of six mont December 31, 2012.
The report of the assignment will be submitted to the donor ation.(03 marks)

Answer 1:
1). Threat involved: Advocacy

Safeguards: k
Code of corporate Governance prohibits a t providing Legal Services to a listed
company. Hence, the auditor cannot represent them in the court.

In case the company is to be hel i preparXon of the report, safeguards include:

a) Using separate teams for a
b) Refrain from takin em
ot accept the engagement.

c) Ifthreatc t be

.o A . . .

ii). Threat: Self review. (A auditor would need to audit the financial statements for the year
ending J , he might have to review the work he has performed in the other

g

Question.2

1). The audit engagement partner for Pappy Co. has been in place for approximately six years and
her son has just accepted a job offer from Pappy Co. as a sales manager; this role would entitle
him to shares in Pappy Co. as part of his remuneration package. If AD & Co. is appointed as
internal as well as external auditors, then Pappy Co. has suggested that the external audit fee
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should be renegotiated with at least 20% of the fee being based on the profit after tax of the
company as they feel that this will align the interest of AD & Co. and Pappy Co.

Required:

Explain the ethical threats which may affect the independence of AD & Co. in respect of the
audit of Pappy Co., and for each threat explain how it may be reduced. (Marks 06)

i1). The finance director of Fir Co. has requested that a certain audit senior, Mina Nees, be assigned

to the audit team. This senior has not previously been assigned to the audit of Fir Co. On further
investigation it transpired that Mina Nees is the sister of Fir Co.’s financial con&
Required:

Assess the ethical and professional issues raised and recommend any actionm necessary in
response to the above matter. arks

A "W
. 4

Answer 2: o

i).

The threats which can be identified in the scenario are as follows:

a) A Familiarity threat arises where an engagement partner is asso
period of time. AD & Co’s partner has been involved in the i
and hence may not maintain her professional skepticism a

W1 ient for a long
y Co. for six years

b) The engagement partner’s son has accepted a jo anager at Pappy Co. This could
represent a Self-interest/ Familiarity threat if the so i
process. k

an audity‘u has a financial interest in the company. In
his case the partner’s son will receive shares as a part of his remuneration. As the son is an
immediate family member o en if he holds the shares it will be as if the partner
hold these shares, and this.i

should refuse
the audit.

d) Fees based on t

and are 1 by ICAP’s Code of Ethics. Hence Pappy Co’s request that 20% of the
dit fee:is-based on profit after tax would represent a contingent fee.
ill not be able to accept contingent fees and should communicate to Pappy Co
audit fee needs to be based on the time and the level of the work performed.

Allo he staff to an audit team should be the decision of the audit firm, and should not
be infl ed by the wishes of the client. This point should be made clear to the finance director

team should comprise staff with a mix of skills, experience and technical knowledge as
appropriate to the size and complexity of the audit, as well as logistical issues such as location
and deadlines. Introducing an audit senior with no previous experience of the client may lead to
ineffective leadership of the team, and could jeopardize the quality of the audit.

On the other hand, working on a new client will provide Mina with more experience and
broaden her knowledge and experience. A further issue is that Mina is the relative of the
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financial controller of Fir Co Ltd. A family or personal relationship between a member of the
audit team , and an officer or employee of the audit client can create threats to objectivity. The
threats that arise are as follows:

Familiarity — Mina may fail to approach the audit with professional skepticism.

Intimidation — the financial controller may be able to exert influence on Mina, for example,
influence her conclusion on work performed.

y N
Self-Interest — Mina may be unwilling to challenge the financial controller mccounting
matters for fear of causing problems for her relative. ’f"“

e e

The degree of threat depends on the level of seniority of the close family w& they
are in a position to exert direct and significant influence over the financi ements then the
threat is significant. In this case, Mina’s relative is the financial controller; so is clearly in an
influential position. Mina herself is also in a position of some infl audit, as she
would take the position of audit senior, therefore responsible fo y supervision and
direction of the junior members of the audit team.

The most appropriate course of action would be ed to the audit of Fir Co

of the firm’s established clients, Gohar Co. The ma
advice to individuals regarding saving for retirement,

Mr. Sajid has been the engag
excellent knowledge cli
to be part of the audit tea
papers for her CA qu ati .
investment advice fr during the year and intends to do the same next year.
In an initial g witl*l( finance director of Gohar Co, you learn that the audit team will not be

ined on r Co’s ship this year as this could appear to be an attempt to influence the
audit. Instead, he has arranged a balloon flight costing less than one-tenth of the
ship and hopes this will be acceptable. The director also states that the fee for
is year should be based on a percentage of tax saved and trusts that your firm will

accept a fixed:-fee for representing Gohar Co in a dispute regarding the amount of sales tax payable
to the taxation authorities.

Required:

Explain the ethical threats which may affect the auditor of Gohar Co. (08 marks)
Answer 3:

Following are the ethical threats that may affect the auditor of Gohar Company.
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1. There is no ethical rule which stops Mr. Sajid recommending Zoya for the audit, or letting
Zoya take part in the audit. However, there may be the impression of lack of independence
as Zoya is related to the engagement partner. Zoya could be tempted not to identify errors in
case this prejudiced her father’s relationship with the client.

2 Aslong as Mr. Farid paid a full fee to Gohar Co for the investment advice, then there is no
ethical threat. This would be a normal commercial transaction and Mr. Farid would not gain
any benefit. However, continued use of client services could imply a lack of independence
especially if Mr. Farid is not paying a full fee and therefore receiving a% from the
client.

3. The audit team has been offered a balloon flight at the end of the audit. Ac ifts
from a client, unless of an 1n51gn1ﬁcant amount, is not allowed The fa « t costs

4. Agreeing to accept taxation work on the percentage of the tax s
contingent fee. There will be pressure to gain the highest t
could tempt the audit firm to suggest illegal tax avoidance

ially accepting a
he client and this

d because the audit firm is
the tax issue.

You are the audit manager in Farhad and Company, Chartered Accountants. You have specific
responsibility for assessing the risks associated with

(1) Romeo Supermarket Li
your firm to perform

(i1) Sherbano

its auditors. T
(i)  One of yourassu
relation to a ransaction with a company based in Singapore. As your firm does
not expertise to undertake that assignment, it is considering to refer the
assi ent rvi& Company, Chartered Accountants. It is expected that your firm
woul eive a commission of 15% of the assignment fee from Marvi& Company.

Discuss ies of threats involved in each of the above situations and advise the partners as
ible course of action that may be followed. (15 marks)

Answer 4:
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:
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e The use of separate engagement teams;

e Additional procedures to restrict access to confidential information to concerned personnel
only.

e C(lear 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;

e Regular review of the application of safeguards by a senior individual not involved in

relevant client engagements. ’\
ii). SherBano Limited: Py
e Family and personal relationships between a member of the assurance feam ‘and SBL
Director Marketing may create: _
» threat to independence; \
p J iy

> self interest threat;

» familiarity threat; or

» intimidation threat

e The significance of the above threat should be evaluated an
be considered to reduce the threat to an acceptable level:

» Removing the individual from the assura nce team;

» Where possible, structuring the respo ¢ surance team so that the
professional does not deal with matters tl e within the responsibility of the
immediate family member;

» Policies and procedures to empow unicate to senior levels within the
firm any issue of independence and

iii)

e The payment of such referral fee create a:

» self interest threat to obj ity; and

» self interest threat to

e Before referring the assignm
arrangement to receive

m Marvi & Company.

Question.5

You are an audit m House & Co, a firm of Chartered Accountants. You are
preparing the engag ent the audit of Walnut a public limited liability company, for the
year ending 30 J

rap1 er the past few years, and is now one of your firm's most important
been audit client for eight years and Green House & Co has provided audit,
nt consultancy advice during this time. The client has been satisfied with the
ough the taxation fee for the period to 31 December 2005 remains unpaid.

ailable for this year’s audit are most of the staff from last year, including Mr.

Walnut has grow

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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Answer 5:

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 mo:&liously. In

effect, Green House & Co are providing an interest-free loan to Walnut. This threaten
independence and objectivity of the audit firm as it may not want to qualify the accoﬁ-s‘ase the
outstanding fees are not paid. | U 4
This can be addressed by discussing the issue with the directors of Walnut and-findi hy the
fees have not been paid. If the fee is still not paid the firm should consider d¢ ¢ 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 t
this client as well as audit, including taxation services. Also

alnut.

This threat could be mitigated by reviewing the total i recurring fee income from
Walnut as a % of Green House & Co's total fee.i egular basis and possibly limiting the
provision of the other services if Walnut is provi otal fee income of the firm.

Relationship to Financial Director of Walnut plc

Director of Walnut. The independence
family relationship. The code of ethi
that should be considered, such as t
and the role of the professional team.

As Financial Directo irect influence over the financial statements and as
engagement partner,
clear threat to objectivity a
This threat to indepe ce
client.

e mitigated by the appointment of another audit partner to this

Meal
The fact that a Liszitious wants to take the audit team out for an expensive meal before
the audit comme could be considered a threat to independence as it might influence the audit
team's once they start the audit of the financial statements. The ethics rules state that gifts
or hospi e client should not be accepted if the benefit is significant.
This thre e mitigated by declining the invitation.
[ ] [ ]

ractice Material from ACCA
Question: 1
Keane

It has been suggested that the most important matter affecting the credibility of the auditor is that of
‘independence’.
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Required

a) Discuss, giving examples, matters other than independence, which might be relevant in relation
to the credibility of the auditor and steps that the accounting profession has taken or might take
in relation to them.

b) Comment on the following situations in the context of the independence of the auditor, showing
clearly the threats involved and the safeguards required by the ICAP’s Code of Ethics.

1). The audit manager in charge of the audit assignment of Keane holds 1,000 £1 ordinary
shares in the company (total shares in issue — 100,000). The audit partner holds no shares.

ii). An audit partner of a firm of Chartered Accountants is a personal fri of the chief
accountant of Scholes. The chief accountant is not a director of the company and:the partner
is not responsible for the audit of Scholes. ’"“

iii). The audit fee receivable from Giggs, a listed company, is £100,000. The totifee inVe of
the audit firm is £700,000. W 4

iv). The audit senior in charge of the audit of Fletcher, a bank, has a p nal loan from the

v). An audit partner is responsible for two audit assignments: Rona
recently tendered for a contract with Neville for a supply of
a number of years. Neville has asked the audit partner to a tter.

Answer 1:
a) Other matters affecting the auditor’s credibility
The auditor must be professionally competent. This mean
in the first place and must then maintain his skihkch ale
service based on current developments in practice, ion and techniques. He must, amongst
other things, be a good accountant, understand cle objectives, be able to interpret systems,
be a good communicator, use general and specific techniques (for instance, statistical sampling), and
have a good understanding of the impa echnology on information and information
systems.

The auditor must possess integri
responsibility as each member i
generally accepted professional standards
into disrepute.
b) Situations

i). Keane BN
Holding a financial i S
to independence.

ditor must be properly trained
at the client receives a competent

ember of a professional body carries significant
e of the profession and any departure from the
integrity and care will only bring the whole profession

ch as shares) in client companies may create a self-interest threat

The audit er in*’case has no shares in the audit client and would therefore seem to be in
a jective ition. However, the audit manager holds 1% of the ordinary shares of Keane.
Al ing is not material in relation to the total shares in issue, it may be very
mat on to the total personal wealth of the audit manager.

of Ethics state that audit team members should not hold any direct financial
interest insclient companies. Therefore the only possible safeguards are to:
equire the manager to dispose of his shares, or

¢ remove the manager from the audit team.
ii). Scholes
Personal relationships may create self-interest, familiarity or intimidation threats to
independence. The significance of these threats will depend on the individual’s responsibilities
on the assurance engagement, the closeness of the relationship, and the role of the other party at
the assurance client.
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With this in mind, where an immediate family member of a member of the audit team is in a
position to influence the financial statements at the client, the ICAP’s Code of Ethics require
that the individual should be removed from the audit team. The chief accountant of Scholes is
not an immediate family member of the partner and the partner is not involved with the audit so
ICAP’s Code of Ethics has not been broken.

However, the firm is required by the Code to consider any other personal relationships which
might have a bearing on independence and consider what safeguards need to be put in place. If
the chief accountant has a very close relationship with the partner and exerts strong influence
over him, and the partner in turn is in a position to exert a strong influence ove&?dit partner

(if, perhaps, he is the senior partner) then the firm should seriously consider wh it should
act as auditor for Scholes. & @

cey e £ O

iii). Giggs i

If too large a proportion of the audit firm’s fee income is derived from one cli Wdence
on that client and concern about the possibility of losing that client ma e -interest

threat to independence.
Both the ACCA Code and ES4 state that the public may perceive t
where the fees for audit and other recurring work paid by one cli
clients, exceeds 15% of the income of the audit practice (10%

ce is impaired
oup of connected
ther public interest
% for listed clients).

In the case of Giggs, the audit fee represents sli f total fee income. Since
Giggs is a listed client, this work would not ordin e unless the auditor could
show that, in spite of the level of fees from Giggs, his 1 e was not affected.

iv). Fletcher K

loan is made on normal terms to the assuranc member of the assurance team. These
conditions are met in this case therefore there is no threat to independence.

v). Ronaldo and Neville

This is a clear case where a conflic

firm. However, w e engagement would materially prejudice the interests
of either Neville

at all. The firm
appointment and su

firm.
<

n carefully the professional reasons for not accepting the
advice on the contracts be obtained from another professional

tion and the ACCA Code each seek to ensure the independence and objectivity

ing three situations have arisen in the audit firm of Dilemma and Co:

1). One of the partners, Mr Smith, and his wife have been invited by the managing director of
Fancy Ceramics, an audit client, to celebrate the company’s 20th anniversary with
management over a long weekend in France. Mr Smith has been the engagement partner
since incorporation of the company.

ii). The firm has been approached and asked to accept appointment as auditors of Gorgeous
Potteries. One of the firm’s audit managers is company secretary of the company, although
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he takes no part in the management of the company. His parents are the directors and
shareholders of Gorgeous Potteries.

ii1). The directors of Green Goods are unhappy with the level of fees charged by the firm. They
are still refusing to agree an outstanding bill for taxation and advisory work, and are
demanding a reduction in the audit fee this year to match a quote they have received from
another firm.

Comment on the situations described above, recognising any threats to independe r objectivity,
and suggesting what safeguards the firm should put in place to deal with such threats.

{ O
Answer 2: B B
a) Fnsqrmg independence and objectivity ‘_.. 4
Legislation ==

UK legislation states that a person is ineligible to accept appointment as auditor of a company if he
is not independent due to being:

* an officer or employee of the company

= apartner or employee of such a person

= a partnership in which a person above is a partner.
Auditors must be a member of an appropriate regula
also regulate the independence of their members.
Legislation also provides statutory protection to_auditors
their objectivity is not swayed by such threats. O val, a

= attend the meeting at which they wou

the members, or
* require written statements to be circulated to members in advance of the meeting.

e-appointed and make statements to

The ACCA Code
The ACCA Code identifies a numb.
be) under threat. The main threa

= the provision of ot t) services
* Jloans and ove
the acceptance o

In this situation there are two apparent threats to objectivity. The first is that being invited to the
long weekend with his wife may constitute a significant gift to Mr Smith if the client offers to pay
for it. This may create both self-interest and familiarity threats. The ACCA Code and ES4
specify that hospitality should only be accepted if the value of it is clearly insignificant.

The second is that Mr Smith has been partner for 20 years on this engagement. This may create
a familiarity threat such that Mr Smith may trust the client’s representations too much or be too
sympathetic to problems it faces.
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In order to mitigate the risks, the firm could insist that it or Mr Smith pays for the trip or Mr
Smith should not go. More importantly, Mr Smith should be rotated off the audit and a different
partner appointed as the engagement partner. Mr Smith could possibly become the client
relationship partner provided that he is not in a position to exert influence over the new
engagement partner.

ii). Gorgeous Potteries
Family and personal relationships may create self-interest, familiarity or intimidation threats to
independence. The significance of these threats will depend on the individual’s responsibilities
on the assurance engagement, the closeness of the relationship, and the role of the other party at
the assurance client. f"“

With this in mind, where an immediate family member of a member of the au& tean'win a
position to influence the financial statements at the client, both the ACCA a S2require
that the individual should be removed from the audit team. Although the M is said
to take no part in the management of the company, he may be in a position to influence the
financial statements through his relationship with his parents.

Although the audit manager’s parents are not ‘immediate’ fa
by the Code/the ESs and therefore there is no strict prohibi
the audit of Gorgeous Potteries, it does seem 1i tha be threats to the manager’s
objectivity and independence as he could be intimi s or have some self-interest
in their investment.

The firm should therefore ensure that this m i olved in the audit and is not in a

iii).Green Goods
The firm faces self-interest threatsto i ndence from both the outstanding fees and the threat
of losing the client. If it is worri
want to keep the client ha elax its objectivity and independence to do so. The

with the ethics parE{er, sider whether the firm can continue as auditors or whether it
should resign.
If the client’s de t, the firm may also open itself to intimidation in other areas such

also the standard of audit work could fall if the fee is reduced to save costs.

nsure that its negotiations over fees are kept separate from all other

Scenario 1

Bakers Co is an audit client of Hinkley Innes, a firm of Chartered Certified Accountants. The firm
has had the audit of Bakers for 17 years and the fee represents 7% of firm income. Bakers is
considering a major new project and has asked the firm if it would be happy to undertake some one-
off consultancy work for the firm. It is possible that the fee income for this contract would represent
10% of that year's income for Hinkley Innes. The new business services partner, who heads up a new
division of the firm, is keen to take on the work, as this would represent his best contract yet.
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Scenario 2

Peter works in the purchasing department of Murphy Manufacturing Co. He has been instrumental
in setting up control systems in the purchasing department as part of a recent risk management
exercise. He has a poor relationship with his immediate supervisor, the Purchasing Director.
Murphy Manufacturing has just advertised the post of trainee internal auditor. Peter is interested in
the work that internal audit do, having liased substantially with the department during the recent
controls exercise. No formal accountancy qualifications are required for the post, because the
successful candidate will be put through accountancy training. Peter has had a chat with the head of
internal audit concerning the post and is seriously considering making an applicaticﬂ

Required {‘
Discuss the threats and the safeguards to objectivity that could be implemented in thwyons
arKs,

given above.

. 4
Answer: 3 @
Scenario 1
Threats
The situation raises three potential threats to objectivity.

The first is the issue that the firm has had a long iati i e audit client. It is unclear
whether the same engagement staff have been associated wi i that time.

The second is that the firm has been offered th
the firm. ACCA guidance states that provision o i n affect objectivity.

Connected to the previous point is the fact that a se threat arises through the substantial fee
income that this client may generate in the current . ACCA's guideline in respect to recurring
income is that 15% of office income fr ne client 1s likely to adversely affect objectivity (for an
unlisted company). The income in thi is likely to be 17%, but much of that is not recurring.
However, the firm should conside
expands and the audit fee might rise i re. They should lay down contingency plans.

Safeguards
In relation to the other se
above. It appears tha ill

which will help to maintai j

S, y inherent safeguard is that it is a one-off project, as stated
e carried out by a department other than the audit department,

ient has been associated with the audit firm for a number of years, the
laying out procedures for rotation of the engagement partner in relation to the

Scenario 2
Threats
If Peter was to get the job in the internal audit department, there would be considerable threat of self-
review, as he would have to monitor the systems which he has set up in the purchasing department.

As Peter is a current employee of the company, there is also a risk that his objectivity towards an
internal audit role would be affected by his relationships with fellow employees. This is particularly
the case with regard to his relationship with his current boss, the Purchasing Director, as he has a
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poor relationship with him. As a member of the internal audit department, Peter would in all
likelihood have to report directly on matters relating to this director.

Safeguards

If Peter gets the job, an important safeguard would be that he did not work on matters relating to the
purchasing department for a period of time, or perhaps until the systems have been reviewed again
and/or the Purchasing Director moves on. It would also be important to address the issue of
objectivity as part of the recruitment process. The issue of relationships with staff would have to be
discussed and understood. Lastly, it is important to have objectivity in the recruitment process. As
Peter has had an informal discussion with the head of Internal Audit, the head of rnal Audit
should ensure that other staff members are included in the recruitment process.

'
LR W
—

@v
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Chapter # 24  Appointment, Rights and Duties of Auditors

Companies Ordinance (Sec. 252-260)

Q.3 Spring 2013
Comment on each of the following independent situations with reference to the applicable
requirements of the Companies Ordinance, 1984. .

a) Jahangir (Private) Limited (JPL) has a paid-up capital of Rs. 2.5 million. W it was

a wholly owned subsidiary of Malik Limited (ML). Recently ML has dispose 0% of its
holding in JPL to Zubair Enterprises (ZE), a partnership firm. All the partners in are on
the Board of Directors of ML. JPL intends to appoint Mr. Ahsan as its auditor. Mr. Ahsan is
an MBA and his brother is also a partner in ZE. Ws')

b) A notice for appointment of Kashif and Company, Chartered Ac tants (KCC) was
received by Khanewal Limited (KL), fourteen days before the ce was served

by Mr. Igbal, who is a holder of 500,000 non-voting preferen (02 marks)
c¢) Mr. Khan is a partner in a firm of Chartered Accountants. s 70% shares in Khan
Limited, (KL). Construction Bank Limited L) oan of Rs. 10 million to
KL. Mr. Khan’s firm has received an offer for appointm itor of CBL. (02 marks)
Answer:
(@)

company.
e Holding of interest by brother
make Mr. Ahsan ineligible fi

e Hence appointment of hsa
(b
e A notice for app tor is required to be served by a member of the company
but Mr. Igbal is not f the company as he only holds nonvoting shares.
e Hence, then him is not in order.
()
e Appoi an’s firm is in order as Mr. Khan and KL are separate persons and

indebted of KL cannot be termed as indebtedness of Mr. Khan.

estion was generally well attempted. It seemed that all those who read the question
d tried to understand the situation before moving on to write their answers, were able
1. However, a number of candidates did not specify that being the brother of a director
does not invalidate a person’s appointment as auditor. Most of the students knew that it is not
necessary for a private company to have a Chartered Accountant as its auditor if the company’s
paid-up capital is less than Rs. 3 millions. However, they did not realize that Jehangir (Private)
Limited is no more a subsidiary of Malik Limited.
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b) Candidates did well on this question although some went into details regarding the number of
days required for serving of a notice instead of clarifying that the notice was given by a non-
voting preference shareholder and hence was invalid.

¢) Most candidates seemed confused in this question. They were unable to identify that a company
is a separate legal entity as against its shareholders irrespective of the number of shares held by a
shareholder. Many of them went into details regarding associated undertakings and
shareholdings, etc., which was not required.

F N
0.8 Autumn 2012
Comment on each of the following independent situations with reference to the applic les
and regulations. { O
L U 4

(a) Zaman is a partner in a firm of Chartered Accountants and holds 5,( ares in Mardan
Limited (ML). His firm has received an offer for appointment as auc

total paid up capital of the company is Rs. 990 million
Rs. 130 million.

ordinary shares in IJK Limited.
value of both types of shares is Rs.

holds 50 million non-voting preference s
Faryal also holds 10,000 shares in LMN

10 each. (04 Marks)
Answer: y
(a)
= As per the Companies Ordina; 84 a person shall not be appointed as auditor of a
company, if he is disqualified for appointment of any other company, which is that
company’s subsidiary or i mpany or a subsidiary of that holding company.
= Therefore, the 1 ted as an auditor of of KL as Mr. Zaman holds 5,000

L is a subsidiary of DKL.
* For appointment as of the company, Mr .Zaman is required to dispose off the

shares in ML.

(b)
= Bilal and:.Compa artered Accountants are eligible to act as the auditor of IJK Limited.
= d is not an associated company of LMN Limited as LMN Limited holds 15.4%
imited. Therefore the wife of the partner is not required to dispose of the
MN Limited.
Ll g of non-voting shares is not relevant in determining the status of the company.
Examiner

In this question, the candidates were required to comment on two independent situations pertaining
to appointment of auditors.

a) The key issue to identify was that a person cannot be appointed as the auditor if he is
disqualified from being appointed as the auditor of that company’s holding company,
subsidiary company or the subsidiary of its holding company. Generally, the students
answered well. However, some of them mentioned different types of safeguards which were
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Q.6

not relevant in the given situation as the only remedy available in such a situation is to
dispose of the shares of the subsidiary or to decline the offer of appointment as auditors.

b) The key issue which was tested in this part of the question was whether holding of non—
voting shares is relevant in determining that the two companies are associated companies or

not. Majority of the students did not seem to know the answer and tried to avoid this point.
Spring 2012

Comment on each of the following independent situations with reference to the applicable rules and

regulations.

Ans

&

(a) Wagqar is a partner in Sohail and Company, Chartered Accountants, who are the auditors of
Wasim Limited for the year 2011. Aqib who was a partner of Wagqar in 2008 in his food

business, has recently been appointed as a Director of Wasim Limited. gMalw

(b) Aleem, Asif and Company (AAC), Chartered Accountants, has ed-an offer for
appointment as auditors of Gul Limited (GL). Kamal who is a AAC, held 5000
shares in GL. Within thirty days of acceptance, he gifted the share i Kamran, who
is a manager in AAC. (06 Marks)

(c) Sajid, Hameed and Company (SHC), Chartered Account ditors of Mir Hasan
Limited (MHL). Kashif is a senior manager i ing promoted as a partner. He

hose trustees include two
(02 Marks)

teaches auditing in a college. The college is
directors of MHL.

(d) You have recently signed the audit
approached you for reduction in audit fee
suffering losses for the past three years.

7 Limited. The management has
year because the company has been
(03 Marks)

(e) Saleem is a partner in Orange a
sole proprietor and has recei
Services Limited which is
against the credit card i

by ank Limited to a partner of Orange and Company is

wer:

Rs.510,500. (02 Marks)
(a) Sohail and C ny continue to be the auditor of Wasim Limited. Wagar was a partner
of Aqib, tw ck, whereas the Companies Ordinance, 1984 restricts only a present

partner o ector of a company, from becoming the auditor of that company.
( ccordin the Companies Ordinance, 1984, Kamal should disclose the fact that he holds
in GL at the time of appointment. His decision to disinvest shares of GL within thirty
ordance with the requirements of the Companies Ordinance, 1984.

osal of shares to his son who is the manager in AAC, does not attract any contravention
of the Companies Ordinance, 1984 because there is a bar on the holding of shares by the
auditor, his spouse and minor children, however there is no bar on holding of shares by his
son Kamran who has attained the age of majority. Moreover, the Companies ordinance,
1984 and the Code of Ethics does not restrict the Manager of the Audit firm from holding
shares in the Company. Hence the appointment of AAC as an auditor of GL is in order.
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(c) The appointment of Sajid, Hameed and Company (SHC), Chartered Accountants is in order
as Kashif'is not the employee of any director of the company. He is employed by the trust in
which the directors are the trustees.

(d) According to the Code of Ethics a chartered accountant in practice may quote whatever fee
is deemed to be appropriate commensurate with the nature and service to be rendered.

The Code of Ethics restricts the auditor from quoting lower fees than that.charged by the
previous auditor. However, there is no restriction as regards reduction ind\fees by the

existing auditors. N
. N
(e) Orange and Company is not qualified for appointment as the auditor of Wdal
Services as the credit card balance of a partner exceeds the threshold 1i 500,000, set
by the Companies Ordinance, 1984. However, there is no restriction e appointment of

Saleem, in his sole capacity, as an auditor of ABC Financial Servi
Company and his Sole Proprietorship firm are separate entities.

Limited as Orange and

Examiner’s Comment:
This question was designed to test the knowledge ment of auditors with
reference to the provisions contained in the Code i ies Ordinance, 1984. The
students were required to comment on different situation ce to the applicable rules and
regulations. However, the overall performanceswas quite the five parts of the question
required a very close review of the given situatio orward an appropriate reply. Most
students seemed to adopt a casual approach an the situations from all angles and
therefore arrived at incorrect conclusions. As always, ny students gave the verdict without
reasoning whereas some produced the correct opiniOVt gave incorrect reasons.

0.4 Autumn 2011 . o . ) )
Comment on each of the followin, en situations in respect of appointment of auditors,
with reference to the applicable ions:

(a) Guava and
auditor of Orange
maintain thei cou ith OBL and are enjoying credit card facilities from them.

g balance on the credit card facility, due from any partner is

J-Accountants, have received a request for appointment as

Company, Chartered Accountants, have received an offer for

(c) Mr. Zaheer, a legal practitioner, has received an offer for appointment as external auditor of
Lychee (Private) Limited (LPL). The paid up capital of LPL is Rs. 1,500,000 of which 40%
is owned by Blue Black Limited, a listed company.

(d) Walnut and Company, Chartered Accountants, have received an offer for
appointment as external auditors of Wasim (Private) Limited (WPL), in place of the
previous auditors, who were removed before the completion of their term. You may
assume that WPL has completed all the legal formalities before removing the previous
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auditors.

(e) Mr. Sadiq has recently joined your firm as a partner. He has served on the Board of
Directors of Strawberry Limited (SL) until 30 June 2009, as a Government nominee. In the
Annual General Meeting of SL held on 31 August 2011, a shareholder has proposed the
name of your firm for appointment as the external auditors for the year ending 30 June 2012.

(11 marks)

&

Answer:
(@) N

1) The appointment of Guava and Company, Chartered Accountants, will be in T.

(i1) The firm would not be deemed indebted to the company as the amount of debt is not
- exceeding Rs. 500,000. V )

1) The Appointment of Apricot and Company, Chartered Accountants will be in order.

(i1) Banana Limited and Water Melon Limited are not associat s the common

director is a Government nominee.

(©)

6)) Mr. Zaheer can be appointed as the Audi

(i1) There is no specific qualification requireme
capital of less than Rs. 3 million.

(i)  The fact that 40% of the shareho is own y Blue Black Limited does not
disqualify Mr. Zaheer as the auditor o

) Limited
companies having paid-up

(d)
Before accepting the offer Wallnut and.Company, yartered Accountants, apart from obtaining
professional clearance from the existi r is also required to inform the ICAP (Institute) and

(e)
6)) Since the t

(i1) Our firm ca
(iii))  The fact that
make any ren

In this questi e stu s were supposed to give their views on five different situations with
nt of auditor. Most of the students seemed to have studied the related

ts gave the decision without any reasoning.
, many students did not specify that in the given situation the incoming auditor

e Only few students knew that there is no specific qualification for auditors of private
companies having paid-up capital of less than Rs. 3 million.

0.1 Spring 2010
Comment on each of the following situations with reference to the appointment of external auditors
in accordance with the requirements of the Companies Ordinance, 1984:
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(a) Farrukh & Co., Chartered Accountants, has received an offer to be appointed as the external
auditor of Ebrahim Gas Company. The firm is indebted to the company as it has not paid
the last two months’ bills amounting to Rs. 4,860.

(b) After seventy days of incorporation, the directors of Rahman Limited (RL) decided to
appoint Mr. Shahid as the company’s statutory auditor. Mr. Shahid was employed by RL
before he started his own practice.

y N
(c) The directors of Fazal Limited (FL) have decided to appoint Syed & Co%hartered

Accountants, as external auditor of the company. One of the partner’s spou ds 1,000
shares in the subsidiary of FL. i A N

(d) The directors of Najam (Pvt.) Limited having paid-up capital of M have
appointed Mr. Dawood to act as the external auditor of the company. awood has been

rd the Institute of
10d of training

awarded a diploma in International Financial Reporting St
Chartered Accountants of Pakistan and has completed the
from a leading firm of chartered accountants.

(e) All directors of Hussain Associates (Pvt.) Li
has recently received an offer for appoint

untants. The company
auditor of Masood (Pvt.)

Limited which has a paid-up share capital of Rs. (Marks 10)
Answer: k
(a) The appointment of Farrukh & Co. will b er because the firm would not be
considered indebted to the company as the peri which the utility dues are unpaid does
not exceed 90 days.
(b) Mr. Shahid cannot be appoi tatutory auditor of Rehman Limited because of the

following:
(i). Mr. Shahid is no

any’s incorporation and therefore obviously less than
ce he left the employment of the company.

(c) Syed & S not be appointed as auditor of the company because his spouse holds
shares<in its ass ed company. However, the firm can be appointed as auditor of Fazal
imited i spouse of the partner disinvests the shares within 90 days of appointment.

(d)

d’s appointment shall be void because only a chartered accountant can be
appointed as auditor of a private limited company having share capital of Rs. 3 million or

(e) Hussain Associates (Pvt.) Ltd. being a body corporate cannot be appointed as external
auditor of any company.
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Other Practice Material

Question. 1

You are require to determine whether in each of the following independent cases the appointment of
auditor shall be valid or not:

a) Allied Motors Ltd. has approached your firm, Chartered Accountants, t pointed as
their statutory auditor. Mr. Farooq who is spouse of a partner in your firm is tly under
employment of Mr. Zakir who was director of the company two years before.“ Ws)

A\ "W

b) Sajid, Hamid and Company (SHC), Chartered Accountants, is the a Hassan
Limited (MHL). Kashif is a senior manager in SHC and is being pro A partner. He
teaches auditing in a college. The college is owned by a trust es include two
directors of MHL. (3 marks)

c) Cooper Warehouses (Pvt.) Limited has appoi A, as the first auditor. Mr.
Alex was a director in Wally Cones Limite parent of Wenny Fabrics

Limited, which in turn was the parent of Coop ses (Pvt.) Limited. Mr. Alex

retired as the director 6 months ago. (3 marks)
B T ...
d) Kamran Spinning Mills Limited, whose one of the directors is ex-wife of a partner of Umar
& Company, Chartered Accountants. (2 marks)
e) Descendent and Co. , a partnership firm, in which 3 out of 5 members are Chartered

Accountants, have received offer from Maple sugar mills Ltd. To be appointed as their
statutory auditor. One of the members other than Chartered Accountants holds 1000 shares

(2 marks)
Answer.1
()
any two years before whereas employee of current director can’t
(b)

o . Kashif is employee of the Trust and not of the directors.

. herefore, Appointment is valid.

(© As per Companies Ordinance, 1984, a person is disqualified from becoming an auditor if he
was an employee in the company or any of its associates in the last 3 years.
e Mr. Alex was a director in Wally Cones Limited in the last 3 years.
e He is disqualified from being an auditor of Cooper Warehouses (Pvt.) Limited.
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(d) U & Co. can accept this Co. as audit client as ex-wife of an audit partner can be the director
for one of its audit client. The disqualification is for current spouse only.

(e) Descendent and Co., is not a chartered accountants firm whereby CO 1984 require that for a
public company, a person must be chartered accountant within the meaning of chartered
accountant ordinance 1961.

e  When a firm is appointed, all of the partners are considered to be appointed.

¢ All of the members of the said firm are not Chartered Accountant. A
e Therefore, Appointment of firm is not valid; however, an individumn can be
appointed who is a Chartered Accountant. ‘(""“
L 4
Question.2 V
Mr. Ali who holds only 10 shares in Pak Punjab Itd. want to appoint Mr. K s the company’s
auditor. Discuss what step Mr. Ali and the above said company has to takei ove case.
(4 marks)

Answer.2:

Mr. Ali and the Pak Punjab Ltd. have to take following steps for nt of new auditor:

a) A notice shall be required for a resolution at a ¢ S eral meeting appointing as

auditor a person other than a retiring auditor.

b) The notice referred to in sub-section (1) sh iven by a member of the company to the
company not less than fourteen days before th neral meeting, and the company shall
forthwith send a copy of such notice to the retiring auditor and shall also give notice thereof to
its members not less than seven days before the ixed for the annual general meeting and, if
the company is a listed company, also publish it at least in one issue each of a daily
newspaper in English language ewspaper in Urdu language having circulation in

the Province in which the stock exc e on which the company is listed is situate.

can esentations and the company shall send a copy of
er o e read at AGM.

I annot be sent OR read at the AGM if the Registrar does not
company or any other person.

¢) The retiring au
representation to a m
Provided that the repres
permit on the applicati

in 1 s after the AGM shall notify to the Registrar of the:
ent of new auditor with their consent letter
removal of auditor.

Ltd. Bashir is son of your partner Mirza. Bashir holds 20,000 preference shares and 15,000 shares
having voting rights in Mir Group. The authorized share capital of Mir Group is 2,000,000 shares
and 80% if it is paid up. The company has also issued 300,000 preference shares. Mr. Mirza’s spouse
also holds 20,000 shares in Noman Ltd. Mr. Mirza’s daughter is director in Amjad Concerns Ltd.

StandardWise Past Papers with Examiner’s Comment | Chapter # 24 Appointment, Rights Rk}
and Duties of Auditors



(oo pa S L VAV E W iz [AUDITING FOR CA]

Answer.3:

A person is not qualified to be appointed as an auditor of a company if he is disqualified for
appointment as auditor of its holding company or subsidiary company.

A person or his spouse or minor children of partner of firm who holds any shares in an audit client
or any of its associated is disqualified, unless he disclose the fact of shareholding at appointment and
divest them within 90 days.

As in this case Bashir is an adult, none of the provision of the Companies Ordinance 1984 shall
apply on this matter.

There shall be no disqualification due to directorship of Mr. Mirza’s daughter. M irza shall
disclose at appointment that his spouse holds 20,000 shares in Noman Ltd. and shall d them

within 90 days. “ 1‘,
.
Question.4

The following entities have reached Umar & Company, Chartered Acc ointment as
their statutory auditor. In each case there are following issues:

a) Salman Weaving Limited, whose ex-director finance resig

mpany four years

b) Kamran Spinning Mills Limited, whose one of director is ex-wife of a partner of Umar &
Company, Chartered Accountants.
c) Askari Leasing Limited, from which all the part Company have leased their
cars.
d) Packages Limited, whose shares are tra
one of the partner of Umar & Company,
Required:
Discuss with reasons why or why not Umar & Corryy, Chartered Accountants can accept these
entities as their audit clients?

ountants works as Finance Manager.

Answer.4:
Umar & Co. Chartered Accou (U 2)
Acceptance of Audit

(a) Salman Weaving Limited

co: as audit client as the limitation for disqualification of ex-director for
preceding three years.

(c) Askari Leasing Limited

U & Co. cannot accept this co. as audit client as leasing cars creates indebtedness of the leasing
company, which is not allowed for the auditors of a company.
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(d) Packages Limited

U & Co. can accept this co. as audit client as the audit partners and their minor children are not in
ownership of shares of Packages Limited.

Question.5

Audit Committee of ABC Ltd has shortlisted a number of firms for recommending to members for
appointing one of them as external auditor in the AGM to be held on 30 September, 2011.
1) Alif & Co. managing partner of the firm was a director of the company f; 1.07.2005 -
30.06.2008.
i1) Bay & Co. spouse of CFO of the company is the senior Audit Manager of theﬁ:r.n‘
iii) Jeam & Co. the firm has obtained three vehicles on operating lease from a su@aryﬁBC
Ltd.
iv) Dal & Co. a partner of the firm holds 100,000 shares of ABC Ltd.
v) Seen & Co. a partner of the firm also owns an educational insti
director of ABC Ltd is also a partner.
vi) Kaaf & Co. a partner of the firm holds a credit card issued
credit limit of the card is Rs. 250,000.

which Mr. Zee a

of ABC Ltd. The

Required:
Discuss the eligibility of each firm in the light of Companies Ordi , 1984,
Answer.5: ‘
(i) As per Companies Ordinance, a director ¢ inted as external auditor of a company

three years after the date on which he ceases to bea director of the company. Since 3 years
have elapsed by 30.06.2011, Alif & Co. can bypointed as external auditor.

(i1)) As per Companies Ordinanc e se of a director of the company is not eligible to be

3 @ a person who is indebted to a company is not eligible to be

ompany. Lease payments under operating leases are classified
’s-financial statements as per IAS 17.The three vehicles would be
financial statements of lessor i.e. subsidiary of ABC Limited. So
or appointment as an auditor.

(ii1) As per Compani
appointed as audi
as expenses 1
appearing as

(v) As'per Companies Ordinance, a person who is a partner of a director of the company cannot
be appointed as auditor. Therefore Seen & Co is not eligible for appointment.

(vi) Kaaf & Co. is eligible to be appointed as external auditor as the credit card limit of the
partner is less than Rs 500,000.
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Question.6

a) Allah Wasaya & Co, a practicing CA firm, has received an offer to be appointed as subsequent
external auditor of Lala Jan (pvt) Ltd, a subsidiary of Khyber Ltd(KL) having share capital of 2
million, by the directors of the company on 35th day from the vacation of office of the auditor.
The first auditing firm converted into a private company and a casual vacancy was created. Mr.
John, a partner of Allah Wasaya & Co also holds shares in KL. and he is of the opinion that he
does not need to disinvest securities as he is not the engagement partner.

N

b) Brains & Co, Chartered Accountant, have been offered appointment as eWuditor ot
Empty Ltd. Empty Ltd has the following group entities: ’4—-“
Shareholding
04
Y. NG I ¢ PO
5 30 7 N
[ G 3¢ N
| D 8 5 N

One of the partners of Brains & Co, who is not the engagement
Furthermore, spouse of CFO of the company is also ner i

Required:
Comment on each of the above situations accorwhe p

Answer.6: W
Case (a)

There are three issues in the given situation: y
According to CO 1984, private co. iary of public co. appoints Chartered Accountant
as an auditor. In the given situation, vt) Ltd. is a subsidiary of KL Ltd., therefore Allah

Wasaya & Co. is eligible for appointn ditor of Lala Jan (pvt) Ltd.

According to CO 1984,
auditor within 30 days of th
power is vested in SECP t

y but if the directors fail to appoint auditor within 30 days, then
the auditor, and the company have to inform the SECP within 7

days of the powe rcisable. In the given situation auditors can’t appoint the auditor as 30
days have pass CP can appoint the auditor to fill the casual vacancy.

Accor , a person who holds shares in a company or in any of its associated
compa only for appointment as auditor of that company if he discloses that fact at the
time of nt and dispose of shares within 90 days of appointment. In the given case, Lala

Jan is an associated of KL Ltd., therefore John’s point of view is wrong as he have to disclose that
fact at the e of appointment and dispose off shares within 90 days if Allah Wasaya & Co. is
appointed as auditor.

Case (b)

According to CO 1984, a person who holds shares in a company or in any of its associated
companies is eligible only for appointment as auditor of that company if he discloses that fact at the
time of appointment and dispose of shares within 90 days of appointment. In the given situation,
Empty Ltd. and C Ltd. are associated companies, therefore offer can be accepted only if partner of
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Brain & Co. disclose that fact at the time of appointment and dispose of shares within 90 days,
although he is not an engagement partner.

According to CO 1984, spouse of a director is disqualified for appointment as an auditor. In the
given situation, spouse of CFO is a partner in Brain’s & Co., and CFO is an officer of C Co.,
therefore there is no ineligibility for appointment as an auditor.

Question.7

y N
Comment on the following independent situations with reference to applicable rul egulation:

a) Mr.Ice Cream Soda, managing agent, has received an offer for appointm xternal
auditor of Lychee (Private) Limited (LPL). The paid up capital of LPL is 1,5%&@
40% is owned by Blue Barry Limited. ar.

. 4

b) Wagqar is a partner in Sohail and Company, Chartered Accountants, are the auditors of
Wasim Limited for the year 2011. Aqib who was a partner o 8 in his food
business, has recently been appointed as a Director of Wasi i (02 marks)

Answer.7:

a) According companies ordinance 1984, a co company if it owns 50%
or more share of another the company. As blac i n only 40% of the share of
the LPL so it is not in a holding subsidiary relationship. ermore the paid up capital of
LPL is less than 3 million for which th ification of external auditor does
not apply. But the managing agent falls i ion of officers which are prohibited to
become auditor of the company. So Mr.i oda has become disqualified becomes
auditor of the company as he is officer of the company.

b) According to companies ordin 84 a person who is a partner of or in employment of a

director, officer or employe
company. As in the given case
wagar is eligible to be appo ditor of the company.

S
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Chapter # 25 ISRE-2410

Review Engagement

Q.9 Spring 2011 A

The auditor should have an understanding of the entity and its environment to enable him to plan
the engagement and select the inquiries, analytical and other review procedures. “f’"“
Required: | U 4
State the procedures which an auditor may perform, to update his understandi Wénd its
environment, while carrying out an engagement to review interim financial in 10 marks)

Answer:
Procedures which an auditor may perform to update the unde

onding interim period(s) of
may affect the current-period

reviews of prior interim period(s) of the current
the prior year, to enable the auditor to_.identify
interim financial information. k

1. anagement override of controls that
statements.
iii.  Reading the most recent annual and comparable prior period interim financial information.

1v. plicable financial reporting framework as it

Vi. ccounting and reporting matters that may be of continuing
significance such a aknesses in internal control.

vii.  Considering t su

—

viii.  Consider esults of any internal audit performed and the subsequent actions taken by

mana

iX. anagement about the results of management’s assessment of the risk that the
1 information may be materially misstated as a result of fraud.

X. anagement about the effect of changes in the entity’s business activities.

xi.  Inquiring of management about any significant changes in internal control and the potential
Xil. iring of management of the process by which the interim financial information has been
prepared and the reliability of the underlying accounting records to which the interim
financial information is agreed or reconciled.

Examiner’s Comment:
This question was not appropriately understood by many candidates. The question focused on
updating auditors information for review of interim financial statements whereas most of the
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candidates structured their response with reference to client acceptance procedures or the procedures
for understanding the client’s business.

Q.9  Autumn 2009

Sigma & Company, Chartered Accountants has carried out a review of the financial statements of
Bilal Limited, a listed company, for the half year ended June 30, 2009. The job in charge has drafted
the following review report:

Report on Review of Interim Financial Information V=N

Introduction =N
We have reviewed the accompanying condensed interim statement of financial p&monVilal
Limited (“the company”) as at June 30, 2009 and 2008, and the related condense W&:ment
of comprehensive income and condensed interim statement of cash flows tog 1 e notes
forming part thereof for the half year then ended in accordance with International Standards on
Auditing applicable to review engagement. Management is respon51 eparation and
presentation of this condensed interim financial information with approved
accounting standards as applicable in Pakistan.

Scope of Review
A review of interim condensed financial information
persons responsible for financial and accounting matters,
procedures. A review is substantially less in skh

International Standards on Auditing and consequen
we would become aware of all significant matters t

ing inquiries, primarily of
g analytical and other review
it conducted in accordance with
enable us to obtain assurance that
e identified in an audit.

Conclusion
Based on our review, nothing has our attention that causes us to believe that the
accompanying condensed interim fi ial 1 ation as at june 30, 2009 is not presented fairly in

all respects.

ur review engagement, this report is intended for the
not be used for any other purposes.

lusion, we draw attention to note X to the financial statements.

s that inventory has been stated at cost which is in excess of its net
agement’s computation, which we have reviewed, shows that inventory, if
ost and net realizable value as required by International Financial Reporting
ave been lower by Rs. 20,000,000/-, and the reported net income and

Sigma & Company
Chartered Accountants
Required:
Highlight the deficiencies, if any, in the draft review report. (14 marks)
Answer:

Deficiencies in the Review Report

1.  The Report has not been addressed properly.
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ii.  Reference to the prior year’s audited financial statements in the first paragraph, is not
required.

iii. A component of the financial statements i.e. Statement of Changes in Equity have not been
identified in the first paragraph.

iv.  Reference to the ISAs, in the first paragraph, is not required.

v.  The auditor’s review responsibilities should follow management’s responsibilities in the first

paragraph.

vi.  There should be a statement in the second (scope) paragraph that the review was conducted
in accordance with ISRE 2410. V=N

vii.  There should be a statement in the second (scope) paragraph that being a r%gagement
no audit opinion is being expressed on the financial statements. P N

viii.  The words “in accordance with approved Accounting Standard as applical& in istan”’
are missing from the conclusion paragraph. A W
ix.  There should be a reference to “material” respect in the Conclusion pa @ -
x.  There should be no restriction on the distribution of the auditors review feport as mentioned
in the fourth paragraph.
xi.  Over valuation of inventory should be reported as a quali ion d of emphasis of
matter paragraph.
xii.  Address of the Chartered Accountant needs to be given.
xiii.  The report should be dated.

0.4  Autumn 2008
Karim & Company, Chartered Accountants ‘Lngage
information of Babar Textiles Mills Limited for t
oil and energy prices and current inflationary t
substantial losses and the Company’s outlook is negative. Moreover, in view of recessionary
pressures being faced by the US and m of the economies, some of the large customers in
those countries have not renewed orders and many others are expected to follow.
Consequently, the company has de ff 40 percent of its workforce gradually, over the
next few months.

e review of interim financial
ded June 30, 2008. The increase in
iling in the country has resulted in

The company’s man
specific details in the inter
indications about the e
Required:

Describe how th
review report terim Wcial information. (09 marks)

nt es the severity of the situation but is reluctant to provide
information. However, it has given a note containing general
of the company.

alid expectation in those affected that it will carry out the restructuring by starting to
implement the plan or announcing its main features to those affected by it.

In current situation the constructive obligation does not arise however adequate disclosure should be
made by management. If the auditor is not satisfied regarding the adequacy of the disclosure, he
should communicate this matter as soon as practicable to appropriate level of management.

Chapter # 25 ISRE-2410 | For Suggestion: arslan92002 @gmail.com or fb.com/arslan92002



(oo pa S L VAV E W iz [AUDITING FOR CA]

When, in the auditor’s judgment, management does not respond appropriately within a reasonable
period of time, the auditor should inform those charged with governance. The communication is
made as soon as practicable, either orally or in writing. The auditor’s decision whether to
communicate orally or in writing is affected by the factors such as the nature, sensitivity and
significance of the matter to be communicated and the timing of such communications. If the
information is communicated orally, the auditor documents the communication.
When, in the auditor’s judgment, those charged with governance do not respond appropriately
within a reasonable period of time, the auditor should consider;

a) Whether to modify the report: or o

b) The possibility of withdrawing from the engagement; and

¢) The possibility of resigning from the appointment to audit the annual ﬁnanciWnts.

L U, 4
i

T 4
ditor believes that

Going Concern Assessment
Considering the gravity of the situation auditor should also assess the entity’s
going concern. When, as a result of this inquiry or other review procedures, th
there are serious doubts regarding entity’s ability to continue as a going
a) Inquire of management as to its plans for future actio
assessment, the feasibility of these plans, and whethe

to cm"mue as a

its going concern
believes that the

b) Consider the adequacy of the disclosures in the interim financial
information.
If he does not receive adequate information of this inqui consider it as a limitation on
the scope of his work and should express a quali nclusi

If the auditor is not satisfied with the adequacy o disclosure, he should express a qualified or
adverse conclusion on the interim financial statements.

If the auditor is of the opinion that a si t doubt exists about the entity’s ability to continue as
a going concern, he should add an e sis tter paragraph in his review report.

Examiner’s Comment:
This proved to be th
situation indicating poten
report of interim fina in
the question in a desired

t diffic 1on for the candidates. Their approach in addressing the
i ncern uncertainty and the resultant implications on review
ation left much to be desired. Only few of the candidates tackled
the following lines:

). At the outset the au@[should inquire whether the management has changed its assessment of
2 enti to continue as a going concern.

the conditions cast significant doubts about the entity’s ability to continue as

e should:

from the management about their future plans, the feasibility of these plans and

r management believes that the outcome of such plans will improve the situation.
¢ Consider the adequacy of the disclosure of such matters in the financial information.

ii1). The auditor should consider whether the note given by the management adequately discloses the
uncertainty.

iv). If he assesses that the note is adequate, the auditor should give an emphasis of the matter
paragraph, otherwise, he should express a qualified or adverse opinion, as appropriate.
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The quality of answers varied a lot. Many candidates scored no marks at all as a consequence of
having only superficial knowledge of the subject, profound dependence on memorizing the subject
as compared to understanding the substance behind it and lack of satisfactory expression skills.

Q.9  Autumn 2007

The auditor of a listed company is required to review the half yearly financial statements. You are
required to explain:

a) the objectives of such review and how does it differ from audit; and

b) the procedures that are performed while carrying out such review. &arks)
Answer: {‘

The objective of an engagement to review interim financial information is to enable the &r to
express a conclusion whether, on the basis of the review, anything has c ditor’s
attention that causes the auditor to believe that the interim financial informat no pared, in

work. The auditor
reduce to a
interim financial

all material respects, in accordance with an applicable financial reporting fr.
makes inquiries, and performs analytical and other review procedu
moderate level the risk of expressing an inappropriate conclusi
information is materially misstated.

A review, in contrast to an audit, is not designed t
financial information is free from material misstatem
primarily of persons responsible for financial and accoun
other review procedures. A review may bring‘,ﬁcant
information to the auditor’s attention, but it do
required in an audit.

nsists of making inquiries,
, and applying analytical and
rs affecting the interim financial
all of the evidence that would be

Following procedures are performed for the review oyerin financial information:
Understanding the Entity and its Envi t, Including its Internal Control:

The auditor should have an unders i entity and its environment, including its internal
control, as it relates to the preparati

b) Select the inq

auditor t
respec acco*t’e with the applicable financial reporting framework.

ic d Other Review Procedures

make inquiries, primarily of persons responsible for financial and accounting
d perform analytical and other review procedures to enable the auditor to conclude
whether, on the basis of the procedures performed, anything has come to the auditor’s attention that
causes the.auditor to believe that the interim financial information is not prepared, in all material
respects, in accordance with the applicable financial reporting framework.

The auditor’s understanding of the entity and its environment, including its internal control, the
results of the risk assessments relating to the preceding audit and the auditor’s consideration of
materiality as it relates to the interim financial information, affects the nature and extent of the
inquiries made, and analytical and other review procedures applied.

Inquirie
The aud
matters, ai
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Examiner’s Comment:

Poor performance was witnessed in this question. In part (a) students didn’t have a clear cut idea of
the difference between a review engagement and an audit. A review is performed with the objective
of expressing a conclusion (as against expressing an opinion). Accordingly, in a review of financial
statements an auditor merely expresses that nothing has come to his attention which may cause him
to believe that the financial statements have not been prepared in accordance with the applicable
financial reporting framework. In part (b), while describing the procedures that are performed in an
engagement to review interim financial statements, most of the students listed the sxme procedures

which are generally performed in an audit. ,\

P
f 8
L U, 4
— -
—

q
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Chapter # 26 Substantive Procedures

Substantive Procedures

Q.5  Autumn 2012
List the substantive procedures that may be performed by an auditor to verify the following:

1). Bank reconciliation statements A06 marks)
i1). Payroll arks)
iii). Raw material purchases %ks)
B N
Answer: “ 1‘-
Substantive Procedures for verification of Bank reconciliation statements: A 4

» Trace and agree balances per books of accounts (ledger or bank bo
reconciliation statement with the general ledger/ bank book.

» Trace and agree balances per bank statement as appearing in t
with the bank statements.

in the bank

» Trace reconciling items appearing in the previ reconciliation into current

month’s ledger/ bank statement/ bank reconcili
= Check subsequent clearance of current months reconc
= Review and discuss long outstanding items a i
= Ensure that all outstanding items requiring a
of accounts.
=  Check arithmetical accuracy of reconciliation statements.

Substantive Procedures for Payroll:

» From the payroll record:

» Select a sample of newl i ff and check their salaries with the appointment letter.

of payroll summaries to appropriate general ledger accounts.
ion of payroll to cost of sales and operating expenses.

Substantive Procedures for Raw material purchases:

= Select a sample of transactions and carryout the following tests.

» Check weather appropriate measures have been taken as per the company’s policy to ensure

that purchases are made from most competitive sources.
» Check the relevant invoices.
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» Match invoices with goods receiving notes to ensure that goods have been received for all
billings made by supplier.

» Match supplier’s invoices with purchase orders to ensure that:
o Purchases were duly authorized.
o Rates and quantities mentioned on the invoice are same as those mentioned on the

purchase order.
» Check posting of supplier’s invoices to creditor’s accounts/ general ledger.
» Perform cut-off procedures on purchases.
= Perform analytical procedures on purchases made during the year by comp current year
purchases with the last year and investigate significant differences, if any.

F o N
[ B N

w
d.~Si W' three
@ tly most

their answers and

Examiner’s Comments:
Substantive procedures for verification of three different items were require
areas were quite easy, almost all students were able to score good marks. Ho
students just started writing whatever steps they could think without plann
consequently, a number of points were missed whereas a number of st
once.

Poor writing skill and lack of conceptual understanding wa in many cases. For
example, a significant number of students wrote tha re obtained to verify bank
reconciliation or that confirmation requests are circulate itors to verify raw materials. A
casual selection of words was observed and it ed that
difference between “verify”, “inspect” and “en C.
instead of substantive procedures.

y students wrote audit assertions

Q.4 Spring 2012 y

List the substantive procedures that performed by the auditor to verify the amount of
inventories as appearing in the finan tate of a manufacturing concern. (15 marks)
Answer:

Substantive Proced

audit. These matters may include the following:
Excess/ Shortages found in test count performed by the auditors.
Items of inventory identified as obsolete, slow moving, damaged or defective.

¢. Details of instances where the approved inventory count procedures are not followed
by the staff members of the client.

d. Instances where the stock records (bin cards, stock and stores ledger etc) do not
contain adequate details relating to balance of inventory in hand, minimum level,
maximum level, ordering level, specification of inventory and location of inventory
etc.

e. Cut-off procedures and adherence thereto.
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vi.  Check that the adjustments arising out of the physical count have been made in the stock
count sheets.

vii.  Check final stock sheets for quantity, pricing, extensions, casting, summarization, and
signatures of the stock taking staff.

(b) Finished Goods:

i.  Obtain a list of items (schedule) shown as finished goods, with full particulars, quantity and
value.
1i.  Compare the list with physical count sheet balances and with stock ledger bala
1ii.  On test basis check the items and quantities in the stock ledger with the bin card. ~ -
iv.  With regard to cut-off procedures performed during the attendance at the physical iryﬂcory
count, check the ‘goods outward book’ or ‘delivery challans’ book for t ew days of the
year, and early few days of the succeeding financial year.

v.  If goods are sold on consignment, check the closing stock with the-cons ent account.

(c) Work in Process:

1. Obtain a list of items shown as work in progress, with ful i antity and value.
ii.  Compare the list with physical count sheet bal i ck ledger balances
1ii.  Check the quantity and items included in t tion reports and job cards
etc.
iv.  Check records showing the work in balances, raw material and other
material issued and labour and overheads ction and closing balance of work

in process.
v.  Where it is not possible to quantify or val rk in process for technical reasons, the
auditor should consider to use an expert. y

(d) Raw material:
1. Obtain a list of items shown .
ii.  Compare the list with physic t sheet balances and with stock ledger balances.
iii.

(e) Valuation of Inventori
1. alued in accordance with the valuation policy.
1i. ve been valued at the lower of cost and net realizable value.
1il. g costs have not been included in the cost of inventories:
astes in labour, material or other production overheads.
osts unless considered necessary for the production process/ inventory.

1v. ne and perform test checks to verify the proper allocation of overheads is in
accordance with the requirements of TAS 2.

v.  Check that the cost of obsolete and damaged items is properly written down.

vi.  Test arithmetical accuracy of the calculation of the stock sheets.

() Disclosure:
Ensure that inventories have been disclosed in accordance with the requirements of International
Financial Reporting Standards and the Companies Ordinance, 1984.
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(g) General:
1.  Trace opening balance from last years working papers.
ii.  Agree closing balance appearing in the financial statements with books of accounts.
iii.  Ensure that inventories have been appropriately classified.
iv.  Obtain direct confirmation for stocks held by third parties.
v.  Check reconciliations of opening and closing balances with production/ sale records,
wherever possible.

Examiner’s Comments:
This question required substantive procedures for verification of inventories. At 1, high
marks should have been scored by all the students in this question. However, very f

steps were mentioned by the students. Many of them tried to deal in detail w ions.such as
when stock check is carried out before or after the closing date. On the oth e points
were missing. For example, majority of the students didn’t consider that it anufacturing

concern and consequently ignored all steps related to raw materials,
Students should remain focused on the specific requirement of the

0.7 (b) Autumn 2010

You are the Audit Senior on the a

70% of its business relates to importe

reconciliation statements of all ka

Required:

). State the substantive procedur you would carry out for the verification of bank balances.
N (06 marks)

i1). Identify any eight types.of i ation which you would verify from the confirmations received
directly from the (08 marks)

. The chief accountant has provided you the bank
nts alongwith the bank statements.

res for bank balance verification

es apply individually to all bank accounts)

ank confirmation from the company’s bank and agree the balances per the bank

irmation to the company’s bank reconciliations.

arithmetic accuracy of bank reconciliation.

1ii.  Perform cut-off procedures.

iv.  Agree the balance per the bank books to the bank reconciliation and to the financial
statements and the ledger.

v.  Agree any un-cleared banking have been paid in prior to the year-end date by examination of
paying-in slips.

vi.  Scrutinize the cashbook and bank statements before and after the balance sheet date for
exceptional entries to transfers which have a material effect on the balance shown to be on
hand.
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vii.  Determine whether the bank account is subject to any restrictions.

ii). Types of Information
Full titles of all accounts together with the account numbers and balances thereon, including
NIL balances:

=  Where the amount is subject to any restriction or exchange control considerations this
information should be stated.

» Full titles and dates of closure of all accounts closed during the period.

* The separate amounts accrued but not charged or credited as at the above dﬂ\

=  Mark up/interest and provisional charges (including commitment fees). =

» The amount of interest charged during the period if not specified separately in the customer’s
statement of account. .

= Particulars of any written acknowledgment of set-off, either by speci M_;—off, or
incorporated in some other document or security.

* Details of loans, overdraft cash credits and facilities, specifying
of term loans, date of repayment or review.

= A list of other banks, or branches of your bank where you a
been established during the period.

ed its and in the case

e relationship has

Security
= Details of any security formally charged to the b

(e.g. pledge, hypothecation etc.)
» Particulars of any undertaking to assign t
» Ifa security is limited to any borrowing, or
= Investments, bills of exchange, documents o

the date and type of charge,

rior, equal or subordinate charge.
itle or other assets held but not charged.

Contingent Liabilities

= Total of bills discounted for y

= Details of any guarantees, b
third parties.

er, with recourse;
nities given to you by the customer in favour of

company W1th1‘&'£he
= Total of acce

0.6

You a ember of the audit engagement team, auditing the financial statements of a
manufa pany, Hard Stone Limited. List down the primary substantive procedures, which
you would carry out in the verification of:

a) Trade debts (excluding receipts from customers). (06 marks)

b) Stores and spares. (06 marks)
Answer:

a) Substantive procedures for verification of trade debts (excluding receipt from customers)
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* Investigate any unexpected or unusual movement/differences between current and prior
period as regards the amounts of trade debts, debtor’s turnover, ageing of receivable and
ratio of debtors to credit sale etc.

= Review of period end reconciliation of subsidiary and general ledger and investigate large
and unusual items.

= Reviewing the period-end bank reconciliation statements with specific reference to the list of
cheques deposited but not credited in the bank.

= Review the following:

» Large or unusual postings in the general ledger. i
» Large or unusual balances in subsidiary records including, credit bala , past due
balances and balances exceeding credit limits etc. & @

= Circularization of confirmations and performance of appropriate followip o thed

customer balances at the period end and obtaining and testing reco ion:.of balances
confirmed with the book balance. -
= Review the ageing schedule and ensure reasonableness of provision ba
» Discussion with the credit manager.
» Examination of the subsequent collections made.
» Past practice and consistency.

b) Substantive procedures for verification of stores a ar
1). Obtain the listing of stores and spares balances at period-en d investigate large or unusual
quantities or amounts. ‘
ii). Review large or unusual entries in the led .

iii). Review period end reconciliation of subsmmeral ledger and investigate large and
unusual items.

iv). Attend inventory counts at period end and exye that physical differences are appropriately
recorded and resolved and dam ms if any are identified.

v). Check valuation of selecte ms using one or more of the recommended sampling
techniques.

vi). Identify slow moving i discuss/determine the impact thereof.
&

g

on:
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