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SUBJECT SPECIFIC INFORMATION

THE EXAM

FORMAT OF THE EXAM
The exam will be in TWO sections

All questions are compulsory

Number of marks
Section A: 3 objective test case questions
5 questions worth 2 marks per case 30
Section B: 3 constructed response questions
2 x 20 mark questions (mainly scenario based) 40
1 x 30 mark question (mainly scenario based) 30
100

Time allowed: 3 hours.

In the AA exam the ‘current’ date will be 1 July 20X5. Year-end dates will then be flexed around
this depending on the nature of the question. For example, a question set at the planning stage of
the audit may have a year-end of 30 June 20X5 or 31 July 20X5. A question set at the completion
stage of the audit may have a year-end of 31 January 20X5 or 31 March 20X5.

PASS MARK

The pass mark for all ACCA Qualification exams is 50%.

APPROACH TO THIS EXAM

Audit and Assurance is a computer based exam.

Any part of the syllabus can be tested in any section.

Section A

. The objective test case questions will be based around a short scenario and you will have to
choose the correct answer(s) from the options given.

° You should begin by reading the OT questions that relate to the case, so that when you
read through the information for the first time, you know what is required.

° Each OT question is worth two marks. Therefore you have 18 minutes (1.8 minutes per
mark) to answer the five OT questions relating to each case.

. Itis likely that all of the cases will take the same length of time to answer, although some of
the OT questions within a case may be quicker than other OT questions within that same
case.

. Work steadily. Rushing leads to careless mistakes and the OT questions are designed to

include ‘plausible distractors’ i.e. answers which result from careless mistakes.

P.14 KAPLAN PUBLISHING
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Section 1

OBJECTIVE TEST CASE QUESTIONS

AUDIT FRAMEWORK

The following scenario relates to questions 1 -5

The board of directors of Sistar Co are concerned that they are not currently applying best practice
in terms of corporate governance and are seeking to make improvements.

The company currently has three non-executive directors (NEDs) on the board, who are paid a fee
which changes annually depending on company performance. The NEDs all sit on the audit,
nomination and remuneration committees. There is currently no reference to the work of these
committees in the annual report.

At present, Sistar Co does not have an internal audit function but the directors are establishing a
team which will be responsible for a range of internal audit assignments.

The following is the current proposed structure for the internal audit (IA) department

Finance director

Head of internal unit

Internal audit manager

Audit assistant Audit assistant

The only role still to be filled is the Head of internal audit. There are two potential candidates: Paul
Belling a consultant who helped design and implement the company’s current control system, and
Maria Marquez who is currently an audit manager at Rossi & Bell, an audit firm which has never
been used by Sistar Co.

Out of the other three members of the proposed IA department, two of them have moved from
other departments in Sistar Co and one of the audit assistants has audit experience.

KAPLAN PUBLISHING 1
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1 Which of the following should be included in the annual report regarding the work of the
audit committee?

o Responsibility for preparing the annual report and financial statements

o Significant issues considered relating to the financial statements

o A description of the principal risks the company faces

o The process used to make appointments to the board (2 marks)

2 Which of the following options correctly describes the deficiency relating to NEDs’
remuneration and makes a valid recommendation for improvement?

Deficiency Recommendation

o Compromises NED independence NEDs should be remunerated on the same
basis as the executive team

(e} Compromises the motivation of NEDs  NEDs’ remuneration should be tied to profit
targets
o Compromises NED independence NEDs’ remuneration should be a set amount

based on time committed

o Compromises the motivation of NEDs ~ NEDs’ remuneration should be linked to
individual performance (2 marks)

3 The board is in the final stages of establishing the IA department.

Select one option from each column which provides appropriate recommendations to
improve the effectiveness and independence of the IA department.

Reports to Head of IA Remaining staff members

Appoint more senior staff with

Finance director Maria Marquez . .
audit experience

Audit committee Paul Belling No changes needed

All staff should be new to the
company

Chief executive

(2 marks)

4 The board has started to compile a list of tasks for the IA department to carry out once it is
up and running. It has been agreed that the first assignment to be completed will be for IA to
review Sistar Co’s processes over capital expenditure to verify if the right items are purchased
at an appropriate time and competitive price.

What type of internal audit assignment does this represent?

o A value for money audit

o A management audit

o A financial audit

o} An IT audit (2 marks)
2 KAPLAN PUBLISHING
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OBJECTIVE TEST CASE QUESTIONS : SECTION 1

5 When deciding on the role of the IA department in undertaking operational audits, which
TWO of the following should the team NOT be involved in?

o Observing procedures carried out by Sistar Co’s staff
o Reperforming procedures documented in procedures manuals
o Designing and implementing internal control procedures to address deficiencies

o Reporting findings directly to the board of directors

o Authorising transactions and performing reconciliations (2 marks)

The following scenario relates to questions 6 — 10

You are an audit manager in Bark & Co and have been assigned to the audit of Foliage Co for the
first time this year. Foliage Co is a listed company which specialises in manufacturing musical
instruments. You will be taking over from Kim Baum, the audit manager who has been in charge of
the audit for the last three years. Kim has just announced that he is leaving Bark & Co to join Foliage
Co as the financial controller. Kim has recently completed the planning for the current year audit in
preparation for the final audit which is due to commence next month.

Jane Leaf has been the audit engagement partner since Foliage Co became an audit client almost
eight years ago. As she has completed seven years as the audit engagement partner, Jane has
recently been rotated off the audit engagement. The new audit engagement partner, Chang Petiole,
has suggested that in order to maintain a close relationship with Foliage Co, Jane Leaf should
undertake the role of Engagement Quality Control Reviewer this year.

The total fees received by Bark & Co from Foliage Co in respect of all services provided in the last
year amounted to 16% of the firm’s total fee income. The current year’s total fee income for audit,
tax and other audit-related services is expected to be greater than last year.

6 What is the most appropriate response to the suggestion that Jane Leaf takes on the role
of Engagement Quality Control Reviewer?

o Jane Leaf could take the review role immediately

o Jane Leaf could take the review role immediately but additional safeguards will be
required

o Jane Leaf should not serve as the Engagement Quality Control Reviewer for a period

of at least five years

o) Bark & Co will need to consider resigning as auditor of Foliage Co (2 marks)

7 Which of the following is the LEAST appropriate response in relation to fee income received
by Bark & Co from Foliage Co?

o Bark & Co should assess whether audit and non-audit fees would represent more than
15% of gross practice income for two consecutive years

e} If the recurring fees are likely to exceed 15% of annual practice income this year Bark
will need to resign as auditors of Foliage Co

o If the recurring fees are likely to exceed 15% of annual practice income this year,
additional consideration should be given as to whether the taxation and audit-related
services should be undertaken by the firm

o If the fees do exceed 15% this should be disclosed to those charged with governance
at Foliage Co (2 marks)
KAPLAN PUBLISHING 3
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8 What action should Kim Baum have taken when the possibility of employment with Foliage
Co arose?
o Kim should have notified Bark & Co of the potential employment so he could be
removed from the audit team
o Kim should have declined the offer of employment
o Kim should not have applied for employment with an audit client while employed by
Bark & Co
o Kim should have asked for permission from Bark & Co before applying for a job with
Foliage Co (2 marks)
9 Which ethical threat will be created when Kim Baum commences employment with the
client and what action should be taken to manage the threat?
Threat Action
L The manager should not be allowed to take the role of
A Intimidation ) .
financial controller
e The composition of the audit team must be reviewed and
B Familiarity .
changed as appropriate
) - The manager should not be allowed to take the role of
C Confidentiality . .
financial controller
. The composition of the audit team must be reviewed and
D Self-review .
changed as appropriate
o) Option A
o} Option B
o} Option C
o Option D (2 marks)
10 Select whether the following statements describe a rulebook approach or a conceptual
framework approach to ethics.
Clea'rly defined laws for the Rule book approach Conceptual framework
auditor to follow approach
Useful in a dynamic profession Rule book approach Conceptual framework
approach
A set of guidelines with which
. . Conceptual framework
the auditor uses judgment to Rule book approach
e approach
apply to specific circumstances
Easy to know what is allowed Conceptual framework
Rule book approach
and not allowed approach
(2 marks)
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OBJECTIVE TEST CASE QUESTIONS : SECTION 1

The following scenario relates to questions 11 — 15

You are an audit manager in Miranda & Co and you are planning the audit of Milberry Co which
manufactures luxury handbags and other fashion accessories. Milberry Co has been an audit client
of your firm for four years.

From a review of the correspondence file you note that the audit engagement partner and the
finance director have known each other socially for many years and in fact went on holiday together
last summer with their families. As a result of this friendship the partner has not yet spoken to the
client about the fee for last year’s audit, 20% of which is still outstanding.

The financial controller of Milberry Co was appointed two months ago. Prior to this appointment
the financial controller was an audit senior at Miranda & Co and was a member of the audit team
for Milberry Co.

Employees of Milberry Co are entitled to purchase handbags at a discount of 40% and during the
planning meeting with the finance director he offers you and your audit team the same level of staff
discount.

The finance director has asked if your firm will prepare the company’s tax return and provide tax
advice to minimise the amount of tax payable.

11  Select which threat to objectivity is created by the information obtained from the review
of the correspondence file.

Advocacy Familiarity Self-interest
The partner and the finance director
have known each other socially for
many years
20% of the fee for last year’s audit is
still outstanding
(2 marks)

12 Which is the MOST appropriate response to the outstanding fees from Milberry Co?
e} The auditor should resign from the client
e} The auditor should report the client to the ACCA

e} The auditor can continue working for the client but should ensure that the audit firm’s
credit control department are informed of the outstanding fees

o The auditor’s report for this year should not be issued until the fees have been paid
(2 marks)

KAPLAN PUBLISHING 5
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13  Which of the following statements in respect of the relationship between the new financial
controller and the audit firm are TRUE?
o The audit approach should be revised to ensure procedures and items to be tested are
not predictable
o The audit team should comprise people who know the audit senior as this will make
the audit run more smoothly and increase efficiency
o The firm must resign as auditor as the threat to objectivity is too significant to
safeguard
o The audit senior should not be allowed to be the financial controller and should resign
(2 marks)
14  Which is the MOST appropriate response with respect to the discount offered by Milberry
Co to the audit team?
o The discount may be accepted as it is the same as that offered to the client’s
employees
o The discount should be rejected as it is unlikely to be a trivial monetary amount
o The discount should be rejected as gifts or hospitality are not acceptable per the ACCA
Code of Ethics
o Audit manager approval must be obtained before the discount is accepted (2 marks)
15  Select the option which correctly identifies whether or not a self-review threat is likely to
arise in relation to the tax services requested.
Tax return Tax advice
A Yes Yes
B No No
C Yes No
D No Yes
o Option A
o Option B
o) Option C
o Option D (2 marks)
6 KAPLAN PUBLISHING
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OBJECTIVE TEST CASE QUESTIONS : SECTION 1

The following scenario relates to questions 16 — 20

You are an audit manager in Tigger & Co, a large audit firm which specialises in the car
manufacturing industry. Details of three companies operating in this industry are given below.

Winnie Co

Tigger & Co has audited Winnie Co for many years. The audit engagement partner for Winnie Co
has been responsible for the audit for six years. The board of directors has asked if Tigger & Co will
provide payroll and bookkeeping services, including providing advice on appropriate accounting
policies, in addition to the external audit this year. They have also suggested that the external audit
fee should be renegotiated with at least 20% of the fee being based on the company’s profit after
tax as they feel that this will align the interests of Tigger & Co and Winnie Co.

Eeyore Co

Eeyore Co is a subsidiary of a major global car manufacturer. During the current year audit, the
audit team discovered that Eeyore Co had developed and used a device which gave false readings
during government tests which are required for all cars. The false readings enabled cars to meet
government restrictions on carbon emissions which would otherwise have failed and therefore
could not have been sold. The audit engagement partner has discussed the matter with senior
management of Eeyore Co and advised them to report the matter to the industry regulator. Senior
management has refused and reminded the engagement partner that the audit firm has a duty of
confidentiality towards the company.

Piglet Co

Piglet Co has recently approached Tigger & Co to act as auditor due to the firm’s expertise in the
car manufacturing industry. Piglet Co is the main competitor of Winnie Co.

16 Which TWO of the following statements are TRUE in respect of the conflict of interest
between Winnie Co and Piglet Co?

o Tigger & Co must decline the audit engagement of Piglet Co

o Winnie Co and Piglet Co may be concerned that commercially sensitive information
may be disclosed by Tigger & Co to their competitor

o Tigger & Co must ask permission of ACCA before accepting the audit of Piglet Co

o Tigger & Co must obtain consent of both clients before continuing with the
engagements (2 marks)

17  Which of the following is NOT an action that your firm should take to manage the conflict
of interest between Winnie Co and Piglet Co?

o Regular monitoring of safeguards by an engagement quality control reviewer

o Require every employee of Tigger & Co to sign a confidentiality agreement

o Use separate engagement teams and engagement partners for each client

o Operate secure data filing of all audit information (2 marks)
KAPLAN PUBLISHING 7
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18  Which of the following statements is TRUE in respect of the audit of Winnie Co?

e} The audit engagement partner must be rotated

e} Providing the additional services for Winnie Co will create a confidentiality threat

o Payroll and bookkeeping services cannot be provided to an external audit client

o Providing advice on accounting policies is acceptable as long as the client is responsible
for choosing the specific policies used (2 marks)

19 Inrelation to the proposal that 20% of the audit fee is based on the profit after tax of the
company, which of the following statements is TRUE?

o This will lead to fee-dependency which is a self-interest threat. The proposal should be
rejected.

o This is a contingent fee arrangement which creates an advocacy threat. The proposal
should only be accepted if no more than 15% of the audit fee is based on profit before
tax

o This is a contingent fee arrangement which creates a self-interest threat. The proposal
should be rejected.

o This will lead to fee-dependency which is a self-interest threat. The proposal should
only be accepted if no more than 15% of the audit fee is based on profit before tax

(2 marks)
20 Select whether the following statements are true or false in respect of the issue with Eeyore
Co?
Senior management is correct that reporting the
. . . ) True False
company will constitute a breach of confidentiality
Tigger & Co must report the breach of laws and
regulations to the appropriate authority if the client True False
refuses
Tigger & Co must report the breach of laws and
. o J True False
regulations as it is a public interest matter
Tigger & Co must report the matter to the parent
company and the audit firm responsible for the parent True False
company audit
(2 marks)
8 KAPLAN PUBLISHING
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The following scenario relates to questions 21 — 25

Cameron Co has recently become a listed company. Cameron Co is required to comply with
corporate governance principles in order to maintain its listed status. The finance director, Lindsay
Lewis has undertaken a review of compliance with corporate governance regulations.

Board composition

Cameron Co’s board of directors comprises six members:

Name Role(s) Length of service at Cameron Co
Ola Osbourne Chief executive and chair 5 years

Lindsay Lewis Finance director 10 years

Hayden Hugq Sales director 5 years

Karie Khan Human resources director 7 years

Jules Jardine Independent non-executive 10 years

Taylor Tahir Independent non-executive 3 years

Directors were last subject to re-election three years ago.

Ola Osbourne has been the chief executive of Cameron Co for five years and has recently been
appointed the board chair. Ola Osbourne is considering appointing one of her close friends as a
non-executive director.

Directors’ remuneration

Executive directors are paid a fixed salary which increases annually in line with inflation. There is
no performance related pay or bonus awarded to the executive directors as the company does not
want to provide incentive for financial results to be manipulated.

Audit committee

The company does not have an audit committee as the board of directors did not consider it
necessary due to the experience of Lindsay Lewis. They are aware that an audit committee is now
required and have proposed that one is established comprising the two independent non-executive
directors, Lindsay Lewis and Ola Osbourne.

21  Select whether the following matters in respect of board composition represent a corporate
governance strength or deficiency.

Ola Osbourne is the chair and chief executive Strength Deficiency
All of the current NEDs are independent Strength Deficiency
Ola Osbourne is‘consjidering appointing her friend Strength Deficiency
as a non-executive director
(2 marks)
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22  Which of the following can be a member of the audit committee once it is established?

1
2

Lindsay Lewis

Ola Osbourne

1 only

land?2

2 only

Neither 1 nor 2 (2 marks)

23  Match the two issues given to the most appropriate response.

Issue Response

The board is not balanced A An audit committee should be set
up immediately

Executive directors are paid a B Establish specific criteria to assess
fixed salary which increases candidates to ensure appointments
annually in line with inflation are based on merit and relevant

skills and experience

C Introduce share options to align the
remuneration of executive directors
with the long-term success of the
company

D Appoint two more independent
non-executive directors

E Reduce the number of executive
directors on the board

(2 marks)

24  Which of the following would NOT ensure Cameron Co is compliant with corporate
governance principles?

o}

o

Jules Jardine should replace Ola Osbourne as chair
All directors should be subject to re-election this year
A Nomination Committee should be established

Directors contracts should be reviewed to ensure notice periods are one year or less
(2 marks)

10
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25  Select whether the following statements in relation to directors’ remuneration are true or

false.

Remuneration of directors should be set by the Nomination

. True False
Committee
Workforce remuneration should be taken into
consideration when setting the remuneration of executive True False
directors
The company should be able to withhold bonuses and share

. . True False
awards from directors whose performance is not acceptable
(2 marks)

The following scenario relates to questions 26 — 30

Sycamore & Co is the auditor of Fir Co, a listed company operating in the computer software
industry. The audit team comprises an engagement partner, a recently appointed audit manager,
an audit senior and a number of audit assistants. The audit engagement partner has only been
appointed this year due to the rotation of the previous partner who had been involved in the audit
for seven years. Only the audit senior has experience of auditing a company in this specialised
industry. The previous audit manager left the firm before the completion of the prior year audit and
is now the finance director of Fir Co. The finance director and new audit manager are good friends.

The board of Fir Co has asked if Sycamore & Co can take on some additional work and have asked
if the following additional non-audit services can be provided:

(1)  Routine maintenance of payroll records
(2)  Assistance with the selection of a new non-executive director
(3) Taxservices whereby Sycamore & Co would liaise with the tax authority on Fir Co’s behalf.

Sycamore & Co has identified that the current year fees to be received from Fir Co for audit and
other services will represent 16% of the firm’s total fee income and totalled 15.5% in the prior year.
The audit engagement partner has asked you to consider what can be done in relation to this self-
interest threat.

26 Inrelation to the composition of the current audit team, select which of the fundamental
principles is at risk and select an appropriate safeguard.

Fundamental principle Safeguard
1 Integrity A Reinstate previous partner
2 Professional competence B Resign from the engagement

and due care

3 Confidentiality C Assign a completely new audit team
4 Objectivity D Provide industry training for team
members
(2 marks)
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27  Select the type of threat which could arise as a result of the finance director’s relationship
with the audit manager and select an appropriate safeguard.

Type of threat Safeguard

1 Self-review A The finance director must not have
contact with the audit manager
whilst the audit is ongoing

2 Familiarity B The firm should resign from the
engagement
3 Advocacy C A different audit manager should be
appointed
(2 marks)

28 Ignoring the potential effect on total fee levels, identify the threats to independence from
providing the non-audit services.

. Self-
Self-review . Advocacy
interest

Routine maintenance of payroll records

Assistance with the selection of a new non-
executive director

Tax services whereby Sycamore & Co would
liaise with the tax authority on Fir Co’s behalf

(2 marks)

29  Which of the following safeguards would NOT be relevant in mitigating the threat
identified in relation to fees?

o Disclosure to those charged with governance that fees from Fir Co represent more than
15% of Sycamore & Co’s total fee income

o A pre-issuance review to be conducted by an external accountant

o The use of separate teams to provide the audit and non-audit services

o Assign an engagement quality control reviewer (2 marks)
12 KAPLAN PUBLISHING
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30 During the course of the audit of Fir Co, a suspicious cash transfer has been identified. The
audit team has reported this to the relevant firm representative as a potential money-
laundering transaction.

Which of the following statements is TRUE regarding the confidentiality of this information?
o Details of the transaction can only be disclosed with the permission of Fir Co

o If there is a legal requirement to report money laundering, this overrides the principle
of confidentiality

o Sycamore & Co is not permitted to disclose details of the suspicious transaction as the
information has been obtained during the course of the audit

o) In order to maintain confidentiality, Sycamore & Co should report their concerns
anonymously (2 marks)

The following scenario relates to questions 31-35

You are an audit manager at Horti & Co and you are considering a number of ethical issues which
have arisen on some of the firm’s long-standing audit clients.

Tree Co

Horti & Co is planning its external audit of Tree Co. Yesterday, the audit engagement partner,
Charlie Thrower, discovered that a significant fee for information security services, which were
provided to Tree Co by Horti & Co, is overdue. Charlie hopes to be able to resolve the dispute
amicably and has confirmed that he will discuss the matter with the finance director, Percy Marsh,
at the weekend, as they are both attending a party to celebrate the engagement of Charlie’s
daughter and Percy’s son.

Bush Co

Horti & Co is the external auditor of Bush Co and also provides other non-audit services to the
company. While performing the audit for the year ended 31 October 20X8, the audit engagement
partner was taken ill and took an indefinite leave of absence from the firm. The ethics partner has
identified the following potential replacements and is keen that independence is maintained to the
highest level:

Brian Smith  who is also the partner in charge of the tax services provided to Bush Co

Monty Nod who was the audit engagement partner for the ten years ended 31 October
20X7

Cassie Dixon who introduced Bush Co as a client when she joined the firm as an audit
partner five years ago

Pete Russo who is also the partner in charge of the payroll services provided to Bush Co

Plant Co

Plant Co is a large private company, with a financial year to 30 June, and has been an audit client of
Horti & Co for several years. Alan Marshlow, a partner of Horti & Co, has acted as the engagement
quality control reviewer (EQCR) on the last two audits to the year ended 30 June 20X8. At a recent
meeting, he advised that he can no longer be EQCR on the engagement as he is considering
accepting appointment as a non-executive director and will sit on the audit committee of Plant Co.

The board of directors has also asked Horti & Co if they would be able to provide internal audit
services to the company.

KAPLAN PUBLISHING 13
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Weed Co

Weed Co, a listed company, is one of Horti & Co’s largest clients. Last year the fee for audit and
other services was $1.2m and this year it is expected to be $1.3m which represents 16.6% and
18.1% of Horti & Co’s total income respectively.

31  Which of the following statements correctly explains the possible threats to Horti & Co’s
independence and recommends an appropriate safeguard in relation to their audit of Tree

Co?

1

(0]

An intimidation threat exists due to the overdue fee and Tree Co should be advised that
all fees must be paid prior to the auditor’s report being signed

A self-review threat exists due to the nature of the non-audit work which has been
performed and an engagement quality control review should be carried out

A self-interest threat exists due to the relationship between Charlie and Percy and
Charlie should be removed as audit partner

1,2and 3

1and 2 only

2 only

3 only (2 marks)

32 Taking into account the concern of the ethics partner, which of the partners identified as
potential replacements should take over the audit of Bush Co for the year ended

31 October 20X8?

o Brian Smith

o Monty Nod

o Cassie Dixon

o) Pete Russo (2 marks)

33  Which of the following correctly identifies the threats to Horti & Co’s independence and
proposes an appropriate course of action for the firm if Alan Marshlow accepts appointment
as a non-executive director of Plant Co?

Threats Course of action

Self-interest and familiarity Can continue with appropriate safeguards
Self-interest and self-review Must resign as auditor

Self-review and familiarity Must resign as auditor

Familiarity only Can continue with appropriate safeguards

(2 marks)

14
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34  You are separately considering Plant Co’s request to provide internal audit services and the
remit of these services if they are accepted.

Which of the following would result in Horti & Co assuming a management responsibility
in relation to the internal audit services?

1
2

(¢]

Taking responsibility for designing and maintaining internal control systems
Determining which recommendations should take priority and be implemented

Determining the reliance which can be placed on the work of internal audit for the
external audit

Setting the scope of the internal audit work to be carried out

land3

2,3and 4

1,2and 4

3and 4 only (2 marks)

35  Which of the following actions should Horti & Co take to maintain their objectivity in
relation to the level of fee income from Weed Co?

1 The level of fee income should be communicated to those charged with governance

2 Separate teams should be used for the audit and non-audit work

3 Request payment of the current year’s audit fee in advance of any work being

performed

4 Request a pre-issuance review be conducted by an external accountant

o 1and 4 only

e} 3and 4 only

o 2 and 3 only

o 1,2,3and 4 (2 marks)
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The following scenario relates to questions 36-40
You are an audit manager in CL & Co, an accountancy firm with six offices and 15 partners.

You are planning the audit of LV Fones Co, which has been an audit client for four years and
specialises in manufacturing luxury mobile phones. During the planning stage of the audit you have
obtained the following information.

The audit team of LV Fones Co are entitled to purchase mobile phone accessories at a discount of
10%. The finance director has commented that this is to encourage the audit team to be more
favourable towards the company and to keep them on side. The audit engagement partner has
assessed the potential value of the discount to be trivial and inconsequential to any individuals who
wish to take advantage of this offer.

During the year, the financial controller of LV Fones Co was ill and hence unable to work. The
company had no spare staff able to fulfil the role and hence a qualified audit senior of CL & Co was
seconded to the client for three months. The fee income derived from LV Fones Co was boosted by
this engagement and along with the audit and tax fee, now accounts for 16% of the firm’s total fees.

From a review of the correspondence files you note that the audit engagement partner and the
finance director have known each other socially for many years and in fact went on holiday together
last summer with their families. As a result of this friendship the audit engagement partner has not
yet spoken to the client about the fee for last year’s audit, 20% of which is still outstanding.

36  Which of the following correctly identifies the threats to independence and proposes an
appropriate course of action for the firm if any of the audit team takes advantage of the

discount?
Threats Course of action
o] Self-interest Decline the offer
o Advocacy The offer can be accepted
o) Familiarity Consider whether the discount is given to employees
o) Intimidation Continue with appropriate safeguards

(2 marks)

37  Which of the following actions should CL & Co take to maintain their objectivity in relation
to the level of fee income from LV Fones Co?

1 Perform an independent review of the work

2 Increase the client base

3 Disclose the issue to the audit committee

4 Resign if fees exceed 15% of the firm’s total income for two consecutive years

o 1,2,3and 4
o 1and 2 only
o 2 and 3 only
e} 1,3 and 4 only (2 marks)
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38  Which of the following correctly identifies the threats to independence and proposes an
appropriate course of action for the firm in respect of the audit senior’s secondment to LV

Fones Co?
Threats Course of action

o Self-interest and self-review The audit senior should not have been
seconded to LV Fones Co

o Self-interest only The audit senior should be assigned to the
audit team to increase efficiency of the audit

o Self-review only Perform an engagement quality review

o Familiarity and self-review The audit senior must not be assigned to the

audit of LV Fones Co
(2 marks)

39  Which of the following actions should CL & Co take to maintain their objectivity in relation
to the outstanding fees from LV Fones Co?

Ask the client to pay the outstanding amount

Have an independent review of the work performed

w N -

Do not issue the auditor’s report for the current year until the fees are paid
o 1 and 3 only

o 2 and 3 only

o} 1,2and 3

o 1 only (2 marks)
40 Select one option from each column which identifies the type of ethical threat arising from

the engagement partner’s friendship with the finance director, and identifies an
appropriate course of action the firm should take to manage the threat to an acceptable

level.
Ethical threat Course of action
Intimidation Resign from the audit engagement
Familiarity Structure the audiF pz.artner’s responsibilities to
reduce the potential impact to the engagement
Self-interest Remove the audit partner from the audit
(2 marks)
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The following scenario relates to questions 41-45

Itis 1 July 20X5. You are an audit manager in NAB & Co, a large audit firm which specialises in the
audit of retailers.

Mickey Co

Mickey Co, a food retailer, has approached NAB & Co to become its auditor. Mickey Co is looking
for a new auditor as the previous firm resigned without prior notice three months ago without
having started the audit for the year ended 31 December 20X4. Mickey Co has approached several
other audit firms since the previous auditor resigned but all have declined to take the engagement.
Mickey Co must file its financial statements by 30 September 20X5 in accordance with local
legislation and therefore have stated that the audit must be completed before this date. NAB & Co
currently audits Goofy Co, Mickey Co’s main competitor.

Goofy Co

The audit engagement partner for Goofy Co has been in place for approximately six years and her
son has just accepted a job offer from Goofy Co as a sales manager. This role would entitle him to
shares in Goofy Co as part of his remuneration package.

Goofy Co has requested NAB & Co provides tax advice to minimise the company’s tax liability.
Management has suggested that the fee could be based on the level of tax saving achieved to
ensure the payment for the service does not outweigh the benefit obtained. The fee is expected to
be significant.

Goofy Co’s management has decided to establish an audit committee. The company does not have
any independent non-executive directors with recent and relevant financial experience and have
therefore requested assistance with this. Management has requested that the audit engagement
partner assists by reviewing qualifications and advising on technical, financial competence of
applicants.

41  Match the acceptance considerations with the MOST appropriate reason for why they
should be considered by NAB & Co before accepting the audit of Mickey Co.

Acceptance consideration Reason

A There may be threats to
objectivity and confidentiality
that cannot be managed to an
acceptable level

1 The previous audit firm resigned
without notice and several firms
have declined the engagement

2 The audit must be completed B NAB & Co may not be
before 30 September 20X5 competent to perform the audit
3 Mickey Co is a main competitor of C The fee may not be sufficient
Goofy Co, an existing audit client for the level of work that is
of NAB & Co required

D The firm may not have enough
resource to perform the audit at
the time required

E Management of Mickey Co may
lack integrity

(2 marks)
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42  What is the correct order of the steps that NAB & Co should take in respect of the conflict
of interest arising?
1 Perform an engagement quality review
2 Obtain consent to act
3 Implement safeguards
4 Inform Mickey Co and Goofy Co
o 3,1,4,2
o 4,2,3,1
o 2,4,3,1
e} 4,2,1,3 (2 marks)
43  Select one option from each column which identifies the SIGNIFICANT ethical threat arising
from the audit engagement partner’s son working for Goofy Co, and identifies an
appropriate course of action the firm should take to manage the threat to an acceptable
level.
Ethical threat Course of action
Intimidation Remove the audit engagement partner from the audit
- Structure the audit partner’s responsibilities to reduce
Familiarity 1 Y
the potential impact to the engagement
. Inform Goofy Co that it should not employ the audit
Self-interest ,
engagement partner’s son
(2 marks)
44  Which of the following statements is TRUE in respect of Goofy Co’s request for the tax
advice fee to be based on the tax saving achieved?
o The fee basis is acceptable as it does not relate to the audit fee
o The fee basis is not acceptable as contingent fee arrangements are not acceptable for
any accountancy work
e} The fee basis is acceptable if both NAB & Co and Goofy Co agree to it
o The fee basis will not be acceptable as the fee is significant to the firm (2 marks)
45  Which of the following statements is TRUE in respect of the request for assistance with
recruitment of independent non-executive directors for Goofy Co?
o) No threat arises and no safeguards are required
o The audit engagement partner cannot provide assistance and another partner must
provide assistance
e} The audit firm cannot provide assistance and the request must be declined
o The audit engagement partner can provide the assistance but an engagement quality
review must be performed (2 marks)
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The following scenario relates to questions 46-50

You are an audit manager in Swift & Co responsible for the audit of Kingfisher Co, a retail company
planning to list on a stock exchange within the next six months. The board of directors currently
comprises the chair, chief executive, three executive directors and three non-executive directors.
Details of the three non-executive directors is given below.

Teri Toucan

Teri was an employee of Kingfisher until retirement six years ago. On retirement, Teri became a
non-executive director. Teri currently receives a pension from Kingfisher Co and a fixed salary for
being a non-executive director. Teri does not own shares in Kingfisher Co.

Pat Parrot

Pat was an employee until ten years ago and was also a shareholder in Kingfisher Co as part of Pat’s
remuneration package included share options which had been exercised. Pat became a non-
executive director three and a half years ago and on appointment, Pat left the company’s pension
scheme and sold all shares in Kingfisher Co.

Linda Lorikeet

Linda is an independent non-executive director of Kingfisher Co. Linda has been a member of the
board for eight years and has extensive retail experience from previous employments.

Proposed changes

Kingfisher Co’s management has been advised by the audit engagement partner about the need for
compliance with corporate governance principles once the company is listed. The board of directors
have identified two more potential independent non-executive directors to join Kingfisher Co. Once
more directors are appointed, Kingfisher Co plans to establish an audit committee and a
remuneration committee.

The two potential directors are:
Frances Finch

Frances is currently the finance director of a listed multi-national banking company and is a non-
executive director and audit committee member for another company. Frances is agreeable to
being a non-executive director for Kingfisher Co and to be paid a fixed fee which is not related to
profits. Frances is being considered for the role of board chair as the current chair is due to retire
in six months’ time.

Mica Macaw

Mica is currently a finance director of a small retail company, which does not compete with
Kingfisher Co. Mica has stated that she will only be interested in a role at Kingfisher Co if a contract
with a minimum three year term is offered. Mica is the sister of Kingfisher Co’s chief executive.
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46  Which of the following recommendations is NOT required to be implemented by Kingfisher
Co to bring the company in line with corporate governance best practice?

o

More independent non-executive directors must be appointed to ensure at least half
of the board are independent

The board must appoint a workforce representative
Linda will need to be replaced as an independent non-executive director next year

The board chair must be appointed from within the company to ensure they have
sufficient knowledge of the company (2 marks)

47  Inrespect of Frances Finch, which of the following statements is TRUE?

(e]

Frances could become board chair and sit on the audit committee as the person with
recent and relevant financial expertise

Frances could sit on the remuneration committee but must not be committee chair

If Frances accepts the role of board chair, remuneration will need to include some
performance related pay to align her interests with the company

Frances must resign from one of her current roles if she is to become chair for
Kingfisher Co (2 marks)

48 Inrespect of Teri Toucan, which of the following will compromise independence?

o}

o

o

o

Teri receives a pension from Kingfisher Co
Teri does not own shares in Kingfisher Co
Teri receives a fixed salary from Kingfisher Co

Teri was an employee of Kingfisher Co six years ago (2 marks)

49  Which of the follow are advantages of appointing Mica Macaw as a non-executive director
of Kingfisher Co?

1 Mica has close links to Kingfisher Co’s chief executive.

2 Mica’s experience in retail will help her understand issues faced by the Kingfisher Co.

3 Mica’s financial experience will be useful if she serves on the audit committee.

4 Mica wishes to commit to a three year contract.

o 1,3 and 4 only

o 2 and 3 only

e} 1,2 and 4 only

o 1,2,3and 4 (2 marks)
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50 Which of the following correctly explains corporate governance guidelines in respect of
succession and evaluation of directors?

o A succession plan should be maintained for the board chair and chief executive

o The annual report should explain the work of the nomination committee including the
process for making appointments

o} Performance of the board chair, the board, the individual executive and non-executive
directors and each committee must be evaluated annually

o All members of the nomination committee must be independent non-executive
directors (2 marks)

PLANNING AND RISK ASSESSMENT

The following scenario relates to questions 51 — 55

Itis 1 July 20X5. You are planning the audit of Veryan Co for the year ending 31 July 20X5. Veryan
Co is a new audit client which operates in the oil & gas exploration industry. Companies wishing to
operate in this industry require a licence which is valid for 20 years. Licensing authorities take into
account public health and safety, protection of the environment and protection of biological
resources when granting licences. Veryan Co’s activities are geographically spread across three
continents in 35 locations.

Veryan Co has been in existence for 30 years and has grown its revenue at an average of 12% per
annum. This is in line with the industry average. During your planning meeting with the finance
director you were informed that the forecast profit before tax for this financial year is $9.5 million
(20X4: S6 million) based on revenues of $124 million (20X4: $100 million).

You have completed the audit strategy and the risk assessment section identifies the following as
areas of significant risk of material misstatement:

. Overstatement of receivables due to long outstanding debts
o Misstatement of intangible assets (licences) due to incorrect amortisation
. Overstatement of non-current assets due to impairment of exploration areas which have

been decommissioned

. Overstatement of inventory due to the inherent difficulty of establishing the quantity of oil
and gas reserves

51  Which of the following is the LEAST significant audit risk to be considered when planning
the audit of Veryan Co?

o Non-compliance with laws and regulations

o Understatement of trade payables

o Adequacy of provisions and contingent liabilities

o Foreign currency transactions (2 marks)
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52

53

54

55

Which TWO of the following are appropriate responses to address the increased detection

risk due to Veryan Co being a new audit client?

o) Extended controls testing should be performed

Obtain an understanding of Veryan Co

o)
e} Consideration should be given to relying on the work of an independent expert
o

Reduce reliance on tests of controls

o Contact the previous auditor to request working papers

(2 marks)

Which of the following is the LEAST appropriate materiality level to be used in the audit of

Veryan Co?

o $1.5 million
o $1.0 million
o} $750,000
o} $475,000

(2 marks)

Select whether the following statements are consistent or not consistent with the

movement in revenue.

Cut-off of revenue is an audit risk Consistent Not consistent
Completeness of revenue is an audit risk Consistent Not consistent
Occurrence of revenue is an audit risk Consistent Not consistent

(2 marks)

Match the audit risks given with the MOST appropriate response the auditor of Veryan Co

should take.
Audit risk Auditor’s response
1 Receivables A Physically inspect a sample of exploration
areas
2 Non-current assets B Contact a sample of customers to confirm
the year-end balance
3 Intangible assets C Ask management to adjust the financial
(licences) statements
D Inspect the licence agreement
E Review correspondence with customers
F Calculate the expected amortisation
G Review the depreciation charge for
adequacy
(2 marks)
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The following scenario relates to questions 56 — 60

It is 1 July 20X5. You are an audit manager in Woodwind & Co and you are planning the audit of
Flute Co, a new audit client for your firm which has a year ended of 30 June 20X5. Flute Co is a large
mobile phone company which operates a network of stores in countries across Europe.

You have been provided with planning notes from the audit engagement partner following his
meeting with the finance director.

During the year the company introduced a bonus based on sales for its sales team. The bonus target
was based on increasing the number of customers signing up for 24-month phone line contracts.
This strategy has been successful and revenue has increased by 15% compared with 20X4. In
particular, there has been a significant increase in sales in May and June 20X5.

Technology companies which supply Flute Co with mobile phones release new versions with
updated features every twelve months. When new phones are released, Flute & Co offers
significant discounts on older versions.

You are to undertake a preliminary analytical review of the draft financial statements and have
been provided with the following information:

20X5 20X4
S $
Revenue 1,267,000 1,205,000
Cost of sales 1,013,000 965,000
Receivables 121,000 100,000
Payables 87,500 85,000
Inventory 160,000 125,000
Cash 123,000 140,000

Overvaluation of inventory and receivables are considered to be significant risks for this year’s
audit.

56  Which of the following statements is TRUE in relation to Flute Co being a new audit client
of Woodwind & Co?

o Inherent risk is increased as the firm has no cumulative knowledge or experience of
Flute Co
o The auditor may not be competent to perform the audit and should consider resigning
o The auditor should contact the previous auditor to ask if there are any professional
matters of which they should be aware
o} The auditor will need to increase the quality control procedures performed due to the
increased risk
(2 marks)
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57  Which of the following is an appropriate explanation of the audit risk relating to the bonus
for Flute Co’s sales team?

o

There is an increased risk of a reduction in profit for the company as a result of
irrecoverable debts

There is an increased risk of inappropriate cut-off of revenue
There is an increased risk of understatement of revenue

There is an increased risk of non-response from customers following direct confirmation
audit testing (2 marks)

58 Using the financial information provided, calculate the following ratios for both years.

c

alculate your answers to the nearest round number and enter the answer into the

relevant box.

20X5 20X4

Receivables collection period

Inventory holding period

(2 marks)

59  Which of the following is NOT an appropriate audit response to the significant risks relating
to inventory and receivables?

Inventory Receivables

o Extend cut-off testing Extend cut-off testing

o Review controls over inventory levels Review controls over the collection of

debts

o Discuss slow-moving inventory items Discuss long-outstanding receivables
with the finance director with the finance director

o Perform post year end sales invoice Perform post year-end cash receipts
testing testing

(2 marks)

60 Which TWO of the following statements BEST describe the purpose of using analytical

procedures during the planning stage of Flute Co’s audit?

o) To help form an overall conclusion on the financial statements

o To obtain relevant and reliable audit evidence

o To assist with identification of risks of material misstatement

o To assist in identifying unusual transactions and events at Flute Co (2 marks)
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The following scenario relates to questions 61 — 65

Itis 1 July 20X5. You are an audit senior in Simone & Co. You are planning the audit of Epica Co for
the year ending 31 July 20X5. The audit manager has held a planning meeting with the finance
director and has provided you with the following notes of his meeting and financial statement
extracts.

Epica Co has experienced difficult trading conditions this year which has resulted in sales prices
being reduced. Despite this, revenue has continued to fall. In an attempt to improve profit, Epica
Co has switched to a cheaper supplier which has resulted in lower quality goods being purchased
and a corresponding increase in returns from customers.

During the year the directors performed a review of asset lives which has resulted in an increase in
the useful life of the majority of tangible non-current assets. Accordingly, the depreciation charge
has reduced from S1 million in 20X4 to $0.8 million in 20X5.

Financial statement extracts for year ending 31 July

DRAFT ACTUAL
20X5 20X4
Sm Sm

Revenue 12.5 15.0
Cost of sales (7.0) (8.0)
Gross profit 5.5 7.0
Operating expenses (5.0) (5.1)
Operating profit 0.5 1.9
Inventory 1.9 1.4
Receivables 3.1 2.0
Cash 0.8 1.9
Trade payables 1.6 1.2
Loan due for payment 31 January 20X6 1.0 1.0

61  Using the financial information provided, calculate the following ratios for both years.
Calculate your answers to ONE decimal place and enter the answer into the relevant box.

20X5 20X4

Gross margin

Current ratio

(2 marks)
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62 In relation to the movement in the payables payment period, which of the following
statements is most relevant to the auditor’s consideration of audit risk?

o

The payables payment period has decreased which could indicate understatement of
payables

The payables payment period has decreased which could indicate Epica Co is taking
advantage of early payment discounts

The payables payment period has increased which could indicate Epica Co has cash
flow problems

The payables payment period has increased which could indicate Epica Co has is
managing its working capital cycle by delaying payments to suppliers

(2 marks)

63  Which THREE of the following describe audit risks that should be addressed during the
audit of Epica Co?

(o]

(@]

Inventory may be overstated if sales prices have fallen below cost

Provisions for the return of goods may be understated

Epica Co have experienced difficult trading conditions causing revenue to fall
Sales prices have been reduced which will impact profitability

Lower quality goods have been purchased resulting in complaints from customers

Inventory may be misstated if returned goods have not been recorded back into
inventory (2 marks)

64  Which TWO of the following describe appropriate auditor responses to the audit risk
related to the increase in the useful life of tangible non-current assets of Epica Co?

(e]

(0]

Calculate whether the change in depreciation charge is material. If not material, no
further action is necessary.

Discuss with the directors the reason for the change in useful life

Compare the actual useful life of tangible non-current assets recently disposed of to
the new depreciation policy to assess whether this reflects the actual useful economic
life

Compare the fixtures and fittings depreciation rate this year to last year (2 marks)

65  Which of the following correctly describes the term performance materiality?

o] An amount which, through its omission or misstatement, would affect the economic
decisions of the users taken on the basis of the financial statements
o The maximum amount of misstatement the auditor is willing to accept and still
conclude that the financial statements are fairly stated
o An amount which reduces the probability that the aggregate of uncorrected and
undetected misstatements exceeds materiality for the financial statements as a whole
o An amount below which misstatements of balances and classes of transactions in the
financial statements would be clearly trivial (2 marks)
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The following scenario relates to questions 66 — 70

Itis 1 July 20X5. You are an audit manager in Owl & Co responsible for the audit of Hawk Co. Hawk
Co manufacture kites which it sells via its website directly to customers. You are currently planning
the audit for the year ending 31 July 20X5.

Two issues have been brought to your attention during a planning meeting with the finance
director.

Dismissal of financial controller

The financial controller of Hawk Co was dismissed in May 20X5. He had been employed by the
company for over 20 years and he has threatened to sue the company for unfair dismissal. The role
of financial controller has not yet been filled and his tasks have been shared between the existing
finance department team.

Payables ledger supervisor

The payables ledger supervisor left in March 20X5 and a replacement has only been appointed in
the last week. However, for this period no supplier statement reconciliations or payables ledger
control account reconciliations were performed.

The finance director has also provided you with the most recent management accounts to enable
you to perform preliminary analytical procedures. Using that information you have calculated the
following ratios:

20X5 20X4
Gross profit margin 17% 26%
Payables payment period 40 days 75 days
Receivables collection period 38 days 29 days

66  Which of the following are appropriate auditor responses to the increased audit risk
created by the finance team being allocated the work of the financial controller?

1 The audit team should be fully briefed and be alert throughout the audit for additional

errors
2 The auditor should appoint an expert to properly assess the risks of misstatement
3 The finance director should be requested to provide the audit team with assistance for

matters that cannot be addressed by the remaining finance function

4 The auditor should consider resigning from the engagement as audit risk cannot be
managed to an acceptable level

o 1,2and3

o} 2,3and 4

o 1 and 3 only

o land 4 (2 marks)
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67 Which THREE of the following statements are TRUE in relation to the lack of supplier
statement reconciliations?

o

o

The auditor should perform the supplier statement reconciliations for Hawk Co

There is an increased risk of misstatement of trade payables

Misstatements in the purchase accrual balance may go undetected

The auditor will need to send requests for confirmation of balances to suppliers

Increased substantive testing will need to be performed over purchases and payables
(2 marks)

68 In respect of the unfair dismissal claim, which of the following audit procedures is NOT
appropriate?

(o]

(¢]

(e]

(¢]

Review correspondence between the financial controller and the company

Review board meeting minutes

Review correspondence between the company and its lawyer

Discuss the claim with the financial controller

(2 marks)

69  Which audit risks can be identified from the preliminary analytical procedures performed?

Gross profit margin

Payables payment period

Receivables collection
period

A Website sales may not be  Payables may not be Extended credit terms
accurately recorded accurately recorded may have been given to
customers
B Revenue may have been Suppliers may be Receivables may not be
recognised too early withdrawing credit terms  completely recorded
C Revenue may not have Purchase invoices may Receivables may not exist
occurred have been recorded twice
D Website sales may not be  Payables may not be Receivables may be
completely recorded completely recorded overvalued
o Option A
o Option B
o Option C
o Option D (2 marks)
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70  Which of the following are reasons why analytical procedures will be performed during the
planning of Hawk Co?

1
2
3

To help identify areas of potential risk

To help obtain an understanding of Hawk Co

To help detect material misstatements in the financial statement figures

1 only

1 and 2 only

1,2and 3

2 and 3 only (2 marks)

The following scenario relates to questions 71 — 75

It is 1 July 20X5. You are the audit manager responsible for the audit of Swandive Co, a company
with a financial year ending 31 July 20X5. You are planning the audit and payroll has been identified
as a significant audit risk this year.

You have designed the following procedures for inclusion in the audit plan.

1 For a sample of employees recalculate the gross and net pay and agree to the payroll records.

2 Perform a proof in total of wages and salaries and compare the expected total to actual
wages and salaries in draft financial statements.

3 Select a sample of hourly paid employees and verify hours worked have been authorised by
their line manager.

4 Review the payroll report for evidence of authorisation by the financial director before any
payments are made to employees.

Payroll fraud

During the year, it was discovered that a payroll clerk had been setting up fictitious employees on
the payroll system with the wages being paid into the clerk’s own bank account. This clerk has
subsequently left the company but you are concerned that additional frauds may have taken place
in the wages department due to a lack of adequate and effective internal controls.

71  Which TWO of the procedures included in the audit plan describe substantive procedures
to confirm the completeness and accuracy of Swandive Co’s payroll expense?

o

o}

land2
2and3
3and 4
land4 (2 marks)

30

KAPLAN PUBLISHING
www.ACCAGIobalBox.com



OBJECTIVE TEST CASE QUESTIONS : SECTION 1

72  Select which section of the audit strategy of Swandive Co the following matters would
appear. Audit strategy areas may be selected more than once or not at all.

Matter Audit strategy section

1

Risk of material A Characteristics of the engagement
misstatement including the
risk of fraud

2 Use of professional B Reporting objectives, timing of the
scepticism audit and nature of communications
3 Selection of the audit team C Significant factors, preliminary
engagement activities, and knowledge
gained on other engagements
4 Use of computer-assisted D Nature, timing and extent of resources

audit techniques

(2 marks)

73  With respect to the fraud at Swandive Co, which of the following statements is TRUE?

o

(o]

(o]

(o]

This fraud is an example of fraudulent financial reporting
The auditor will need to reduce control risk
Detection risk will need to increase as a result of the fraud

The audit team should discuss the susceptibility of Swandive Co to fraud (2 marks)

74  Which of the following additional controls is most effective at preventing fraud of this type
occurring again?

(0]

An exception report should be generated when standing data is changed in the payroll
system which is reviewed by the payroll manager

On a regular basis department managers should be given a list of employees for their
department from the payroll system to check

The people working in the payroll department should not be related

The finance director should compare the total payroll cost each month to prior month
to identify significant differences (2 marks)

75  Which THREE of the following procedures would assist in the detection of further frauds of
this type at Swandive Co?

o Discuss with management whether they are aware of further frauds at Swandive Co

o Report the fraud to the police to deter other employees from committing a similar
fraud

o Trace the amounts per the payroll records to the bank statements to identify any
anomalies

e} Analyse the bank details of all employees to identify duplicate bank accounts

e} Review HR records for the names of employees and reconcile these to the names on
the bank transfer lists (2 marks)
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INTERNAL CONTROLS

The following scenario relates to questions 76 — 80

You are an audit manager in Sandy & Co and you are responsible for the audit of Coastal Co. The
internal control systems in relation to purchases and payroll have recently been documented by
the audit junior. Tests of controls have been performed to evaluate the effectiveness of the system.
The audit junior has used narrative notes and an internal control questionnaire to document the
system. You are reviewing the work performed by the audit junior before assessing the impact on
the audit approach to be taken in respect of purchases and payroll.

The following features of the purchases and payroll systems have been noted in the audit junior’s
documentation:

1 Goods are counted and agreed to the supplier’s delivery note before signing the delivery note
to accept the goods.
2 The purchase invoice is matched to, and filed with, the related goods received note and
purchase order by the purchase ledger team in the finance department.
3 Payroll standing data files are sent to department managers on a monthly basis for review.
4 Hours worked are entered onto a pre-printed payroll sheet by the wages clerk.
5 Before payroll payments are made, the finance director reviews the bank transfer list and
signs to authorise the payments to be made.
76  Select whether the following advantages and disadvantages relate to narrative notes,
internal control questionnaires or both.
. Internal control
Narrative notes . . Both
questionnaires
Can be prepared in advance
Easy to understand
May overstate the controls
Some controls may be missed
(2 marks)
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77  Select whether the features of the purchases and payroll systems described are a strength
or deficiency of the internal control system of Coastal Co.

1 Strength Deficiency
2 Strength Deficiency
3 Strength Deficiency
4 Strength Deficiency
(2 marks)
78  Which of the following control objectives is addressed by feature number 5?
o To ensure payroll is classified correctly
o To ensure only valid employees are paid
o To ensure employees are paid for the correct hours
o To ensure employee’s salaries have been calculated correctly (2 marks)

79  You have reviewed the work of the audit junior and concluded that reliance can be placed
on the internal controls. What impact will this have on the nature and extent of substantive
audit procedures to be performed at the final audit?

o

o

o

(0]

Less importance can be placed on written representations from management
Greater use of tests of detail and less use of analytical procedures
Decreased sample sizes when performing substantive testing

Increased use of evidence from outside the entity (2 marks)

80 The payroll section of the audit plan of Coastal Co includes the following procedures.
For each procedure select whether it is a test of control or a substantive procedure.

Substantive

Recalculate the total of the bank transfer list Test of control
procedure
Inspect the bank transfer list for evidence of the Substantive
. . N Test of control
finance director’s signature procedure

For a sample of employees, agree the salary details
in the standing data files to the calculation of the Test of control

Substantive

, . procedure
employee’s monthly salary as per the payslip
Review the procedures to ensure payroll files and Substantive
. . Test of control
documents are kept secure and confidential procedure
(2 marks)
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The following scenario relates to questions 81 — 85

Halestorm Co manufactures snacks such as potato chips which are supplied to large and small food
retailers. Halestorm Co has experienced significant growth over recent years and in response to this
growth, senior management has established an internal audit department to improve the control
environment of the company. You are a member of the recently formed internal audit department.

Senior management of Halestorm Co has concerns about the effectiveness of the company’s sales
and despatch system and has instructed the internal audit department to perform a review of the
system. Any deficiencies identified are to be reported to the finance director who will report the
findings back to the board of directors at the next board meeting. Recommendations for
improvements are also to be provided.

During the review the following deficiencies were identified:
(i) Availability of inventory is not checked until at the time of ordering

(ii)  Telephone orders are initially noted on a piece of paper and then transferred to an order
form after the call has ended

(iii)  Order forms are not sequentially numbered

(iv)  The online ordering system allows customers to place orders which exceed their credit limit.

81  Which of the following is NOT an objective of Halestorm Co’s sales and despatch system?

o To ensure that orders are only accepted if goods are available

e} To ensure that all orders are recorded completely and accurately

e} To ensure discounts received are accounted for completely and accurately

e} To ensure that all goods despatched are correctly invoiced (2 marks)

82  Match the control deficiencies to an appropriate explanation of the issue.

Deficiency Explanation
(i) A Risk of incorrect orders being despatched
(ii) B Risk of irrecoverable debts
(iii) C Risk of orders not being fulfilled on a timely basis
(iv) D Orders may go missing leading to unfulfilled orders

(2 marks)

83  Which TWO of the following are appropriate recommendations to address the credit limit
system deficiency?

o Credit limits should be reviewed by a responsible official on a regular basis and
amended as appropriate

o Sales order clerks should be allowed to use discretion to raise credit limits to avoid
losing revenue

o The online ordering system should be programmed to allow orders up to a maximum
of 5% in excess of the credit limit
o Orders which would cause a customer to exceed their credit limit should be sent to a
responsible official for approval (2 marks)
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84  Which of the following recommendations should be made to address deficiencies (ii) and
(iii)?
1 Order clerks should have online access to view real-time inventory quantities at the
time of ordering.

2 Order forms should be sequentially pre-numbered and a regular sequence check
should be performed.

3 All orders should be entered directly into the ordering system as the customer is
placing the order

4 Customers should be instructed not to place orders by telephone.

o land?2

o 2 and 3 only

o 2,3and 4

o 1,3and 4 (2 marks)

85  Which of the following statements is TRUE in respect of the review findings?
o The findings will be communicated to the shareholders at the annual general meeting
o The recommendations will need to be actioned before the external audit commences

o The findings should be reported directly to the board of directors rather than the
finance director

o The findings should be discussed with the external auditor before being communicated
to the finance director

(2 marks)

The following scenario relates to questions 86 — 90

Primrose Co has recently upgraded its computer system to enable greater automation of
transaction processing. The new system has integrated the sales, inventory and purchasing systems
resulting in minimal manual entry.

Sales orders are entered into the system manually. The inventory system is automatically updated
to reflect that inventory has been allocated to an order. The system will flag if there is insufficient
inventory to fulfil the order. The inventory system is linked to the purchasing system so that when
inventory falls to a minimum level a purchase order is automatically created and sent to the
purchasing manager for authorisation. Once the manager clicks ‘authorised’ the order is
automatically sent electronically to the approved supplier for that item. The system is backed up
daily to ensure minimal loss of data in the event of a system failure.

Primrose Co’s internal auditors were present during the implementation of the new system and
performed tests during the process to ensure the information transferred into the new system was
free from error. The internal audit plan of work has been updated to include regular tests of the
system throughout the year to ensure it is working effectively.

The external auditor of Primrose Co is planning to use automated tools and techniques during the
audit for the first time this year as a result of the new system and is also planning to use the work
of Primrose Co’s internal audit department if possible.
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86  Which of the following is NOT a test of control in respect of Primrose Co’s system?
e} Trace a sample of purchase orders through to the approved supplier list to ensure the
supplier used is approved
o Trace a sales order through to the system and into the sales day book to ensure it is
recorded
o Review a sample of purchases orders in the system to ensure they are authorised
within the system
o Inspect copies of the back-ups taken to ensure these are taken on a daily basis
(2 marks)
87 Select whether the following controls identified in Primrose Co’s systems are general or
application controls?
Daily backups of the system General Application
Authorisation of purchase orders General Application
Minimum order quantities General Application
Automatic updating of inventory once goods are sold General Application
(2 marks)
88  Which of the following procedures provides the MOST reliable evidence that the inventory
system updates automatically once an order has been received?
o Review the inventory level of an item, enter a sales order into the system and review
the inventory level again after the order has been placed
o Count a sample of items of inventory in the warehouse and agree the quantities to the
guantities stated in the inventory system
o Review the inventory report detailing quantities of items to identify unusually high or
low quantities
o Contact a sample of customers to enquire whether they have experienced delays in
orders being processed due to insufficient inventory being held (2 marks)
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89  Which can be tested by placing a dummy sales order for a large quantity of goods into the
system? Select all that apply.

Control

The inventory system is automatically updated to reflect that inventory
has been allocated to a sales order

The system will flag if there is insufficient inventory to fulfil the order

When inventory falls to a minimum level a purchase order is
automatically created and sent to the purchasing manager for
authorisation

The purchase order is automatically sent electronically to the approved
supplier for that item

(2 marks)

90 Which TWO of the following procedures should be performed by the external auditor of
Primrose Co to identify whether the work of Primrose Co’s internal audit department can
be relied upon?

e} Review the internal auditor’s working papers to ensure sufficient appropriate evidence
has been obtained

o Engage an independent expert to assess the new system and validate the reliability of
the internal audit department’s work

o Re-perform a sample of procedures performed by the internal auditor to ensure the
same conclusion is reached

o Assess whether Primrose Co has an audit committee in place responsible for
overseeing the internal audit function. If so, the external auditor can rely on the work
performed by the internal auditor without the need for further work (2 marks)
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The following scenario relates to questions 91 — 95

Shroom Co is a manufacturer of vegetarian food including ready meals and plant-based sausages
and burgers which it supplies to large grocery chains across the country. The company has grown
significantly over the last five years with revenue increasing by 50%. Its year end is 31 July 20X5.
You work in the internal audit department of Shroom Co which performs periodic reviews of
internal controls, assesses the risk management processes of the company and performs fraud
investigations when applicable. The following areas have been reviewed by the internal audit
department over the last three years:

20X5 Non-current assets, revenue
20X4 Purchases, payroll
20X3 Inventory, cash

You are reviewing the internal controls over non-current assets and capital expenditure of the
company which were last reviewed in 20X2.

You have been provided with the following information relating to the non-current assets cycle.

Shroom Co prepares a rolling five-year capital expenditure budget which is updated annually by the
capital expenditure committee. The committee has three members. Each year the heads of
department meet with the committee to discuss capital requirements for the budget period. All
capital items purchased must be included in the budget, except in exceptional circumstances for
which there is a contingency fund set aside.

When capital expenditure is required, the relevant department head must send a requisition to the
committee with quotations from at least two suppliers. The requisition is approved by the
committee if the items requested are included in the budget and the quotation is acceptable. The
approval is noted in the minutes of the meeting. A copy of the approved requisition form is sent to
the purchasing department where a purchase order is completed and a copy of the approved
requisition is kept with the order. Before the order is placed, the purchasing director must agree
the order details to the approved requisition and sign the purchase order as evidence of the check.

On receipt, a goods received note (GRN) is completed. Each asset is checked to the authorised
purchase order and checked for condition and evidence of these checks is noted on the GRN. Each
asset is assigned a unique serial number which is recorded on the asset and written on the GRN.
The GRN is forwarded to the finance team which maintains the non-current asset register. The asset
is added to the register.

The non-current asset register contains a description of the asset, the serial number, the cost to be
capitalised, the expected useful life, purchase date, department/location and estimated residual
value. The non-current asset register is password protected and only a small number of people in
the finance department know the password.

On a quarterly basis the management accounts detail the total capital expenditure incurred and the
amount budgeted for the period with explanations of any variances greater than 5%.

Once a year the internal audit department performs a reconciliation of physical assets to the asset
register to ensure the register is complete.
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91  Which TWO of the following control objectives are addressed by the work of the capital

expenditure committee?

o To ensure capital items purchased are authorised

o To ensure capital items purchased are for a valid business use

e} To ensure the non-current asset register is complete

o To ensure capital items purchased represent value for money

o To ensure all capital items purchased are given a unique serial number

(2 marks)

92  For each of the controls given below, select the type of control activity described.

The internal audit department

) Physical Performance Information
confirms the non-current asset . .
. . control review processing
register is complete
Variances between actual and . .
. .| Segregation of | Performance Information
budgeted expenditure are analysed in . Y .
duties review processing
the quarterly management accounts
The non-current asset register is Physical Performance | Segregation of
password protected control review duties
(2 marks)

93  Which THREE of the following documents together provide persuasive evidence that
capital items purchased during the year have been authorised?

Requisition
Order
Goods received note

Non-current asset register

v b W N

o} 1,2and 3
o} 2,3and 4
o] 3,4and5
o 1,2and5

Minutes of capital expenditure committee meetings

(2 marks)
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94  Which of the following is NOT a test of control the external auditor of Shroom Co may
perform in relation to non-current assets?
o Inspect a sample of assets purchased during the year for a serial number and trace this
to the non-current asset register
o Review a sample of goods received notes for evidence of the check against purchase
order and condition
o Compare actual capital expenditure with budgeted capital expenditure during the year
and investigate any variances greater than 5%
o Review the internal audit working papers documenting the reconciliation of physical
assets with the non-current asset register (2 marks)
95 The external auditor has this year expressed an interest in using some individuals from
Shroom Co’s internal audit department to provide direct assistance with external audit
procedures.
For which of the following areas would it be appropriate for internal audit to provide direct
assistance?
o Assessing controls over non-current assets
o Revenue recognition
o Valuation of inventory
o Performing cash counts (2 marks)
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AUDIT EVIDENCE

The following scenario relates to questions 96 — 100

Chester Co manufactures and sells pet toys to the wholesale market. It has prepared its financial
statements to 31 July 20X8. You are an audit assistant with Durham & Co and you have been
assigned the current liabilities balances in the audit work plan.

You have calculated the payables payment period to be 66 days in 20X8 (45 days in 20X7) and have
asked the directors of Chester Co to provide an explanation for the increase in days.

Chester Co receives monthly statements from its main suppliers and performs regular supplier
statement reconciliations. There were inconsistencies noted in respect of the following at 31 July
20X8:

Balance per Balance per
Supplier payables ledger supplier statement
S $
Oxford Co 151,480 296,120
Poole Co (72,168) 84,235
Bath Co 82,348 92,340

Oxford Co

Chester Co has a credit agreement with Oxford Co under which it receives goods 14 days before the
supplier raises the invoice. Chester Co received goods worth $144,640 on 18 July 20X8 for which
the invoice was received shortly after the year end in accordance with the agreement. Chester Co
entered the transaction into its accounting records at the date of invoice.

Poole Co
The difference on this balance has still to be investigated.
Bath Co

Chester Co’s finance director has informed you that there was an error in closing the payables
ledger and it was closed three days early. Invoices received 29, 30 and 31 July 20X8 were posted to
the 20X9 ledger. The directors of Chester Co have confirmed that following the discovery of this
error, a manual adjustment was made using the journal book.

96 Which of the following supplier balances would indicate a high risk in relation to the
COMPLETENESS of the liability recorded at the year end?

o A supplier with a high balance at the year end and with a low volume of transactions
during the year

e} A supplier with a low balance at the year end and with a high volume of transactions
during the year

o A supplier with a low balance at the year end and with a low volume of transactions
during the year

o A supplier with a high balance at the year end and with a high volume of transactions
during the year (2 marks)
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97  Which of the following would correctly explain why the payables payment period has
increased from 45 days in 20X7 to 66 days in 20X8?
o Chester Co received a prompt payment discount from one of its suppliers for the first
time in 20X8
o Chester Co obtained a trade discount from one of its biggest suppliers which has
reduced the amount owed to that supplier by 10% in the year
o Chester Co purchased an unusually high level of goods in July 20X8 to satisfy a large
order and had not paid for those goods by the year end
o Chester Co took advantage of extended credit terms offered by a new supplier in
respect of a large order which it had fully settled by the year end (2 marks)
98  Which of the following is an appropriate action in respect of the inconsistency in the
balance with Oxford Co?
o The auditor should take no further action as this is a timing difference which was
resolved upon receipt and posting of the invoice
o The auditor should request that the payables ledger balance is amended at the
reporting date to reflect the recent invoice
o The auditor should contact the supplier and request a supplier statement as at the
current date
o The auditor should request that an accrual is created in respect of the goods received
but not yet invoiced (2 marks)
99  Which of the following would be a valid explanation for the difference in respect of Poole
Co?
1 An invoice for $156,403 has been paid twice
2 An invoice for $156,403 has been posted as a debit note
3 An invoice for $156,403 has been received and processed prior to receipt of the goods
o 1 only
o) 1 and 2 only
o 2 and 3 only
o 1,2and3 (2 marks)
100 Which of the following would NOT provide sufficient and appropriate audit evidence over
the COMPLETENESS of the payables ledger balance in respect of Bath Co?
o Obtain the journal book and confirm that all invoices recorded as received from Bath
Co dated 29-31 July have been manually adjusted
o Review the accruals listing to ensure goods received from Bath Co post year end for
which an invoice has not been received have been recorded in the correct period
o For post year-end cash book payments to Bath Co, confirm date of matching invoice
and if pre year end agree to liability
o Review a sample of invoices received from Bath Co recorded post year end and match
to GRN to determine if they should have been recorded at the year end (2 marks)
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The following scenario relates to questions 101 — 105

You are an audit senior in Jones & Co and are currently performing the final audit of Walker Co for
the year ended 31 October 20X6. The company is a manufacturer and retailer of shoes and boots.
The current audit senior is ill and you have been asked to complete the audit of payroll and revenue
in their absence.

Payroll

You determine the following information from a review of the current year and prior year audit

files:
[ ]

As at 31 October 20X5, Walker Co had 500 employees

On 1 November 20X5, 10% of staff were made redundant, effective immediately, due to
discontinuation of a product line

On 1 January 20X6, all remaining staff received a 6% pay rise

Over the course of the year, sales levels met performance targets which resulted in a fixed
bonus of $1,500 being paid to each employee on 31 October 20X6

Revenue

The following audit procedures are included in the revenue section of the audit plan:

1

2
3
4

Review the treatment of a sample of post year-end returns
Select a sample of goods despatched notes and agree to invoices in the sales day book
Select a sample of invoices from the sales day book and agree to goods despatched notes

Select a sample of invoices and recalculate the invoiced amount agreeing to price list

101

Which of the following statements explains the CUT-OFF assertion for wages and salaries?
o Wages and salaries have been fairly allocated within the statement of profit or loss

o Wages and salaries have been appropriately calculated taking into account all relevant
taxation costs and adjustments

e} Wages and salaries which have been incurred during the period have been accounted
for in respect of all personnel employed by Walker Co

o Wages and salaries accounted for relate to the current year ended 31 October 20X6
(2 marks)
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102 The following audit evidence has been gathered relating to the accuracy of wages and
salaries for Walker Co:

1
2

Proof in total calculation performed by an audit team member

Written representation from the directors of Walker Co confirming the accuracy of
wages and salaries

Verbal confirmation from the finance director of Walker Co confirming the accuracy of
wages and salaries

Recalculation of the gross and net pay for a sample of employees by an internal audit
team member of Walker Co

What is the order of reliability of the audit evidence starting with the MOST RELIABLE first?

(0]

(0]

o

(o]

1,2,3,4
1,4,2,3
4,1,2,3
4,1,3,2 (2 marks)

103 The prior year financial statements for Walker Co included $17 million for wages and salaries
in the statement of profit or loss.

What would be the estimated current year wages and salaries expense, ignoring
redundancy costs, based on the data gathered from the review of the audit files?

o

o

o

o

$16,740,000
$16,893,000
$16,815,000
$18,600,000 (2 marks)

104 Select which TWO of the following are substantive ANALYTICAL PROCEDURES for wages
and salaries.

(o]

Trace and agree the total wages and salaries expense per the payroll system to the
draft financial statements

Recalculate the gross and net pay for a sample of employees, agree to payroll records
and investigate discrepancies

Compare the current year total payroll expense to the prior year and investigate any
significant differences

Perform a proof in total calculation and compare expected expense to actual expense
within the draft financial statements (2 marks)
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105 In respect of the revenue procedures included in the audit plan, select the assertion being

tested.
1 Accuracy Completeness Occurrence
2 Accuracy Completeness Occurrence
3 Accuracy Completeness Occurrence
4 Accuracy Completeness Occurrence

(2 marks)

The following scenario relates to questions 106 — 110

You are an audit senior of Viola & Co and are currently conducting the audit of Poppy Co for the
year ended 30 June 20X6.

Materiality has been set at $50,000, and you are carrying out the detailed substantive testing on
the year-end payables balance. The audit manager has emphasised that understatement of the
trade payables balance is a significant audit risk.

Below is an extract from the list of supplier statements as at 30 June 20X6 held by the company and
corresponding payables ledger balances at the same date along with some commentary on the
noted differences:

Supplier Statement balance = Payables ledger balance
$000 $000

Carnation Co 70 50

Lily Co 175 105

Carnation Co

The difference in the balance is due to an invoice which is under dispute due to faulty goods which
were returned on 29 June 20X6.

Lily Co

The difference in the balance is due to the supplier statement showing an invoice dated 28 June
20X6 for $70,000 which was not recorded in the financial statements until after the year-end. The
payables clerk has advised the audit team that the invoice was not received until 2 July 20X6.

106 The audit manager has asked you to review the full list of trade payables and select balances
for which supplier statement reconciliations will be performed.

Which THREE of the following items should you select for testing?

o Suppliers with material balances at the year-end
o) Suppliers which have a high volume of business with Poppy Co
o Major suppliers of Poppy Co with nil balances at the year-end
o Major suppliers of Poppy Co where the statement agrees to the ledger
(2 marks)
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107 Which of the following audit procedures should be performed in relation to the balance

with Lily Co to determine if the payables balance is understated?

o Inspect the goods received note to determine when the goods were received

o Inspect the purchase order to confirm it is dated before the year-end

o Review the post year-end cashbook for evidence of payment of the invoice

o Send a confirmation request to Lily Co to confirm the outstanding balance (2 marks)
108 Which of the following audit procedures should be carried out to confirm the balance

owing to Carnation Co?

1 Review post year-end credit notes for evidence of acceptance of return

2 Inspect pre year-end goods returned note in respect of the items sent back to the

supplier

3 Inspect post year-end cash book for evidence that the amount has been settled

e} 1,2and3

o 1and 3 only

e} 1and 2 only

e} 2 and 3 only (2 marks)
109 The audit manager has asked you to review the results of some statistical sampling testing,

which resulted in 20% of the payables balance being tested.

The testing results indicate that there is a $45,000 error in the sample: $20,000 which is due

to invoices not being recorded in the correct period as a result of weak controls and

additionally there is a one-off error of $25,000 which was made by a temporary clerk.

What would be an appropriate course of action on the basis of these results?

o) The error is immaterial and therefore no further work is required

o) The effect of the control error should be projected across the whole population

e} Poppy Co should be asked to adjust the payables figure by $45,000

e} A different sample should be selected as these results are not reflective of the

population (2 marks)
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110 To help improve audit efficiency, Viola & Co is considering introducing the use of automated
tools and techniques for some audits. You have been asked to consider how audit software
and test data could be used during the audit of Poppy Co.

Select whether the following are examples of using test data or audit software for trade
payables testing.

Selecting a sample of supplier balances for testing Test data Audit
using monetary unit sampling software
Recalculating the ageing of trade payables to identify Audit

; S Test data
balances which may be in dispute software
Calculation of trade payables payment period to use Audit
. . Pay pay P Test data
in analytical procedures software
Inputting dummy purchase invoices into the client Test data Audit
system to see if processed correctly software

(2 marks)

The following scenario relates to questions 111 — 115

It is 1 July 20X5. You are an audit supervisor in Seagull & Co and you are currently performing the
audit of an existing client, Eagle Heating Co (Eagle), for the year ended 31 May 20X5. Eagle
manufactures and sells heating and plumbing equipment to a number of home improvement stores
across the country.

The following information has been obtained during discussions with the finance director.
Unpaid receivable

One of Eagle’s key customers has been experiencing financial difficulties. Eagle has agreed that the
customer can take a six-month payment break, after which payments will resume. The finance
director does not believe that any allowance is required against this receivable. Your review of
industry journals has identified several articles that suggest the key customer may soon cease
trading.

Inventory

Eagle has experienced increased competition. In order to maintain its current levels of sales, it has
decreased the selling price of its products significantly. Despite the reduction in selling price,
inventory levels are significantly higher this year compared to the prior year. In addition to Eagle’s
inventory, there is inventory stored on behalf of a third party at the year-end. Audit staff attended
the year-end inventory count of Eagle which was held three days before the year end due to staff
availability of Eagle. A reconciliation has been performed to determine the year-end inventory
quantities.

Lawsuit

A customer has filed a claim against the company regarding a heating system that Eagle installed
two months before the year end. The customer claims the installation was not done properly
resulting in an explosion which caused damage to his home. The customer is claiming compensation
of $50,000 which is material to the financial statements. The finance director believes that the claim
is not probable to succeed so has not referred to it in the financial statements.
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111 Which of the following substantive procedures will provide the MOST reliable evidence as
to the recoverability of the outstanding balance from Eagle’s key customer?

(¢]

(¢]

(¢]

(¢]

Obtain a direct confirmation letter from the key customer
Compare the current outstanding balance from the customer to the prior year
Review the industry journal articles referring to the customer’s financial difficulties

Review post year-end cash receipts from the key customer (2 marks)

112 Which TWO of the following substantive procedures will provide evidence over the
EXISTENCE of Eagle’s other trade receivables?

o}

(0]

o

o

Calculate the receivables collection period and compare with prior year
Perform a receivables circularisation
Review post year-end cash receipts from customers

Recalculate the allowance for irrecoverable receivables (2 marks)

113 Which TWO of the following factors may indicate overvaluation of inventory at Eagle?

(o]

(0]

(o]

(0]

o}

Increased competition resulting in a decrease in selling price

Increased inventory levels

Increased inventory turnover ratio

Inventory consists of heating and plumbing equipment for home improvement stores

Inclusion of the third party inventory within Eagle’s inventory balance (2 marks)

114 Select whether the following are tests of control or substantive procedures in relation to
Eagle’s inventory balance.

Observe the client’s staff to ensure they are Substantive
. . . ) Test of control

following the inventory count instructions procedure

Inspect the inventory for evidence of damage or Substantive
Test of control

obsolescence procedure

Re-perform the reconciliation from the inventory
count date to the year-end date for inventory to Test of control
assess the accuracy of the inventory quantities.

Substantive
procedure

(2 marks)
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115 Which of the following are appropriate audit responses to the lawsuit?

1 Ask the finance director to include a provision in the financial statements
2 Inspect correspondence between the client and their legal advisers

3 Review board minutes to understand management’s view about the claim
4 Contact the customer to understand the details of the claim

o 2 and 3 only

o} 2,3and 4

o} 1,3and 4

o) 1 and 4 only (2 marks)

The following scenario relates to questions 116 — 120

Itis 1 July 20X5. You are an audit senior in Staple and Co and you are preparing the audit procedures
in respect of the audit of inventory for Gloss Co for the year ending 31 August 20X5. Gloss Co is a
paint manufacturer and has been trading for over 50 years. It operates from one central site, which
includes the production facility, warehouse and administration offices.

To avoid the disruption of a year-end inventory count, Gloss Co has this year introduced a
continuous/perpetual inventory counting system. A timetable of inventory counts is maintained
and regularly reviewed.

The following inventory counting processes have been implemented by Gloss Co:

1 The team prints the inventory quantities and descriptions from the system and these records
are then compared to the inventory physically present.

2 Any discrepancies in relation to quantities are noted on the inventory sheets, including any
items not listed on the sheets but present in the warehouse area.

3 Any damaged or old items are noted and they are removed from the inventory sheets.

4 During the counts there will continue to be inventory movements with goods arriving and
leaving the warehouse.

5 Inventory belonging to third parties is removed from the warehouse before the count
commences and kept in a separate location.
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116 Which of the following statements are TRUE in respect of inventory counts?

1

The external auditor will perform the inventory count to ensure the inventory figure is
accurate for the financial statements

The inventory count is used to ensure inventory is valued appropriately in the financial
statements

All companies must cease production on days an inventory count is performed

The external auditor must attend the inventory count if inventory is a material balance
1,2 and 4 only

2 and 3 only

4 only

1,2,3and 4 (2 marks)

117 What is the primary reason for maintaining an inventory count timetable?

o

o

o

o

To ensure obsolete inventory is identified on a timely basis
To ensure the warehouse staff are not stealing inventory
To ensure all areas are counted during the year

To ensure damaged inventory is identified on a timely basis (2 marks)

118 Select whether the following statements are true or false in respect of Gloss Co’s perpetual
inventory system.

Staple & Co must attend at least one count to
. True False
ensure adequate controls are applied
Cut-off testing will only need to be performed if a
i . True False
full count is carried out at the year-end
All lines of inventory must be counted at least twice
. True False
during the year
Staple & Co should visit the client’s premises at least
.. True False
once a year and request a surprise inventory count
(2 marks)

119 Select whether the inventory count processes described represent strengths or deficiencies.

1 Strength Deficiency
2 Strength Deficiency
3 Strength Deficiency
4 Strength Deficiency
5 Strength Deficiency

(2 marks)
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120 During the inventory count you perform test counts agreeing inventory quantities on the
count sheets to the physical inventory present in the warehouse and from the physical

inventory to the count sheets.

Which financial statement assertions do these two procedures address?

Count sheet to inventory Inventory to count sheet
A Existence Completeness
Completeness Existence
C Accuracy, valuation and Existence
allocation
D Rights and obligations Accuracy, valuation and
allocation
o Option A
o Option B
o Option C
o) Option D (2 marks)

The following scenario relates to questions 121 — 125

It is 1 July 20X5. You are an audit senior in Thor & Co and you have been assigned to the audit of

Hemsworth Co for the year ended 31 May 20X5.

You are due to commence the audit of trade payables and the following procedures are listed in

the audit plan:

to suppliers in the first week of June 20X5 and
trace to the related GRN. If the goods were
received on or before 31 May 20X5 trace
through to the payables ledger or accruals list

Procedure Selection method

1 For 20 invoices listed in the payables ledger Start at a random point and test every
trace the amount recorded to the purchase $100th
invoice

2 From the cash book, select 10 payments made Highest value payments during the

period specified

3 For 10 suppliers included in the payables ledger
re-perform supplier statement reconciliations

Any suppliers that have sent supplier
statements at the year end

Sample sizes have been selected based on the results of the risk assessment performed at the

planning stage.
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121 Which THREE of the following should be considered when deciding whether to use

sampling?

o The time the auditor has available to perform the procedures

o Appropriateness of the population

o The size of the population

o Completeness of the population

o) The ease with which the information is expected to be available (2 marks)

122 Identify whether the selection methods described represent sampling.

1 Sampling Not sampling
2 Sampling Not sampling
3 Sampling Not sampling

(2 marks)

123 In respect of procedure 1, if the method stated to test every 100th item, which method
would be described?

o

o

o

o

Monetary unit selection
Random selection
Systematic selection

Block selection (2 marks)

124 In relation to the procedures described, which of the following statements are TRUE?

1
2
3

Procedure 1 addresses the assertion of occurrence
Procedures 2 and 3 address the assertion of completeness

Procedure 2 uses the least reliable forms of evidence as compared with procedures 1
and 3

In respect of procedure 3, if supplier statements have not been retained by Hemsworth
Co the auditor should contact the supplier directly

1,2,3and 4

2 and 3 only

1 only

2,3and 4 (2 marks)
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125 During the testing of Hemsworth Co’s payables balance, several misstatements were
found. Which of the following is the most appropriate initial response your audit firm
should take?

o Report the matter to the client

o Increase the amount of testing

o Suggest the audit opinion is modified

o Discuss the issue with the audit manager (2 marks)

The following scenario relates to questions 126 — 130

It is 1 July 20X5. You are an audit senior in Apollo & Co assigned to the audit of Delphic Co for the
year ended 31 May 20X5. You are due to commence the audit of trade receivables. For the first
time at this client, you have decided to use audit software to assist with the audit of the receivables
balance.

Delphic Co is a wholesaler of furniture such as chairs, tables and cupboards. Delphic Co buys the
furniture from six major manufacturers and sells them to over 600 different customers ranging from
large retail chain stores to smaller owner-controlled businesses.

All financial information is stored on Delphic Co’s computer systems, although previous audits have
tended to adopt an ‘audit around the computer’ approach. Computer staff at Delphic Co are happy
to help the auditor by providing access to the systems, although they cannot confirm completeness
of systems documentation, and have warned that the systems have very old operating systems in
place which limits file compatibility with more up-to-date programs. As the system is old, the auditor
will be provided with copy files and not be allowed any direct access to Delphic Co’s computer system.

126 Select whether the following explanations provide a valid explanation why audit risk
increases when auditing ‘around the computer’.

The actual computer files and programs are not
tested therefore the auditor has no direct evidence Valid Not valid
that the programs are working as expected

Where errors are found in reconciling inputs to
outputs, it may be difficult or even impossible to Valid Not valid
determine why those errors occurred

(2 marks)

127 Which of the following is NOT a limitation of using audit software at Delphic Co?

e} There may be substantial setup costs to use the software, especially where the
computer systems of the client have not been fully documented

o The computer audit department at Delphic Co cannot confirm that all system
documentation is available, especially for the older systems currently in use

o There are over 600 customers on the system making the use of audit software
inappropriate at Delphic Co

o The auditor will be provided with copy files and not be allowed any direct access to
Delphic Co’s computer system (2 marks)
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128 Assuming that audit software can be developed for use on Delphic Co’s systems, which of
the following procedures could be carried out on the receivables balance?

1
2

Cast the receivables ledger to ensure it is arithmetically correct

Compare the balance on each receivable account with its credit limit to ensure this has
not been exceeded

Stratify the receivables balances and select an appropriate sample for testing

Produce an aged receivables analysis to assist with the identification of irrecoverable
receivables

1 and 2 only

1,3 and 4 only

2,3 and 4 only

1,2,3and 4 (2 marks)

129 Which THREE of the following statements are TRUE in relation to audit software?

o}

o

(o]

(0]

(0]

As the systems are old the audit software may slow Delphic Co’s system down
The audit software will test the programmed controls of Delphic Co

The use of audit software may save time resulting in greater efficiency

Audit staff may need to be trained to use the audit software

The audit will be more expensive each year audit software is used (2 marks)

130 Delphic Co has informed you that they plan to implement a new computerised accounting
system within the next year.

Which of the following would represent an appropriate audit response in respect of the
new computerised accounting system?

1

The audit firm should delay the use of audit software to ensure it is designed to
effectively work with the new system

The audit engagement partner should provide advice to Delphic Co on which system
to implement

The external audit team must be present during the installation and testing of the new
system

2 and 3 only

1 and 3 only

1 only

1,2,and 3 (2 marks)
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The following scenario relates to questions 131 - 135

You are an audit manager who specialises in the audit of not-for-profit (NFP) organisations. You are
currently assigned to two clients, Hightown and Stargazer. Both audit teams include audit juniors
who have only been involved with audits of companies and have not audited NFP organisations
before. As the manager, you will be responsible for explaining the differences between the audits
of NFPs and companies. The following information is to be communicated to the audit teams of
each client.

Hightown

Hightown is a local government authority which receives an allocation of tax payer money from
central government. Hightown has been notified by central government of a significant cut in its
funding for the following financial year.

Stargazer

Stargazer is a local charity which operates several charity shops. People make donations of goods
which the shop sells to customers. All sales are paid for in cash as transaction amounts are usually
small and credit card charges incur too great a cost.

Stargazer employs one administrative assistant. All other staff and trustees are volunteers who
commit between 1 and 5 hours per week to the charity. The administrative assistant is responsible
for paying the bills, including their own wages, and recording the transactions in a spreadsheet. The
administrative assistant is also responsible for preparing the financial statements and charity’s tax
return. Tax rules for charities are different to those for companies and individuals. Once prepared,
they are sent to the trustees for approval. None of the trustees have any specific financial expertise.

131 Which TWO of the following statements is TRUE in relation to the audit of Hightown?

o As Hightown is a local government authority the risk of manipulation of the financial
statements is lower

o Hightown requires an audit as it is funded by taxpayers

o The auditor’s report of Hightown will not be publicly available once issued

o The audit of Hightown will take longer than the audit of a company

o The audit team should include staff with experience of public sector audits (2 marks)

132 Which of the following statements is FALSE in respect of the notification regarding the cut
in funding for Hightown?

o Audit risk will increase due to the threat to the going concern status of the organisation

o The auditor will need to review plans and forecasts to assess how the organisation will
ensure it has sufficient funds to continue

o The auditor’s report for Hightown will not need to refer to going concern uncertainties
as it is a local government authority

o The auditor should review any plans Hightown has to reduce costs in the future to
assess whether this could realistically be achieved and therefore indicate the
organisation has sufficient funds to pay its liabilities when they fall due (2 marks)
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133 Completeness of income has been identified as a significant audit risk for the audit of
Stargazers. Select THREE procedures which will help identify if income is understated.

Compare income by shop and category to the prior year

Inspect credit notes issued post year-end

cash book

Agree totals on till receipts to the sales day book, bank statements and

Obtain the sales day book and cast to confirm accuracy

(2 marks)

134 Which of the following risks require specific consideration for the audit of Stargazers?

1 Less segregation of duties

2 Uncertainty over future funding
3 Complexity of taxation rules

4 Competence of volunteer staff

o 1 and 4 only
o} 1,3 and 4 only
o) 1,2 and 3 only
o 1,2,3and 4

(2 marks)

135 Select whether the following statements are ALWAYS true, NEVER true or MAY be true in
respect of the audit of a charity such as Stargazers.
Management will have no financial qualifications
8 . ! d . Always May be Never
therefore there is a greater risk of material
. true true true
misstatement
Internal control systems will not be as sophisticated Always May be Never
as those for profit making companies true true true
There are fewer auditing standards applicable to Always May be Never
audits of charities true true true
Charities such as Stargazers will have different
objectives to a profit making company therefore the Always May be Never
auditors’ assessment of materiality will consider true true true
different factors
(2 marks)
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The following scenario relates to questions 136 — 140

Itis 1 July 20X5. You are an audit senior in Cork & Co and are currently performing the final audit of
Bamboo Co for the year ended 31 May 20X5. The company is a manufacturer of environmentally-
friendly packaging. You have performed the audit of share capital and reserves. No misstatements

have been identified during audit testing.

An extract from the draft financial statements is given below.

Notes 20X5 20X4

Sm Sm

Ordinary share capital 1 100 50

Retained earnings 2 123 110

Revaluation reserve 3 100 90

323 250

Notes:

1 A one for two bonus issue took place on 1 October 20X4. A one for three rights issue took

place on 1 January 20X5.
Profit for the year ended 31 May 20X5 is $40 million.

A dividend in respect of the year ended 31 May 20X4 which was approved in November 20X4
was paid in December 20X4.

A dividend of $10 million has been proposed in respect of the year ended 31 May 20X5 and
this will be put to the shareholders for approval at the AGM which is to be held in November.

Bamboo Co adopts a policy of revaluation of its properties. A revaluation of all of Bamboo
Co’s properties was performed by an independent expert on 20 May 20X5 resulting in a
surplus of $12 million.

Excess depreciation transferred to retained earnings is $2 million.

136 Which of the following provides the MOST reliable evidence in respect of the bonus issue

of ordinary share capital?

o Bank statements

o Share register

o Companies House information (or equivalent)

o Notes of discussion with the finance director and chief executive (2 marks)
137 How much was the dividend paid in December 20X4?

o) $4 million

o $17 million

o $19 million

o $29 million (2 marks)
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138 Select the financial statement assertion tested by the following procedures.

Inspect the independent
expert’s report

Completeness

Cut-off

Valuation

Match the physical properties
to the independent expert’s
report and non-current asset
register

Existence

Completeness

Presentation

Recalculate the depreciation

. Completeness Existence Valuation
on revalued properties
Inspect December 20X4 bank
statements for payment of Occurrence Cut-off Completeness

dividend

(2 marks)

139 Which TWO of the following statements are FALSE in relation to equity and reserves?

o Equity and reserves are material by nature

o The auditor must check that total equity and reserves are the same as total assets on
the statement of financial position

o The auditor will rely mainly on substantive analytical procedures when auditing equity
and reserves

o Movements in equity and reserves must be shown in the statement of changes in
equity

o Dividends proposed must be disclosed in the financial statements (2 marks)

140 Having completed the audit of share capital and reserves, you are now auditing directors’

emoluments.

Which of the following procedures should be performed to test COMPLETENESS of

directors’ emoluments?

1 Obtain a breakdown of payments made to each director, recalculate the total and
agree to the financial statements.

2 Trace amounts included on the breakdown of directors’ emoluments to the bank
statements and cash book

3 Review board minutes for details of bonuses or additional payments to be made to
directors

4 Inspect directors’ service contracts for salaries and trace through to payroll reports
for the year

o} 1,2,3and 4

o 1 and 4 only

o} 1,2 and 3 only

o 1,3 and 4 only (2 marks)
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REVIEW AND REPORTING

The following scenario relates to questions 141-145

Viola Co is a manufacturer of shoes. You are an audit manager in Cello & Co and you are performing
an overall review of the financial statements for the year ended 30 September 20X8 prior to the
issue of the auditor’s report. Profit before tax for the year was $131.4m (20X7: $120.9m).

Analytical procedures

As part of your overall review, you have performed analytical procedures over the draft financial
statements and have noted that the trade receivables collection period is lower than it was during
the interim audit performed in July 20X8. You are aware that the credit controller of Viola Co left
the company in August 20X8 and that the directors have said that, as a result, the company is
experiencing difficulties in debt collection.

Disclosures

During the year, Viola Co revalued its head office and as part of your review, you are considering
the detail which is disclosed in the property, plant and equipment note in the draft financial
statements.

Uncorrected misstatements

Your review also includes an assessment of uncorrected misstatements. These have been recorded
by the audit team as follows:

$000
1 Interest payable omitted in error 1,942
2 Additional allowance for receivables required 9,198
3 Error in sales invoice processing resulting in understatement of sales 8,541
4 Write off in respect of faulty goods 2,900

Faulty goods

The adjustment for faulty goods listed as an uncorrected misstatement above relates to an entire
batch of shoes, which was produced on 12 September 20X8. The audit work concluded that the
cost of this inventory exceeded its net realisable value by $2.9m. The directors dispute the audit
team’s figures and believe that the realisable value of the inventory still exceeds its cost.
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141 Which of the following would form part of the auditor’s overall review of the financial

statements?

1 Establishing whether the pre-conditions for an audit are present

2 Assessing whether the information and explanations obtained during the audit are

adequately reflected
3 Performing a detailed review of the audit working papers to ensure the work has been
properly performed

4 Reviewing the adequacy of the disclosure of accounting policies

o land?2

o 3and 4

o land3

o 2and 4 (2 marks)
142 Which of the following is a valid explanation for the INCONSISTENCY between the results

of the analytical procedures on trade receivables and the directors’ statement regarding

debt collection problems?

A A change in sales mix towards high value products

B An increase in the proportion of cash sales since August 20X8

C An increase in the rate of sales tax in September 20X8

D Sales growth of 1% per month over the year (2 marks)
143 Which of the following details should be disclosed in respect of the revaluation of the head

office if the auditor is to conclude that the disclosures are adequate?

1 Effective date of the revaluation

2 Name of the valuer

3 The amount of the revaluation increase

4 Carrying amount of the head office under the cost model

A 1,2 and 3 only

B 1,3 and 4 only

C 2,3 and 4 only

D 1,2,3and 4 (2 marks)
144 Which of the uncorrected misstatements numbered (1), (2) and (3) by the audit team MUST

be adjusted for if the auditor is to issue an unmodified audit opinion?

A Misstatements 2 and 3 only

B Misstatements 1 and 3 only

C Misstatements 1, 2 and 3

D Misstatement 2 only (2 marks)
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145

All adjustments required by the auditors have been made to the financial statements with
the exception of adjustment (4) relating to the faulty goods.

Which of the following correctly describes the effect of this matter on the auditor’s report?

A Unmodified opinion with no further disclosure

B Unmodified opinion with disclosure in an emphasis of matter paragraph

C Qualified opinion due to material misstatement

D Qualified opinion due to inability to obtain sufficient appropriate audit evidence

(2 marks)

The following scenario relates to questions 146 —150

It is 1 July 20X5. You are an audit manager in Spring & Co responsible for the audit of Autumn Co.
You are reviewing the audit file of Autumn Co for the year ended 31 March 20X5 which is nearing
completion. You have noted several issues during your review:

Several working papers which were prepared by the audit junior have not been signed as
reviewed by the audit senior responsible for supervising the audit junior. You are aware that
a review has been performed but this is not documented on the audit file.

One audit working paper states that a sample of 30 purchase invoices should be tested but
the results of the test show that only 15 invoices were tested. Several other areas document
that samples sizes were reduced in order to save time.

In the subsequent events review section of the file, the audit senior has documented that he
has enquired of management whether there have been any subsequent events and was told
that there have not been any. The audit senior has documented in the working paper that no
further work is considered necessary as a result.

146 Which of the following statements are true in respect of the reduction in samples sizes?

1 The audit plan has not been followed

2 Sufficient appropriate evidence may not have been obtained

3 Material misstatements may go undetected

4 Those sections will need to be reviewed by a manager and the manager will form a

conclusion on the balances.

o 1,2 and 3 only

o 2 and 4 only

o} 1,3 and 4 only

o) 1,2,3and 4 (2 marks)
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147 Select whether the following statements are true or false in respect of the subsequent
events review of Autumn Co.

Enquiry does not provide sufficient appropriate evidence
on its own

True False

The auditor has demonstrated a lack of professional
scepticism

True False

A written representation should have been obtained from
management confirming that they have disclosed all True False
subsequent events to the auditor

The auditor only needs to perform procedures if they are
made aware of any subsequent events

True False

(2 marks)

148 As a result of the quality control issues encountered during the audit of Autumn Co, which
of the following actions should now be taken?

1

o

The offending members of staff have demonstrated a lack of competence and due care
therefore the firm should report them to the ACCA to be disciplined for failing to
comply with ethical requirements

More frequent quality control reviews may need to take place
Further training should be provided to staff

The firm’s policies and procedures should be reviewed and updated if applicable

2 and 4 only

1and 3 only

2,3 and 4 only

1,2,3and 4 (2 marks)

149 ISA 220 Quality Control for an Audit of Financial Statements requires the use of pre- and
post-issuance reviews as part of the audit firm’s quality control procedures to ensure the
audit is performed to a high standard. Which of the following statements is TRUE in respect
of pre and post-issuance reviews?

(0]

o

Pre and post-issuance reviews should be documented in the respective audit files

A post-issuance review involves a review of the significant judgments affecting the
audit

A pre-issuance review is also known as a cold review

A post-issuance review may identify the need for revision to the firm’s policies
(2 marks)

62

KAPLAN PUBLISHING
www.ACCAGIobalBox.com



OBJECTIVE TEST CASE QUESTIONS : SECTION 1

150 Select whether the following statements are true or false in respect of review of audit
working papers.

The audit engagement partner will review all working
e R L True False
papers on the audit file before issuing an opinion
If working papers have been reviewed there is no quality
. . . True False
control issue arising from the lack of documentation
All i i
working papers should be signed by the person who True False
prepared them
All team members’ work should be reviewed by someone
. True False
more senior than the preparer
(2 marks)

The following scenario relates to questions 151 — 155

Itis 1 July 20X5. You are an audit manager in ElIm & Co and you are finalising the audit of the financial
statements of Oak Co for the year ended 31 March 20X5. You are reviewing the results of the final
analytical procedures and other outstanding points on the audit file. The auditor’s report is due to
be signed in the next two weeks.

The following ratio analysis has been completed as part of the final analytical procedures:

20X5 20X5 20X4

Final Planning Final
Gross profit margin 9% 11% 12%
Quick ratio 0.2 0.6 0.8
Payables payment period 45 40 37
Inventory holding period 50 40 42

Discussions with the finance director have also revealed the following:

1 Oak Co lost a major customer, Beech Co, in March 20X5, but new business has been won post
year end which has mitigated the impact of the loss of Beech Co.

2 Oak Co is due to repay a substantial loan on 30 September 20X5. Oak Co is currently
negotiating revised terms with the bank but it is unlikely that negotiations will be concluded
before the auditor’s report is signed. This will be disclosed in the financial statements.

3 A number of personnel in the purchasing department left during the year and have not been
replaced.

4 A major supplier to Oak Co has just gone out of business with a number of unfulfilled orders.

5 A new product which was due to account for 30% of revenue in 20X5 has not been successful.

6 A litigation claim was filed against Oak Co in April 20X5 with potential damages totalling 3%
of this year’s profit.

The financial statements for the year ended 31 March 20X5 have been prepared on a going concern
basis. The initial going concern assessment conducted by the management of Oak Co covers the
six-month period to 30 September 20X5.
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151 Which THREE of the issues identified could result in significant uncertainty over the going
concern status of Oak Co?
o 1
o 2
o 3
o) 4
o 5
o 6 (2 marks)
152 Select whether the following comments are consistent or inconsistent with the results of
the final analytical procedures.
The company has increased the sales prices charged to
customers while maintaining costs at a level comparable Consistent Inconsistent
to 20X4
The company has become more reliant on its overdraft . .
s . Consistent Inconsistent
facility during the year
Due to cash restrictions, the company has encountered . .
. . . Consistent Inconsistent
delays in paying suppliers
At the year-end inventory count, a lower level of slow- . .
Lo . Consistent Inconsistent
moving inventory was noted compared to prior year
(2 marks)
153 Which of the following procedures would provide the MOST reliable evidence in relation
to the new business won post year-end?
o Review post year-end sales orders from the new customer
o Inspect email correspondence between the sales director of Oak Co and the new
customer
o Obtain a written representation confirming the level of business agreed with the new
customer
e} Review board minutes discussing the contract with the new customer (2 marks)
154 Which of the following is an appropriate course of action for the auditor to take in respect
of management’s going concern assessment?
o Request management extend the assessment to the date of the auditor’s report
o} Design and carry out procedures to only assess going concern in the period from
31 March 20X5 to the date of the auditor’s report
o Request management extend the assessment to cover at least until 31 March 20X6
o Accept the timeframe used by management as the going concern review is their
responsibility (2 marks)
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155 The audit engagement partner has concluded that the disclosure included in the financial
statements in relation to the loan negotiations is adequate and commented that this
disclosure is fundamental to the users’ understanding of the financial statements.

Which of the following correctly identifies the implications for the auditor’s opinion and

report of Oak Co?
Opinion Report
o) Unmodified No additional communication required
e} Unmodified Material Uncertainty Related to Going Concern paragraph
o Modified Emphasis of Matter paragraph
o} Modified Key audit matters (2 marks)

The following scenario relates to questions 156 — 160

Itis 1 July 20X5. You are an audit manager in Blenkin & Co responsible for the audit of Sampson
Co, a large listed retailer. The audit for the year ended 31 March 20X5 is nearing completion and
the auditor’s report is due to be signed next week.

You have been informed that the financial controller left Sampson Co on 28 February 20X5. As
part of the subsequent events audit procedures, you reviewed post year-end board meeting
minutes and discovered that a legal case for unfair dismissal has been brought against Sampson
Co by the financial controller. During a discussion with the Human Resources (HR) director of
Sampson Co, you established that the company received notice of the proposed legal claim on
10 April 20X5.

The HR director told you that Sampson Co’s lawyers believe the financial controller’s claim is likely
to be successful, but estimate that $150,000 is the maximum amount of compensation which
would be paid. However, the directors do not intend to make any adjustment for a provision or to
include any disclosures in the financial statements relating to the issue.

The draft financial statements currently show a profit before tax of $6.5 million and revenue of $66
million for the financial year ended 31 March 20X5.

156 Subsequent events procedures should be performed between the date of the financial
statements and which date?

o The date the audit work for subsequent events is performed

o The date of approval of the financial statements

o The date of the auditor’s report

o The date the financial statements are issued (2 marks)
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157 Which of the following audit procedures should be performed to form a conclusion as to
whether the financial statements require amendment in relation to the unfair dismissal
claim?

1 Inspect relevant correspondence with Sampson Co’s lawyers

2 Write to the financial controller to confirm the claim and level of damages

3 Review the post year-end cash book and bank statements for evidence the claim has
been settled

4 Request management confirms their views in a written representation letter

o} 1,2and 3

o} 1,2and 4

o} 1,3and 4

o 2,3and 4 (2 marks)

158 Select the type of opinion that is appropriate and the nature of any additional communications
necessary if the unfair dismissal case is NOT adjusted for or disclosed within the financial
statements.

Opinion Additional communications
Unmodified No additional communication
Qualified Emphasis of Matter paragraph
Adverse Material Uncertainty Related to Going Concern
paragraph
Disclaimer Other matter paragraph
(2 marks)

159 You are drafting the auditor’s report for Sampson Co and the audit engagement partner has
reminded you that as Sampson Co is a listed company, the report will need to include a Key
Audit Matters section.

According to ISA 701 Communicating Key Audit Matters in the Independent Auditor’s

Report, which of the following should be included in the Key Audit Matters section of the

auditor’s report?

o Matters which required significant auditor attention

o Matters which result in a modification to the audit opinion

o All matters which were communicated to those charged with governance

o All matters which were material to the financial statements (2 marks)
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160 One month after the financial statements were issued the legal claim was finalised with the
court awarding compensation of $500,000 to the ex-financial controller. The directors of
Sampson Co have contacted Blenkin & Co to inform them of the outcome.

Which TWO of the following are appropriate actions for Blenkin & Co to take?

o Discuss the matter with management and, where appropriate, those charged with
governance

o} Obtain a written representation from management

o Consider whether the firm should resign from the engagement

o Enquire how management intends to address the matter in the financial statements
where appropriate (2 marks)

The following scenario relates to questions 161 — 165

It is 1 July 20X5. You are an audit manager in Colorado & Co. You are responsible for the audit of
Mississippi Co for the year ended 31 March 20X5. The audit is nearing completion and the auditor’s
report is due to be signed next week.

The draft financial statements recognise revenue of $18 million (20X4 — $17 million). The draft
annual report of Mississippi Co contains a Chair’s statement in which the chair has commented that
she is pleased to report an increase in revenue of 20% this year. The report also includes an
operating review, corporate social responsibility report, financial statements and notes to the
financial statements.

The directors of Mississippi Co have indicated that they intend to distribute the annual report to
prospective investors in order to obtain additional finance. The audit engagement partner has
informed the directors that the auditor’s report is only intended for reliance by the existing
shareholders and that no liability will be assumed to any other party. The audit engagement partner
has asked you to draft the auditor’s report for Mississippi Co and requested that a paragraph
referring to this restriction of liability is included.

161 Which of the following statements best describes the auditor’s responsibilities in respect
of other information?

e} The auditor provides limited assurance over the completeness and accuracy of the
other information

o The auditor must read the other information to ensure it is consistent with the financial
statements and their knowledge of the entity obtained during the audit

e} The auditor must audit the other information and obtain sufficient appropriate
evidence that the other information is true and fair

o Other information only needs to be considered if it is made available at the start of the
audit with the draft financial statements (2 marks)
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162 Which of the following sections of Mississippi Co’s annual report would NOT be considered
‘Other Information’?

o Chair’s statement

o Operating review

o Corporate social responsibility report

o Notes to the financial statements (2 marks)

163 How should the inconsistency between the Chair’s statement and financial statements be
referred to in the auditor’s report of Mississippi Co?

o Within the Other Information section
o Within an Emphasis of Matter paragraph
o Within an Other Matter paragraph

o Within the Auditor’s Opinion section (2 marks)

164 Select whether the following statements are true or false in relation to referring to the
Chair’s statement in the auditor’s report of Mississippi Co.

Users may be misled if the other information contains
incorrect information or information which contradicts
. . . . True False

the financial statements such as that in the Chair’s
statement
Users may believe the auditor has not audited the
financial statements properly if the inconsistency is not True False
highlighted
The auditor must expose management’s incompetence True False
The inconsistenc d ine th dibility of

incc ymay l:In grmme e credibility of your True False
auditor’s report if not highlighted

(2 marks)

165 In respect of the partner’s request for restricting liability, how should this be addressed in
the auditor’s report?

o Within the Auditor’s Responsibility section
o By including an Emphasis of Matter paragraph
o By including an Other Matter paragraph

e} Within the Basis for Opinion section (2 marks)
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The following scenario relates to questions 166 — 170

It is 1 July 20X5. You are an audit manager in Atlantic & Co responsible for the audit of Pacific Co.
The audit of the financial statements for the year ended 31 March 20X5 is nearing completion and
the auditor’s report is due to be signed next week.

Included within receivables in the statement of financial position is a balance of $85,000 owed by
Arctic Co, a key customer of Pacific Co. Arctic Co has just notified Pacific Co that it is unlikely to be
able to pay the balance due to cash flow problems. The customer has asked for an extension of
credit for a further three months as it expects its cash flow situation to improve in July and August.
Pacific Co has agreed to this extension.

Due to the uncertainty over the recoverability of the debt, you believe that an allowance for
receivables should have been made and you have discussed the issue with the finance director who
has informed you that he will make adjustment for the balance in the following year’s financial
statements if the debt is not paid during the extended credit period agreed with Arctic Co.

Revenue for the yearis $2.6 million, profit before tax is $1.4 million and total assets are $7.5 million.

166 Which of the following statements is correct regarding the materiality of the irrecoverable

debt?

o The matter is material by nature

o The matter is not material as the debt is less than 5% of revenue

o The matter is not material as the debt is less than 10% of profit

o The matter is likely to be material as it is over 1% of assets (2 marks)

167 Which THREE of the following procedures would allow the auditor to form a conclusion as
to the level of adjustment required to the receivables balance?

e} Review correspondence with the customer indicating when payment will be made

o Discuss with management why they feel an adjustment is not required in the current
year

o Perform a direct confirmation of the balance outstanding at the year-end

o Review post year-end bank statements to identify if any payment has been received

from the customer

o Inspect the sales invoice and GDN relating to the receivable balance (2 marks)

168 Assuming the matter is considered material and Pacific’s directors have refused to adjust
the financial statements, what is the appropriate opinion to be issued?

o Unmodified
o Qualified
o Adverse

e} Disclaimer (2 marks)
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169 Select whether the following elements should be included in the auditor’s report of Pacific

Co.
Addressee Included Not included
Other Matter paragraph Included Not included
Other Information Included Not included
Emphasis of Matter paragraph Included Not included

(2 marks)

170 Which TWO of the following are reasons why the auditor would need to modify the auditor’s
opinion?

o They conclude that there is a material inconsistency between the audited financial
statements and the other information contained in the annual report

o They wish to draw attention to a matter that is fundamental to the users’
understanding of the financial statements

o They conclude that the financial statements as a whole are not free from material
misstatement

e} They have been unable to obtain sufficient appropriate evidence to conclude that the
financial statements as a whole are free from material misstatement

o They wish to restrict reliance on the auditor’s report by third parties

(2 marks)

The following scenario relates to questions 171 — 175

It is 1 July 20X5. You are an audit manager in Yellow Submarine & Co responsible for the audit of
Magical Mystery Tour (MMT). The audit is nearing completion and the auditor’s report is due to be
signed next week.

MMT is a travel agency which has been trading for over five years. The company arranges holidays
and hotel bookings in remote locations to individual customers and corporate clients. The company
is financed partly through overdrafts and loans and also by several large shareholders. The overdraft
facility is due for renewal later in July 20X5.

In January 20X5, a new competitor, Pure Shores Co, entered the market. Through competitive
pricing, Pure Shores Co has gained considerable market share from MMT, including one of MMT'’s
larger corporate clients which has moved its business to Pure Shores. In addition, a number of
MMT’s travel agents have left the company and joined Pure Shores. MMT has found it difficult to
replace these employees due to the level of skills and knowledge of remote overseas locations
required.

The directors have produced a cash flow forecast which shows a significantly worsening position
over the coming 12 months. You have been informed that MMT’s bankers will not make a decision
on the renewal of the overdraft facility until after the auditor’s report is issued. The directors have
agreed to include brief disclosure of the uncertainty over going concern.
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171 Which THREE of the following statements correctly describes the respective responsibilities
of directors and auditors in relation to going concern?

O

The directors must assess whether the company can continue to trade for the
foreseeable future.

The auditors and the directors must make disclosure of going concern uncertainties in
the financial statements

The auditor will evaluate management’s assessment of going concern

The directors will usually prepare a cash flow forecast to assess whether the company
is likely to be able to trade for the foreseeable future

The directors must assess a period of at least twelve months from the date the financial
statements are issued (2 marks)

172 Which THREE of the following procedures should be performed to assess the uncertainty
arising in relation to the overdraft renewal?

(o]

(0]

Calculate key ratios to identify possible financial problems

Inspect correspondence with the bank to identify any disputes which may indicate the
overdraft facility will not be renewed

Review the level of profit made in previous periods to assess whether the company is
likely to continue to trade

Enquire with management whether any alternative sources of finance have been
considered if the bank does not renew the overdraft facility

Inspect board minutes for discussions of management as to how they plan to improve
the financial position of MMT (2 marks)

173 What will be the impact on the auditor’s report of MMT in the following circumstances?

Adequate .. \ce opr
. d Unmodified Unmodified Unmodified
disclosure of . . . - .. . . . .
. opinion with Modified opinion with opinion with
going concern o . . . .
. no additional opinion Going Concern Emphasis of
uncertainties is .
communication paragraph Matter
made
Adequate e e cer
. d Unmodified Unmodified Unmodified
disclosure of . . . - . . .. .
. opinion with Modified opinion with opinion with
going concern .. . . . .
o no additional opinion Going Concern Emphasis of
uncertainties is communication aragraph Matter
not made paragrap
(2 marks)

174 In which of the following situations should a company NOT prepare financial statements
using the break up basis?

o The company has ceased to trade

o A decision has been made to close the company

o There are material uncertainties relating to going concern

e} The company has run out of cash and is unable to pay its debts (2 marks)
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175

What will be the impact on the auditor’s report of MMT if the auditor believes the basis of
preparation of the financial statements is incorrect?

e} Unmodified opinion with no additional communication
o Unmodified opinion with an Emphasis of Matter paragraph
o Qualified opinion with Basis for Qualified Opinion

o Adverse opinion with Basis for Adverse Opinion (2 marks)

The following scenario relates to questions 176 — 180

You are an audit manager in Bond & Co responsible for the audit of Paddington Co which is nearing
completion. You are now resolving the last few issues before deciding on the appropriate audit
opinion.

During the audit the following issues have been identified:

1

Paddington Co’s main competitor filed a lawsuit for $3 million alleging a breach of copyright.
This case is ongoing and will not be resolved prior to the auditor’s report being signed.
Paddington Co’s lawyers believe the claim is only possible to succeed. Paddington Co has
sufficient cash to make the settlement if it loses the case. The lawsuit has not been
mentioned in the financial statements or related disclosures.

A warranty provision of $25 million has not been recognised in respect of goods which
require repair or replacement within the first twelve months if they do not perform as
expected.

Depreciation in respect of property, plant and equipment has not been recognised in the
financial statements. The auditor has estimated that a depreciation charge of $1 million
should be recognised.

Intangible assets have been overstated by $12 million due to research costs being capitalised
as development costs in the statement of financial position.

Paddington Co’s profit before tax is $29 million.

176 Which of the issues identified during the audit is likely to lead to an adverse opinion on

Paddington Co’s financial statements?

o Lawsuit

o Warranty provision

e} Depreciation

o Intangible assets (2 marks)
177 Which of the following statements is TRUE in respect of the lawsuit and its impact on the

financial statements and auditor’s report thereon?

o A provision should be recognised in the financial statements of $3 million

o A contingent liability should be disclosed in the notes to the financial statements

o) The matter is not material as it represents 10.3 % of profit before tax.

o) The lawsuit does not need to be referred to in the financial statements as the case is

not settled at the year-end date (2 marks)
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178 The audit is now complete and the auditor’s report is due to be issued next week. All
adjustments requested have been corrected by management.

Which of the following correctly identifies the implications for the audit opinion and report
of Paddington Co?

(@)

(@)

o

o

Unmodified opinion with no additional communication

Unmodified opinion with an Emphasis of Matter paragraph

Qualified opinion with Basis for Qualified Opinion

Disclaimer of opinion with Basis for Disclaimer of Opinion (2 marks)

179 Match the following auditor’s report sections to the appropriate explanation of its purpose.

partner

Element Purpose

1 Title A Provides a description of the professional
standards applied during the audit to
provide confidence to users that the report
can be relied upon

2 Addressee B Identifies the intended user of the report

3 Basis for opinion C Identifies the person responsible for the
audit opinion in case of any queries

4 Key audit matters D Clearly identifies the report as an
Independent Auditor’s Report

5 Name of engagement E Draws attention to any other significant

matters of which the users should be aware
which have been discussed with those
charged with governance

(2 marks)

180 Which of the following correctly matches the opinion type with the wording for that

opinion?
Opinion Wording
o Unmodified Except for
o Disclaimer Do not express an opinion
o Adverse True and fair view
o) Qualified Do not give a true and fair view (2 marks)
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The following scenario relates to questions 181 — 185

Itis 1 July 20X5. You are an audit manager in Grace & Co responsible for the audit of Humphries Co,
a chain of food wholesalers. The audit of the financial statements for the year ended 31 March 20X5
is nearing completion and the auditor’s report is due to be signed next week.

Revenue for the year is $78 million and profit before taxation is $7.5 million. The following events
have occurred subsequent to the year-end.

Receivable

Humphries Co has just become aware that one of its customers is experiencing significant going
concern difficulties. There is a receivables balance in respect of this customer at the year-end of
$0.3 million. Humphries Co believe that as the company has been trading for many years, they will
receive some, if not full, payment from the customer therefore no adjustment has been made for
the balance in the financial statements.

Lawsuit

A key supplier of Humphries Co is suing them for breach of contract. The lawsuit was filed prior to
the year-end, and the sum claimed by them is $1 million. This has been disclosed as a contingent
liability in the notes to the financial statements. Recent correspondence from the supplier indicates
that they are willing to settle the case for $0.6 million. It is likely that Humphries Co will agree to
this.

Warehouse

Following significant rain on 20 May 20X5, one of Humphries Co’s three warehouses was flooded.
All of the inventory stored there was damaged and has been disposed of. The insurance company
has already been contacted but no response has been received as of yet. No amendments or
disclosures have been made in the financial statements.

181 Calculate the materiality level of the receivable and settlement figure for the lawsuit by
reference to profit before tax and state whether they are material. Answers to calculations
should be rounded to the nearest whole number with no decimal places.

Calculation

Receivable Material Not material

Lawsuit Material Not material

(2 marks)

182 In respect of the receivable and lawsuit, select the type of event and the appropriate
accounting treatment.

Type of event Accounting treatment
Receivable Adjusting Non-adjusting Recognise Disclose
Lawsuit Adjusting Non-adjusting Recognise Disclose
(2 marks)
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183 Which of the following is NOT an appropriate procedure to reach a conclusion on the
outstanding receivable?

o

Contact the customer directly and enquire when they are likely to pay the outstanding
balance

Review correspondence between the customer and Humphries Co to assess whether
there is any likelihood of payment

Review the post year-end period to see if any payments have been received from the
customer

Discuss the outstanding debt with the credit control manager

(2 marks)

184 Assuming that the receivable and warehouse issues are resolved but the lawsuit issue
remains unresolved, which FOUR of the following section titles MUST be included in the
auditor’s report?

,I;Ail:](:ir':zi;:{;f:t(;r:;;brilti:ies for the Audit of the included Not included
Basis for Opinion Included Not included
Basis for Qualified Opinion Included Not included
Key Audit Matters Included Not included
Opinion Included Not included
Qualified Opinion Included Not included

(2 marks)

185 Which of the following statements is TRUE in respect of the warehouse?

e} The value of the assets damaged during the flood should be written down to their
realisable values
o] If the impact of the flood is material, the directors should include a disclosure note
detailing the impact to the company
o The insurance claim should be recognised as a contingent asset
o) As the flood occurred after the year end it will have no impact on the auditor’s report
(2 marks)
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The following scenario relates to questions 186 — 190

You are the manager responsible for the audit of Greenfields Co and you are performing the final
review stage of the audit. Greenfields Co specialises in manufacturing equipment which can help to
reduce toxic emissions in the production of chemicals. The company has grown rapidly over the
past eight years and this is due partly to the warranties that the company gives to its customers. It
guarantees its products for five years and if problems arise in this period it undertakes to fix them,
or provide a replacement product. The following issues have been left for your attention.

Receivable balance owing from Yellowmix Co

Greenfields Co has a material receivable balance owing from its customer, Yellowmix Co. During
the year-end audit, your team reviewed the ageing of this balance and found that no payments had
been received from Yellowmix Co for over six months, and Greenfields Co would not allow this
balance to be circularised. Instead management has assured your team that they will provide a
written representation confirming that the balance is recoverable.

Warranty provision

The warranty provision included within the statement of financial position is material. The audit
team has performed testing over the calculations and assumptions which are consistent with prior
years. The team has requested a written representation from management confirming the basis
and amount of the provision are reasonable. Management has yet to provide this representation.

186 Select the appropriate words/phrases from the options to complete the sentences below.
Options may be selected more than once.

A written representation in respect of the receivable balance.
This is because

A written representation in respect of the warranty provision.
This is because

o Is appropriate

o} Is not appropriate

o The matter is not material

o The matter involves management judgment

e} Other procedures can be performed which provide more reliable evidence

e} An ISA specifically requires a written representation to be obtained for the item

(2 marks)

187 Assuming that the directors of Greenfields Co refuse to provide a written representation
to the auditor, which of the following statements is TRUE?

o) The refusal to provide a written representation will only be a matter of concern if it
relates to a material area of the financial statements

e} The refusal to provide a written representation may cast doubt over management
integrity and as such the reliability of other evidence provided by the client may be
called into question

o The refusal to provide a written representation will result in the need for the auditor
to report the directors to the industry regulator

e} The auditor will need to notify the shareholders of the issue in person (2 marks)
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188 Which TWO of the following audit reporting implications could result if Greenfields Co
refuse to provide a written representation letter?

o

(o]

Unmodified opinion

Unmodified opinion with Emphasis of Matter paragraph

Qualified opinion due to material misstatement

Qualified opinion due to an inability to obtain sufficient appropriate evidence
Adverse opinion as the financial statements do not show a true and fair view

Disclaimer of opinion as the auditor does not have sufficient appropriate evidence to
be able to express an audit opinion (2 marks)

189 Written representations are required by International Standards on Auditing in respect of
subject-specific areas. Which of the following does NOT require a subject-specific written
representation to be obtained?

(o]

(e]

(@)

(@)

Fraud and error
Laws and regulations
Analytical procedures

Subsequent events (2 marks)

190 Which THREE of the following MUST be included in every written representation according
to ISA 580 Written Representations?

Plans or intentions of management that affect carrying

Required Not required
values of assets q q

Confirmation from management that they have
provided the auditor with all information and access to Required Not required
records during the audit

Confirmation from management that the financial

Required Not required
statements are accurate/free from error

Confirmation from management that all transactions

. ) . Required Not required
have been reflected in the financial statements q q

Confirmation from management that they have
prepared the financial statements in accordance with Required Not required
the applicable financial reporting framework

(2 marks)
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The following scenario relates to questions 191 — 195

Itis 1 July 20X5. You are an audit manager in Daffy & Co responsible for the audit of Minnie Co. The
audit work for the year ended 31 March 20X5 is nearly complete and you are resolving the last few
issues before deciding on the appropriate wording for the auditor’s report and opinion. Profit
before tax is $10 million.

The following matters have been left for your attention.
Property, plant and equipment

During the year, the property balance was revalued by an independent expert valuer at the request
of Minnie Co’s management.

Depreciation has been calculated on the total of land and buildings. In previous years it has only
been charged on buildings. Total depreciation is $2.5 million and the element charged to land only
is $0.4 million.

Computerised wages program

Minnie Co’s computerised wages program is backed up daily, however for a period of two months
the wages records and the back-ups have been corrupted, and therefore cannot be accessed.
Wages and salaries for these two months are $1.1 million.

Lawsuit

Minnie Co’s main competitor has filed a lawsuit for $5 million against them alleging a breach of
copyright; this case is ongoing and will not be resolved prior to the auditor’s report being signed.
The matter is correctly disclosed as a contingent liability in the financial statements.

Draft extracts for the auditor’s report

Extracts for the auditor’s report have already been drafted as follows:

1 We conducted our audit in accordance with International Standards on Auditing applicable
to this audit.
2 Our objectives are to obtain maximum assurance about whether the financial statements as

a whole are free from material misstatements.

3 Misstatements can arise from deliberate manipulation by management or error.

191 Which TWO of the following statements are TRUE with respect to the work performed by
the expert?

o Daffy & Co must consider the competence and objectivity of the expert
o Daffy & Co must assess the expert’s work to ensure it is appropriate for audit purposes
o The following statement must be included in the auditor’s report for Minnie Co:

‘In order to confirm property valuations, we relied on the work undertaken by an
independent expert.’

e} The auditor must document in the audit file how they have complied with ISA 620
Using the Work of an Auditor's Expert

o The audit fee will be higher due to the need for an expert (2 marks)
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192 Which of the following statements is TRUE with respect to the depreciation on land and
buildings?

o}

The auditor does not need to ask management to adjust the financial statements as
the misstatement is not material

A prior year adjustment will be required as the client’s treatment was incorrect in the
20X4 financial statements

The auditor must ask management to increase property, plant and equipment by
$0.4 million

The auditor must ask management to decrease property, plant and equipment by
$0.4 million (2 marks)

193 Inrespect of the computerised wages issue only, select one option from each column which
provides an appropriate conclusion.

Materiality Opinion Wording

Not material Adverse Do not give a true and fair view

Material but not pervasive Disclaimer Give a true and fair view

Material and pervasive Qualified ‘Except for’...give a true and fair view
Unmodified Do not express an opinion

(2 marks)

194 In respect of the lawsuit only, which of the following correctly identifies the implications
for the auditor’s opinion and report?

(¢]

(¢]

(¢]

(¢]

Unmodified opinion with no additional communication
Unmodified opinion with an Emphasis of Matter paragraph
Qualified opinion with Basis for Qualified Opinion

Disclaimer of opinion with Basis for Disclaimer of Opinion (2 marks)

195 Which of the draft extracts for the auditor’s report do not contain the correct wording as per
ISA 700 Forming an Opinion and Reporting on Financial Statements and require amendment?

o 1only

o 2 and 3 only

o 3 only

e} 1,2and 3 (2 marks)
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The following scenario relates to questions 196 — 200

It is 1 July 20X5. You are an audit manager in Shifu & Co responsible for the audit of Panda Co for
the year ended 31 March 20X5. The draft financial statements show revenue of $55 million and
profit before taxation of $5.6 million. Panda Co manufactures chemicals and has a factory and four
offsite storage locations for finished goods. The final audit is almost complete and the financial
statements and auditor’s report are due to be signed next week.

The following two events have occurred subsequent to the year-end. No amendments or
disclosures have been made in the financial statements in respect of the two events.

Event 1 — Defective chemicals

Chemicals are manufactured up to one month before despatch to enable Panda Co to undertake
extensive quality control checks prior to despatch. Testing on 3 April 20X5 found that a batch of
chemicals produced in March 20X5 was defective. The cost of this batch was $850,000. In its current
condition it can be sold at a scrap value of $100,000 with selling costs of $1,000. The costs of
correcting the defect are too significant for Panda Co’s management to consider this an alternative
option.

Event 2 — Explosion

An explosion occurred at the smallest of the four offsite storage locations on 20 April 20X5. This
resulted in some damage to inventory and property, plant and equipment. Panda Co’s management
have investigated the cause of the explosion and believe that they are unlikely to be able to claim
on their insurance. Management of Panda Co has estimated that the value of damaged inventory
and property, plant and equipment was $900,000 and it now has no scrap value.

196 Select the option which correctly identifies whether the events are adjusting or non-adjusting

Event 1 Event 2
o Adjusting Adjusting
o Adjusting Non-adjusting
o Non-adjusting Adjusting
o Non-adjusting Non-adjusting

(2 marks)

197 At what figure should the defective inventory be valued in the financial statements?

o $850,000

o $100,000

o $99,000

o $849,000 (2 marks)
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198 Which THREE of the following procedures should now be performed by the auditor of
Panda Co?

o Obtain written representation from management confirming all subsequent events
have been communicated to the auditor

o Inspect purchase invoices to confirm the cost of the defective inventory

o Review the most recent quality control reports in to identify other instances of
defective inventory included within inventory at 31 March 20X5

o Obtain a schedule of assets damaged in the explosion to determine the amount of loss
incurred

e} Review correspondence with the insurance company regarding the likelihood of a
successful claim (2 marks)

199 Which of the following statements correctly identifies whether or not the events are
material and whether the financial statements should be amended?

Material Amendment
o) Event 1 & Event 2 Event 1 only
o Event 1 only Event 1 only
o Event 2 only Event 2 only
o Event 1 & Event 2 Event 1 & Event 2

(2 marks)

200 Assuming no amendments are made to the financial statements, which of the following
will be included in the auditor’s report for Panda Co?

o Basis for qualified opinion
o Adverse opinion
o Emphasis of matter paragraph
o Key audit matter paragraph
(2 marks)
KAPLAN PUBLISHING 81

www.ACCAGIobalBox.com



Downloaded From "http://www.ACCAGIobalBox.com"

AA: AUDIT AND ASSURANCE

82 KAPLAN PUBLISHING
www.ACCAGIlobalBox.com



Section 2

PRACTICE QUESTIONS

PLANNING AND RISK ASSESSMENT

201 HARLEM [T

Walk in the footsteps of a top tutor

This scenario relates to five requirements.

It is 1 July 20X5. You are an audit supervisor of Brooklyn & Co and are planning the audit of
Harlem Co for the year ending 30 September 20X5. The company has been a client of your
firm for several years and manufactures car tyres, selling its products to wholesalers and
retailers. The audit manager attended a planning meeting with the finance director and has
provided you with the following notes of the meeting and financial statement extracts:

Planning meeting notes

Harlem Co sells approximately 40% of its tyres to wholesale customers. These customers
purchase goods on a sale or return basis. Under the terms of the agreement, wholesale
customers have 60 days during which any returns can be made without penalty. The finance
director has historically assumed a return rate of 10%, however, he now feels that this is
excessive and intends to change this to 5%.

The company purchased a patent on 30 September 20X4 for $800,000, which was capitalised
in the prior year as an intangible asset. This patent gives Harlem Co the exclusive right to
manufacture specialised wet weather tyres for four years. In preparation for the manufacture
of the wet weather tyres, this year the company conducted a review of its plant and
machinery. As part of this review, surplus items of plant and machinery were sold, resulting
in a loss on disposal of $160,000.

In May 20X5, the financial controller of Harlem Co was dismissed after it was alleged that she
had carried out a number of fraudulent transactions against the company. She has
threatened to sue the company for unfair dismissal as she disputes the allegations. The
company has only recently started to investigate the extent of the fraud in order to quantify
the required adjustment.

A problem occurred in June 20X5, during production of a significant batch of tyres, which
affected their quality. The issue was identified prior to any goods being dispatched and
management is investigating whether the issues can be rectified and the tyres can
subsequently be sold.

Harlem Co’s finance director has informed you that in March 20X5 a significant customer was
granted a payment break of six months, as it has been experiencing financial difficulties.
Harlem Co maintains an allowance for trade receivables and it is anticipated that this will
remain at the same level as the prior year.
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The report to management issued by Brooklyn & Co following last year’s audit highlighted
significant deficiencies relating to Harlem Co’s purchases cycle.

The finance director has informed you that the company intends to restructure its debt
finance after the year end and will be looking to consolidate its loans to reduce the overall
cost of borrowing. As a result of the planned restructuring of debt, Harlem Co has not paid
its shareholders a dividend this year, choosing instead to undertake a bonus issue of its $0.50
equity shares.

You have been asked by the audit manager to complete the preliminary analytical review and
she has provided you with the following information:

Financial statement extracts for year ending 30 September

Forecast Actual
20X5 20X4

$000 $000

Revenue 23,200 21,900
Cost of sales 18,700 17,300
Gross profit 4,500 4,600
Finance costs 290 250
Profit before tax 450 850
Intangible asset 800 800
Inventory 2,100 1,600
Long and short-term borrowings 13,000 11,000
Total equity 10,000 9,500

The audit assistant has already calculated some key ratios for Harlem Co which you have
confirmed as accurate. She has ascertained that the trade receivables collection period has
increased from 38 to 51 days.

Required:

(a) Describe the auditor’s responsibilities in relation to the prevention and detection of
fraud and error. (4 marks)

(b) Calculate the FOUR ratios listed in the table below, for BOTH years, to assist you in
planning the audit of Harlem Co. (4 marks)

Note: Formulas are NOT required to be shown.

Ratio 20X5 20X4
Gross profit margin

Inventory holding period

Gearing

Interest cover

(c)  Using the information provided and the ratios calculated, describe EIGHT audit risks
and explain the auditor’s response to each risk in planning the audit of Harlem Co.
(16 marks)
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(d) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the VALUATION of trade receivables in the
current year. (3 marks)

(e) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the DISPOSAL of plant and machinery in the
current year. (3 marks)

(Total: 30 marks)

PEONY m Walk in the footsteps of a top tutor

This scenario relates to two requirements.

You are an audit supervisor of Daffodil & Co and are planning the audit of Peony Co for the
year ending 31 May 20X9. The company is a food retailer with a large network of stores across
the country and four warehouses. The company has been a client of your firm for several
years and the forecast profit before tax is $28.9m. The audit manager has attended a
planning meeting with the finance director and has provided you with the following notes of
the meeting.

Planning meeting notes

Peony Co has an internal audit (IA) department which undertakes controls testing across the
network of stores. Each store is visited at least once every 18 months. The audit manager has
discussed with the finance director that the external audit team may rely on the controls
testing which is undertaken by IA.

During the meeting, the finance director provided some forecast financial information.
Revenue for the year is expected to increase by 3% as compared to 20X8; the gross margin is
expected to increase from 56% to 60%; and the operating margin is predicted to decrease
from 21% to 18%.

Peony Co values inventory in line with industry practice, which is to use selling price less
average profit margin. The directors consider this to be a close approximation to cost.

The company does not undertake a full year-end inventory count and instead undertakes
monthly perpetual inventory counts, each of which covers one-twelfth of all lines in stores
and the warehouses. As part of the interim audit which was completed in January, an audit
junior attended a perpetual inventory count at one of the warehouses and noted that there
were a large number of exceptions where the inventory records showed a higher quantity
than the physical inventory which was present in the warehouse. When discussing these
exceptions with the financial controller, the audit junior was informed that this had been a
recurring issue.

During the year, |A performed a review of the non-current assets physically present in around
one-third of the company’s stores. A number of assets which had not been fully depreciated
were identified as obsolete by this review.

The company launched a significant TV advertising campaign in January 20X9 in order to
increase revenue. The directors have indicated that at the year end a current asset of $0.7m
will be recognised, as they believe that the advertisements will help to boost future sales in
the next 12 months. The last advertisement will be shown on TV in early May 20X9.
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Peony Co decided to outsource its payroll function to an external service organisation. This
service organisation handles all elements of the payroll cycle and sends monthly reports to
Peony Co which detail wages and salaries and statutory obligations.

Peony Co maintained its own payroll records until 31 December 20X8, at which point the
records were transferred to the service organisation.

Peony Co is planning to expand the company by opening three new stores during July 20X9
and in order to finance this, in March 20X9 the company obtained a $3m bank loan. This is
repayable in arrears over five years in quarterly instalments. In preparation for the expansion,
the company is looking to streamline operations in the warehouses and is planning to make
approximately 60 employees redundant after the year end. No decision has been made as to
when this will be announced, but it is likely to be in May 20X9.

Required:
(a) Define and explain materiality and performance materiality. (4 marks)

(b) Describe EIGHT audit risks and explain the auditor’s response to each risk in planning
the audit of Peony Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively. (16 marks)

(Total: 20 marks)

DARIJEELING m Walk in the footsteps of a top tutor

This scenario relates to five requirements.

You are an audit supervisor of Earl & Co and are planning the audit of Darjeeling Co for the
year ending 30 September 20X8. The company develops and manufactures specialist paint
products and has been a client of your firm for several years. The audit manager has attended
a planning meeting with the finance director and has provided you with the following notes
of the meeting and financial statement extracts. You have been asked by the audit manager
to undertake preliminary analytical procedures using the financial statement extracts.

Planning meeting notes

During the year Darjeeling Co has spent $0.9m, which is included within intangible assets, on
the development of new product lines, some of which are in the early stages of their
development cycle. Additionally, as the company is looking to expand production, during the
year it purchased and installed a new manufacturing line. All costs, incurred in the purchase
and installation of that asset, have been included within property, plant and equipment.
These capitalised costs include the purchase price of $2.2m, installation costs of $0.4m and
a five-year servicing and maintenance plan costing $0.5m. In order to finance the
development projects and the new manufacturing line, the company borrowed $4m from
the bank which is to be repaid in instalments over eight years and has an interest rate of 5%.
Developing new products and expanding production is important as the company intends to
undertake a stock exchange listing in the next 12 months.

The company started a number of initiatives during the year in order to boost revenue.
It offered extended credit terms to its customers on the condition that their sales order
guantities were increased.
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In addition, Darjeeling Co made an announcement in October 20X7 of its ‘price promise’: that
it would match the prices of any competitor for similar products purchased. Customers who
are able to prove that they could purchase the products cheaper elsewhere are asked to
claim the difference from Darjeeling Co, within one month of the date of purchase of goods,
via its website. The company intends to include a refund liability of $0.25m, which is based
on the monthly level of claims to date, in the draft financial statements.

The finance director informed the audit manager that a problem arose in June 20X8 in
relation to the mixing of materials within the production process for one particular product
line. A number of these faulty paint products had already been sold and the issue was
identified following a number of complaints from customers about the paint consistency
being incorrect. As a precaution, further sales have been stopped and a product recall has
been initiated for any of these specific paint products sold since June.

Management is investigating whether the paint consistency of the faulty products can be
rectified and subsequently sold.

Financial statement extracts for year ending 30 September

Forecast Actual

20X8 20X7
$000 $000
Revenue 19,850 16,990
Cost of sales (12,440) (10,800)
Gross profit 7,410 6,190
Inventory 1,850 1,330
Trade receivables 2,750 1,780
Bank (810) 560
Trade payables 1,970 1,190

Required:

(a) Explain why analytical procedures are used during THREE stages of an audit.
(3 marks)

(b) Calculate THREE ratios, for BOTH years, which would assist you in planning the audit
of Darjeeling Co. (3 marks)

(c) Using the information provided and the ratios calculated, describe EIGHT audit
risks and explain the auditor’s response to each risk in planning the audit of
Darjeeling Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively. (16 marks)

(d) Describe substantive procedures the auditor should perform in relation to the faulty
paint products held in inventory at the year end. (3 marks)

(e) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate evidence in relation to Darjeeling Co’s revenue. (5 marks)

(Total: 30 marks)
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204 BLACKBERRY [ .. Walk in the footsteps of a top tutor

This scenario relates to two requirements.

You are an audit senior of Loganberry & Co and are planning the audit of Blackberry Co for
the year ending 31 March 20X8. The company is a manufacturer of portable music players
and your audit manager has already had a planning meeting with the finance director.
Forecast revenue is $68.6m and profit before tax is $4.2m.

She has provided you with the following notes of the meeting:
Planning meeting notes

Inventory is valued at the lower of cost and net realisable value. Cost is made up of the
purchase price of raw materials and costs of conversion, including labour, production and
general overheads. Inventory is held in three warehouses across the country.

The company plans to conduct full inventory counts at the warehouses on 2, 3 and 4 April,
and any necessary adjustments will be made to reflect post year-end movements of
inventory. The internal audit team will attend the counts.

During the year, Blackberry Co paid $1.1m to purchase a patent which allows the company
the exclusive right for three years to customise their portable music players to gain a
competitive advantage in their industry. The $1.1m has been expensed in the current year
statement of profit or loss. In order to finance this purchase, Blackberry Co raised $1.2m
through issuing shares at a premium.

In November 20X7, it was discovered that a significant teeming and lading fraud had been
carried out by four members of the receivables ledger department who had colluded. They
had stolen funds from wholesale customer receipts and then to cover this, they allocated
later customer receipts against the older receivables. These employees were all reported to
the police and subsequently dismissed. As a result of the vacancies in the receivables ledger
department, Blackberry Co decided to outsource its receivables ledger processing to an
external service organisation. This service organisation handles all elements of the
receivables ledger cycle, including sales invoicing and chasing of receivables balances and
sends monthly reports to Blackberry Co detailing the sales and receivable amounts.
Blackberry Co ran its own receivables ledger until 31 January 20X8, at which point the records
were transferred to the service organisation.

In December 20X7, the financial accountant of Blackberry Co was dismissed. He had been
employed by the company for nine years, and he has threatened to sue the company for
unfair dismissal. As a result of this dismissal, and until his replacement commences work in
April, the financial accountant’s responsibilities have been adequately allocated to other
members of the finance department. However, for this period no supplier statement
reconciliations or payables ledger control account reconciliations have been performed.

In January 20X7, a receivable balance of $0.9m was written off by Blackberry Co as it was
deemed irrecoverable as the customer had declared itself bankrupt. In February 20X8, the
liquidators handling the bankruptcy of the company publicly announced that it was likely that
most of its creditors would receive a pay-out of 40% of the balance owed. As a result,
Blackberry Co has included a current asset of $360,000 within the statement of financial
position and other income in the statement of profit or loss.
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Required:

(a) Describe Loganberry & Co’s responsibilities in relation to the prevention and
detection of fraud and error. (4 marks)

(b) Describe EIGHT audit risks and explain the auditor’s response to each risk in planning
the audit of Blackberry Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively. (16 marks)

(Total: 20 marks)

PRANCER CONSTRUCTION "0 .. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are an audit supervisor of Cupid & Co, planning the final audit of a new client, Prancer
Construction Co, for the year ending 30 September 20X7. The company specialises in
property construction and providing ongoing annual maintenance services for properties
previously constructed. Forecast profit before tax is $13.8m and total assets are expected to
be $22.3m, both of which are higher than for the year ended 30 September 20X6.

You are required to produce the audit strategy document. The audit manager has met with
Prancer Construction Co’s finance director and has provided you with the following notes, a
copy of the August management accounts and the prior year financial statements.

Meeting notes

The prior year financial statements recognise work in progress of $1.8m, which comprised
property construction in progress as well as ongoing maintenance services for finished
properties. The August 20X7 management accounts recognise $2.1m inventory of completed
properties compared to a balance of $1.4m in September 20X6. A full year-end inventory
count will be undertaken on 30 September at all of the 11 building sites where construction
is in progress. There is not sufficient audit team resource to attend all inventory counts.

In line with industry practice, Prancer Construction Co offers its customers a five-year
building warranty, which covers any construction defects. Customers are not required to pay
any additional fees to obtain the warranty. The finance director anticipates this provision will
be lower than last year as the company has improved its building practices and therefore the
quality of the finished properties.

Customers who wish to purchase a property are required to place an order and pay a 5% non-
refundable deposit prior to the completion of the building. When the building is complete,
customers pay a further 92.5%, with the final 2.5% due to be paid six months later. The
finance director has informed you that although an allowance for receivables has historically
been maintained, it is anticipated that this can be significantly reduced.

Information from management accounts

Prancer Construction Co’s prior year financial statements and August 20X7 management
accounts contain a material overdraft balance. The finance director has confirmed that there
are minimum profit and net assets covenants attached to the overdraft.

A review of the management accounts shows the payables period was 56 days for August
20X7, compared to 87 days for September 20X6. The finance director anticipates that the
September 20X7 payables days will be even lower than those in August 20X7.
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Required:

(a) Describe the process Cupid & Co should have undertaken to assess whether the
PRECONDITIONS for an audit were present when accepting the audit of Prancer
Construction Co. (3 marks)

(b) Identify THREE main areas, other than audit risks, which should be included within
the audit strategy document for Prancer Construction Co, and for each area provide
an example relevant to the audit. (3 marks)

(c) Using all the information provided describe SEVEN audit risks, and explain the
auditor’s response to each risk, in planning the audit of Prancer Construction Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s response
respectively. (14 marks)

(Total: 20 marks)

HURLING | .. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are an audit supervisor of Caving & Co and you are planning the audit of Hurling Co, a
listed company, for the year ending 31 March 20X7. The company manufactures computer
components and forecast profit before tax is $33.6 million and total assets are $79.3 million.

Hurling Co distributes its products through wholesalers as well as via its own website. The
website was upgraded during the year at a cost of $1.1 million. Additionally, the company
entered into a transaction in February to purchase a new warehouse which will cost $3.2
million. Hurling Co’s legal advisers are working to ensure that the legal process will be
completed by the year end. The company issued $5 million of irredeemable preference
shares to finance the warehouse purchase.

During the year the finance director has increased the useful economic lives of fixtures and
fittings from three to four years as he felt this was a more appropriate period. The finance
director has informed the engagement partner that a revised credit period has been agreed
with one of its wholesale customers, as they have been experiencing difficulties with repaying
the balance of $1.2 million owing to Hurling Co. In January 20X7, Hurling Co introduced a new
bonus based on sales targets for its sales staff. This has resulted in a significant number of
new wholesale customer accounts being opened by sales staff. The new customers have been
given favourable credit terms as an introductory offer, provided goods are purchased within
a two-month period. As a result, revenue has increased by 5% on the prior year.

The company has launched several new products this year and all but one of these new
launches have been successful. Feedback on product Luge, launched four months ago, has
been mixed, and the company has just received notice from one of their customers, Petanque
Co, of intended legal action. They are alleging the product sold to them was faulty, resulting
in a significant loss of information and an ongoing detrimental impact on profits. As a
precaution, sales of the Luge product have been halted and a product recall has been initiated
for any Luge products sold in the last four months.

The finance director is keen to announce the company’s financial results to the stock market
earlier than last year and in order to facilitate this, he has asked if the audit could be
completed in a shorter timescale. In addition, the company is intending to propose a final
dividend once the financial statements are finalised.
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Hurling Co’s finance director has informed the audit engagement partner that one of the
company’s non-executive directors (NEDs) has just resigned, and he has enquired if the
partners at Caving & Co can help Hurling Co in recruiting a new NED.

Specifically he has requested the engagement quality control reviewer, who was until last
year the audit engagement partner on Hurling Co, assist the company in this recruitment.
Caving & Co also provides taxation services for Hurling Co in the form of tax return
preparation along with some tax planning advice. The finance director has recommended to
the audit committee of Hurling Co that this year’s audit fee should be based on the company’s
profit before tax. At today’s date, 20% of last year’s audit fee is still outstanding and was due
to be paid three months ago.

Required:
(a) Define audit risk and the components of audit risk. (4 marks)

(b) Describe EIGHT audit risks, and explain the auditor’s response to each risk, in
planning the audit of Hurling Co. (16 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively.

(c) (i) Identify and explain FIVE ethical threats which may affect the independence
of Caving & Co’s audit of Hurling Co, and

(ii)  For each threat, suggest a safeguard to reduce the risk to an acceptable level.

Note: The total marks will be split equally between each part. Prepare your answer
using two columns headed Ethical threat and Possible Safeguard respectively.

(10 marks)
(Total: 30 marks)

CENTIPEDE [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are an audit supervisor of Ant & Co and are planning the final audit of Centipede Co,
which is a listed company, for the year ended 31 December 20X6. The company purchases
consumer packaged goods and sells these through its website and to wholesalers. This is a
new client for your firm and your audit manager has already had a planning meeting with the
finance director and has provided you with the following notes along with financial statement
extracts.

Client background and notes from planning meeting

Rather than undertaking a full year-end inventory count, the company undertakes monthly
perpetual inventory counts, covering one-twelfth of all lines monthly. As part of the interim
audit which was completed earlier in the year, an audit assistant attended a perpetual
inventory count in September and noted that there were a large number of exceptions where
the inventory records were consistently higher than the physical inventory in the warehouse.
When discussing these exceptions with the finance director, the assistant was informed that
this had been a recurring issue all year. In addition, the audit assistant noted that there were
some lines of inventory which, according to the records, were at least 90 days old.
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Centipede Co has a head office where the audit team will be based to conduct the final audit
fieldwork. However, there are four additional sites where some accounting records are
maintained and these sites were not visited during the interim audit. The records for these
sites are incorporated monthly through an interface to the general ledger. A fifth site was
closed down in 20X5, however, the building was only sold in 20X6 at a loss of $825,000.

One of Centipede Co’s wholesale customers is alleging that the company has consistently
failed to deliver goods in a saleable condition and on time, hence it has commenced legal
action against Centipede Co for a loss of profits claim.

The directors have disclosed their remuneration details in the financial statements in line
with International Financial Reporting Standards, which does not require a separate list of
directors’ names and payments. However, in the country in which Centipede Co is based,
local legislation requires disclosure of the names of the directors and the amount of
remuneration payable to each director.

Financial statement extracts for the year ended 31 December:

Draft Final

20X6 20X5

$S000 $000
Revenue 25,230 21,180
Cost of sales (15,840) (14,015)
Gross profit 9,390 7,165
Operating expenses (4,903) (3,245)
Operating profit 4,487 3,920
Inventory 2,360 1,800
Trade receivables 1,590 1,250
Cash - 480
Trade payables 3,500 2,800
Overdraft 580 -

Required:

(a) Describe the matters which Ant & Co should have considered prior to accepting the
audit of Centipede Co. (5 marks)

(b) Calculate SIX ratios, for BOTH years, which would assist you in planning the audit of
Centipede Co. (6 marks)

(c) From a review of the above information and the ratios calculated, describe SEVEN
audit risks and explain the auditor’s response to each risk in planning the audit of
Centipede Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively. (14 marks)
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The finance director of Centipede Co informed Ant & Co that one of the reasons they were
appointed as auditors was because of their knowledge of the industry. Ant & Co audits a
number of other consumer packaged goods companies, including Centipede Co’s main rival.
The finance director has enquired how Ant & Co will keep information obtained during the
audit confidential.

Required:

(d)  Explain the safeguards which Ant & Co should implement to ensure that this conflict
of interest is properly managed. (5 marks)

(Total: 30 marks)

SITIA SPARKLE [} .. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are an audit supervisor of Chania & Co and are planning the audit of your client, Sitia
Sparkle Co which manufactures cleaning products. Its year-end was 31 July 20X6 and the
draft profit before tax is $33.6 million.

You are supervising a large audit team for the first time and will have specific responsibility
for supervising and reviewing the work of the audit assistants in your team.

Sitia Sparkle Co purchases most of its raw materials from suppliers in Africa and these goods
are shipped directly to the company’s warehouse and the goods are usually in transit for up
to three weeks. The company has incurred $1.3 million of expenditure on developing a new
range of cleaning products which are due to be launched into the market place in November
20X6. In September 20X5, Sitia Sparkle Co also invested $0.9 million in a complex piece of
plant and machinery as part of the development process. The full amount has been
capitalised and this cost includes the purchase price, installation costs and training costs.

This year, the bonus scheme for senior management and directors has been changed so that
rather than focusing on profits, it is instead based on the value of year-end total assets. In
previous years an allowance for receivables, made up of specific balances, which equalled
almost 1% of trade receivables was maintained. However, the finance director feels that this
is excessive and unnecessary and has therefore not included it for 20X6 and has credited the
opening balance to the profit or loss account.

A new general ledger system was introduced in May 20X6; the finance director has stated
that the data was transferred and the old and new systems were run in parallel until the end
of August 20X6. As a result of the additional workload on the finance team, a number of
control account reconciliations were not completed as at 31 July 20X6, including the bank
reconciliation. The finance director is comfortable with this as these reconciliations were
completed successfully for both June and August 20X6. In addition, the year-end close down
of the payables ledger was undertaken on 8 August 20X6.

Required:
(a) Explain the benefits of audit planning. (4 marks)

(b) Describe SIX audit risks, and explain the auditor’s response to each risk, in planning
the audit of Sitia Sparkle Co.

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively. (12 marks)
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(c) Inline with ISA 220 Quality Control for an Audit of Financial Statements, describe the
audit supervisor’s responsibilities in relation to supervising and reviewing the audit
assistants’ work during the audit of Sitia Sparkle Co. (4 marks)

(Total: 20 marks)

209 AQUAMARINE [ '. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are an audit supervisor of Amethyst & Co and are currently planning the audit of your
client, Aquamarine Co (Aquamarine) which manufactures elevators. Its year-end is 31 July
20X6 and the forecast profit before tax is $15.2 million.

The company undertakes continuous production in its factory, therefore at the year-end it is
anticipated that work in progress will be approximately $950,000. In order to improve the
manufacturing process, Aquamarine placed an order in April for $720,000 of new plant and
machinery; one third of this order was received in May with the remainder expected to be
delivered by the supplier in late July or early August.

At the beginning of the year, Aquamarine purchased a patent for $1.3 million which gives
them the exclusive right to manufacture specialised elevator equipment for five years. In
order to finance this purchase, Aquamarine borrowed $1.2 million from the bank which is
repayable over five years.

In January 20X6 Aguamarine outsourced its payroll processing to an external service
organisation, Coral Payrolls Co (Coral). Coral handles all elements of the payroll cycle and
sends monthly reports to Aquamarine detailing the payroll costs. Aquamarine ran its own
payroll until 31 December 20X5, at which point the records were transferred over to Coral.

The company has a policy of revaluing land and buildings and the finance director has
announced that all land and buildings will be revalued at the year-end. During a review of the
management accounts for the month of May 20X6, you have noticed that receivables have
increased significantly on the previous year-end and against May 20X5.

The finance director has informed you that the company is planning to make approximately
65 employees redundant after the year-end. No decision has been made as to when this will
be announced, but it is likely to be prior to the year-end.

Required:

(a) Define audit risk and the components of audit risk. (5 marks)

(b) Describe SIX audit risks, and explain the auditor’s response to each risk, in planning
the audit of Aquamarine Co. (12 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively.

(c) Explain the additional factors Amethyst & Co should consider during the audit in
relation to Aquamarine Co’s use of the payroll service organisation. (3 marks)

(Total: 20 marks)
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210 VENUS [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

ISA 210 Agreeing the Terms of Audit Engagements requires auditors to agree the terms of an
engagement with those charged with governance and formalise these in an engagement
letter.

Required:

(a) Identify and explain TWO factors which would indicate that an engagement letter
for an existing audit client should be revised. (2 marks)

(b) List SIX matters which should be included within an audit engagement letter.
(3 marks)

You have been asked by the audit engagement partner to gain an understanding about the
new client as part of the planning process.

Required:

(c) Identify FIVE sources of information relevant to gaining an understanding and
describe how this information will be used by the auditor. (5 marks)

You are an audit supervisor of Pluto & Co and are currently planning the audit of your client,
Venus Magnets Co (Venus) which manufactures decorative magnets. Its year-end is
31 December 20X5 and the forecast profit before tax is $9.6 million.

During the year, the directors reviewed the useful lives and depreciation rates of all classes
of plant and machinery. This resulted in an overall increase in the asset lives and a reduction
in the depreciation charge for the year.

Inventory is held in five warehouses and on 28 and 29 December a full inventory count will
be held with adjustments for movements to the year-end. This is due to a lack of available
staff on 31 December. In October, there was a fire in one of the warehouses; inventory of
$0.9 million was damaged and this has been written down to its scrap value of $0.2 million.
Aninsurance claim has been submitted for the difference of $0.7 million. Venus is still waiting
to hear from the insurance company with regards to this claim, but has included the
insurance proceeds within the statement of profit or loss and the statement of financial
position.

The finance director has informed the audit manager that the October and November bank
reconciliations each contained unreconciled differences; however, he considers the overall
differences involved to be immaterial.

A directors’ bonus scheme was introduced during the year which is based on achieving a
target profit before tax. In order to finalise the bonus figures, the finance director of Venus
would like the audit to commence earlier so that the final results are available earlier this
year.

Required:

(d)  Describe FIVE audit risks, and explain the auditor’s response to each risk, in planning
the audit of Venus Magnets Co. (10 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s response
respectively.

(Total: 20 marks)
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211 SYCAMORE [} .. Walk in the footsteps of a top tutor

Question debrief

This scenario relates to four requirements.

You are the audit supervisor of Maple & Co and are currently planning the audit of an existing
client, Sycamore Science Co (Sycamore), whose year-end was 30 April 20X5. Sycamore is a
pharmaceutical company, which manufactures and supplies a wide range of medical
supplies. The draft financial statements show revenue of $35.6 million and profit before tax
of $5.9 million.

Sycamore’s previous finance director left the company in December 20X4 after it was
discovered that he had been claiming fraudulent expenses from the company for a significant
period of time. A new finance director was appointed in January 20X5 who was previously a
financial controller of a bank, and she has expressed surprise that Maple & Co had not
uncovered the fraud during last year’s audit.

During the year Sycamore has spent $1.8 million on developing several new products. These
projects are at different stages of development and the draft financial statements show the
full amount of $1.8 million within intangible assets. In order to fund this development,
$2.0 million was borrowed from the bank and is due for repayment over a ten-year period.
The bank has attached minimum profit targets as part of the loan covenants.

The new finance director has informed the audit partner that since the year-end there has
been an increased number of sales returns and that in the month of May over $0.5 million of
goods sold in April were returned.

Maple & Co attended the year-end inventory count at Sycamore’s warehouse. The auditor
present raised concerns that during the count there were movements of goods in and out
the warehouse and this process did not seem well controlled.

During the year, a review of plant and equipment in the factory was undertaken and surplus
plant was sold, resulting in a profit on disposal of $210,000.

Required:

(a) State Maples & Co’s responsibilities in relation to the prevention and detection of
fraud and error. (5 marks)

(b) Describe EIGHT audit risks, and explain the auditor’s response to each risk, in
planning the audit of Sycamore Science Co. (16 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s response
respectively.

(c) Explain the quality control procedures that Maple & Co should have in place during
the engagement performance. (5 marks)

(d) Sycamore’s new finance director has read about review engagements and is interested
in the possibility of Maple & Co undertaking these in the future. However, she is unsure
how these engagements differ from an external audit and how much assurance would
be gained from this type of engagement.
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Required:

(i) Explain the purpose of review engagements and how these differ from
external audits; and (2 marks)

(ii) Describe the level of assurance provided by external audits and review
engagements. (2 marks)

(Total: 30 marks)

Calculate your allowed time, allocate the time to the separate parts...............

212 RECORDER COMMUNICATIONS [} .. Walk in the footsteps of a top tutor

This scenario relates to five requirements.

(a) ISA 300 Planning an Audit of Financial Statements provides guidance to auditors.
Planning an audit involves establishing the overall audit strategy for the engagement
and developing an audit plan. Adequate planning benefits the audit of financial
statements in several ways.

Required:
Explain the importance of audit planning. (5 marks)

Recorder Communications Co (Recorder) is a large mobile phone company which operates a
network of stores in countries across Europe. The company’s year-end is 30 June. You are the
audit senior of Piano & Co. Recorder is a new client and you are currently planning the audit
with the audit manager. You have been provided with the following planning notes from the
audit partner following his meeting with the finance director.

Recorder purchases goods from a supplier in South Asia and these goods are shipped to the
company’s central warehouse. The goods are usually in transit for two weeks and the
company correctly records the goods when received. Recorder does not undertake a year-
end inventory count, but carries out monthly continuous (perpetual) inventory counts and
any errors identified are adjusted in the inventory system for that month. Manufacturers
regularly bring out new models of mobile phones. When this happens, the old models have
to be sold at a significant discount as customers usually want the latest model. Recorder has
a number of older models in inventory.

During the year the company introduced a bonus based on sales for its sales persons. The
bonus target was based on increasing the number of customers signing up for 24-month
phone line contracts. This has been successful and revenue has increased by 15%, especially
in the last few months of the year. The level of receivables is considerably higher than last
year and there are concerns about the creditworthiness of some customers.

Recorder has a policy of revaluing its land and buildings and this year has updated the
valuations of all land and buildings.

During the year the directors have each been paid a significant bonus, and they have included
this within wages and salaries. Separate disclosure of the bonus is required by local
legislation.
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Required:

(b) Describe SEVEN audit risks, and explain the auditor’s response to each risk, in
planning the audit of Recorder Communications Co. (14 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s response
respectively.

(c) Explain the audit procedures you should perform in order to place reliance on the
continuous (perpetual) counts for year-end inventory. (3 marks)

(d) Describe substantive procedures you should perform to confirm the directors’ bonus
payments included in the financial statements. (4 marks)

The audit of Recorder is nearly complete and the auditor’s report is due to be signed next
week. The directors are refusing to adjust the valuation of inventory to the lower of cost and
net realisable value. The difference is considered to have a material effect on the financial
statements.

(e) Describe the impact on the auditor’s report if the issue remains unresolved.
(4 marks)

(Total: 30 marks)

KANGAROO CONSTRUCTION K .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are the audit senior of Rhino & Co and you are planning the audit of Kangaroo
Construction Co (Kangaroo) for the year ended 31 March 20X3. Kangaroo specialises in
building houses and provides a five-year building warranty to its customers. Your audit
manager has held a planning meeting with the finance director. He has provided you with
the following notes of his meeting and financial statement extracts:

Kangaroo has had a difficult year; house prices have fallen and, as a result, revenue has
dropped. In order to address this, management has offered significantly extended credit
terms to their customers. However, demand has fallen such that there are still some
completed houses in inventory where the selling price may be below cost. Cash flow issues
have been alleviated partly due to the requirement for customers to pay a deposit of $5,000
to secure the house they wish to buy. The deposit is refundable until the house is 75%
complete. At this stage the house is deemed to be built to the customer’s specification and
the deposit becomes non-refundable.

During the year, whilst calculating depreciation, the directors extended the useful lives of
plant and machinery from three years to five years. This reduced the annual depreciation
charge.

The directors need to meet a target profit before interest and taxation of $S0.5 million in order
to be paid their annual bonus. In addition, to try and improve profits, Kangaroo changed their
main material supplier to a cheaper alternative. This has resulted in some customers claiming
on their building warranties for extensive repairs. To help with operating cash flow, the
directors borrowed $1 million from the bank during the year. This is due for repayment at
the end of 20X3.
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Financial statement extracts for year ended 31 March

DRAFT ACTUAL
20X3 20X2
Sm Sm

Revenue 12.5 15.0
Cost of sales (7.0) (8.0)
Gross profit 5.5 7.0
Operating expenses (5.0) (5.1)
Profit before interest and taxation 0.5 1.9
Inventory 1.9 1.4
Receivables 3.1 2.0
Cash 0.8 1.9
Trade payables 1.6 1.2
Loan 1.0 -

Required:

(a) Explain the concepts of materiality and performance materiality in accordance with
ISA 320 Materiality in Planning and Performing an Audit. (5 marks)

(b) Calculate SIX ratios, for BOTH years, which would assist the audit senior in planning
the audit of Kangaroo Construction Co. (6 marks)

(c) Using the information provided and the ratios calculated, identify and describe
SEVEN audit risks and explain the auditor’s response to each risk in planning the
audit of Kangaroo Construction Co. (14 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s response
respectively.

The audit of Kangaroo Construction is nearly complete and the auditor’s report is due to be
signed next week. Your audit work discovered that the warranty provision of $0.6m should
be increased to $0.9m as a result of the increase in claims. The directors are refusing to make

this adjustment.

Required:

(d)  Discuss the issue and describe the impact on the auditor’s report if the issue remains
unresolved. (5 marks)

(Total: 30 marks)
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214 REDSMITH [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

(a) In agreeing the terms of an audit engagement, the auditor is required to agree the
basis on which the audit is to be carried out. This involves establishing whether the
preconditions for an audit are present and confirming that there is a common
understanding between the auditor and management of the terms of the engagement.

Required:

Describe the process the auditor should undertake to assess whether the
PRECONDITIONS for an audit are present. (3 marks)

(b) List FOUR examples of matters the auditor may consider when obtaining an
understanding of the entity. (2 marks)

You are the audit senior of White & Co and are planning the audit of Redsmith Co for the year
ended 30 September 20X5. The company produces printers and has been a client of your firm
for two years. Your audit manager has already had a planning meeting with the finance
director. He has provided you with the following notes of his meeting and financial statement
extracts.

Redsmith’s management were disappointed with the 20X4 results and so in 20X5 undertook
a number of strategies to improve the trading results. This included the introduction of a
generous sales-related bonus scheme for their salesmen and a high profile advertising
campaign. In addition, as market conditions are difficult for their customers, they have
extended the credit period given to them.

The finance director of Redsmith has reviewed the inventory valuation policy and has
included additional overheads incurred this year as he considers them to be production
related. He is happy with the 20X5 results and feels that they are a good reflection of the
improved trading levels.

Financial statement extracts for year ended 30 September
DRAFT ACTUAL

20X5 20X4
Sm Sm
Revenue 23.0 18.0
Cost of Sales (11.0) (10.0)
Gross profit 12.0 8.0
Operating expenses (7.5) (4.0)
Profit before interest and taxation 4.5 4.0
Inventory 2.1 1.6
Receivables 4.5 3.0
Cash - 2.3
Trade payables 1.6 1.2
Overdraft 0.9 -
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Required:

(c) Calculate FIVE ratios, for BOTH years, which would assist the audit senior in planning
the audit of Redsmith Co. (5 marks)

(d) Using the information provided and the ratios calculated, describe FIVE audit
risks and explain the auditor’s response to each risk in planning the audit of
Redsmith Co. (10 marks)

Note: Prepare your answer using two columns headed Audit risk and Auditor’s
response respectively.

(Total: 20 marks)

INTERNAL CONTROLS

215 AMBERJACK [ .. Walk in the footsteps of a top tutor

This scenario relates to two requirements.

Amberjack Co manufactures and distributes car tyres to a wide customer base both in its
country and across the rest of the continent. Its year end was 30 April 20X5. It is 1 July 20X5.
You are an audit manager of Pinfish & Co and you are reviewing extracts of the
documentation describing Amberjack Co’s sales and dispatch system following completion of
the interim audit.

Amberjack Co has grown in size over the previous 18 months. All new customers undergo
credit checks prior to being accepted and credit limits are subsequently set by the receivables
ledger clerks who record the new customer details, assign a unique customer number and
set credit limits in the master data file. The company’s credit controller is currently on
secondment to the internal audit department for six months and no replacement has been
appointed.

Customers wishing to order goods, telephone the company’s sales order department and
provide their unique account details. Sequentially numbered four-part sales orders are
generated for all orders, after checking available inventory levels. One copy is retained by the
sales ordering team to enable them to monitor progress of the sales orders, one copy is sent
to the customer, one copy is sent to one of the company’s warehouses for dispatch and the
final copy is sent to the finance department. Upon dispatch, a three-part goods dispatch note
(GDN) is completed which is assigned the same sequential number as the order number; one
copy is sent with the goods, one remains with the warehouse and one is sent to the finance
department.

Due to the recent growth of the company, and as there are a large number of sales invoices,
additional temporary staff members have been appointed to help the sales clerks to produce
the sales invoices. The sales invoices are prepared using quantities from the GDNs and prices
from the authorised sales prices list, which is updated every six months. This year, in line with
its main competitors, the company offered a 10% discount on all orders placed during one
weekend in late November. Where a discount has been given, this has to be manually
entered by the sales clerks onto the sequentially numbered invoice.

Customer statements are no longer being generated and sent out. The company only
reconciles the receivables ledger control account at the end of April in order to verify the
year-end balance.
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Required:
(a) List FOUR control objectives of Amberjack Co's sales and dispatch system. (4 marks)

(b) As the external auditor of Amberjack Co, write a report to management in respect of
the sales and dispatch system described which:

(i) Identifies and explains SEVEN deficiencies in the sales and dispatch system and
recommends a control to address each of these deficiencies; and

(ii)  Includes a covering letter

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively. The total marks will be split equally between each part.

Two marks will be awarded within this requirement for the covering letter.
(16 marks)
(Total: 20 marks)

FREESIA [ ) .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

(a) Auditors are required to document a company’s accounting and internal control
systems as part of their audit process. Two methods available for documenting internal
control systems are narrative notes and questionnaires.

Required:

For each of the two methods, NARRATIVE NOTES and QUESTIONNAIRES:

(i) Describe the method for documenting internal control systems; and

(ii)  Explain an ADVANTAGE of using this method.

Note: The total marks will be split equally between each part. (4 marks)

Freesia Co is a company listed on a stock exchange. It manufactures furniture which it
supplies to a wide range of retailers across the region. The company has an internal audit (I1A)
department and the company’s year end is 30 June 20X9. You are an audit supervisor with
Zinnia & Co, preparing the draft audit programmes and reviewing extracts from the internal
controls documentation in preparation for the interim audit.

Sales

Freesia Co generates revenue through visits by its sales staff to customers’ premises. Sales
ledger clerks, who work at head office, carry out credit checks on new customers prior to
being accepted and then set their credit limits. Sales staff visit retail customers’ sites
personally and orders are completed using a four-part pre-printed order form. One copy is
left with the customer, a second copy is returned to the sales ordering department, the third
is sent to the warehouse and the fourth to the finance department at head office. Each sales
order number is based on the sales person’s own identification number in order to facilitate
monitoring of sales staff performance.

Retail customers are given payment terms of 30 days and most customers choose to pay their
invoices by bank transfer. Each day Lily Shah, a finance clerk, posts the bank transfer receipts
from the bank statements to the cash book and updates the sales ledger. On a monthly basis,
she performs the bank reconciliation.
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Purchases and inventory

Receipts of raw materials and goods from suppliers are processed by the warehouse team at
head office, who agree the delivery to the purchase order, check the quantity and quality of
goods and complete a sequentially numbered goods received note (GRN). The GRNs are sent
to the finance department daily. On receipt of the purchase invoice from the supplier, Camilla
Brown, the purchase ledger clerk, matches it to the GRN and order and the three documents
are sent for authorisation by the appropriate individual. Once authorised, the purchase
invoices are logged into the purchase ledger by Camilla, who utilises document count
controls to ensure the correct number of invoices has been input.

The company values its inventory using standard costs, both for internal management
reporting and for inclusion in the year-end financial statements. The basis of the standard
costs was reviewed approximately 18 months ago.

Payroll

Freesia Co employs a mixture of factory staff, who work a standard shift of eight hours a day,
and administration and sales staff who are salaried. All staff are paid monthly by bank
transfer. Occasionally, overtime is required of factory staff. Where this occurs, details of
overtime worked per employee is collated and submitted to the payroll department by a
production clerk. The payroll department pays this overtime in the month it occurs. At the
end of each quarter, the company’s payroll department sends overtime reports which detail
the amount of overtime worked to the production director for their review.

Freesia Co’s payroll package produces a list of payments per employee which links into the
bank system to produce a list of automatic bank transfer payments. The finance director
reviews the total to be paid on the list of automatic payments and compares this to the total
payroll amount to be paid for the month per the payroll records. If any issues arise, then the
automatic bank transfer can be manually changed by the finance director.

Required:
(b) Inrespect of the internal controls of Freesia Co:
(i) Identify and explain SIX deficiencies

(ii) Recommend a control to address each of these deficiencies, and

(iii) Describe a TEST OF CONTROL the external auditors should perform to assess if
each of these controls, if implemented, is operating effectively to reduce the
identified deficiency.

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation and Test of control respectively. The total marks will be split equally
between each part. (18 marks)
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Freesia Co deducts employment taxes from its employees’ wages and salaries on a monthly
basis and pays these to the local taxation authorities in the following month. At the year end,
the financial statements will contain an accrual for employment tax payable.

Required:

(c) Describe the substantive procedures the auditor should perform to obtain sufficient
and appropriate audit evidence in respect of Freesia Co’s year-end accrual for
employment tax payable. (4 marks)

The listing rules of the stock exchange require compliance with corporate governance
principles and the directors of Freesia Co are confident that they are following best practice
in relation to this. However, the chair recently received correspondence from a shareholder,
who is concerned that the company is not fully compliant. The company’s finance director
has therefore requested a review of the company’s compliance with corporate governance
principles.

Freesia Co has been listed for over eight years and its board comprises four executive and
four independent non-executive directors (NEDs), excluding the chair. An audit committee
comprised of the NEDs and the finance director meets each quarter to review the company’s
internal controls.

The directors’ remuneration is set by the finance director. NEDs are paid a fixed fee for their
services and executive directors are paid an annual salary as well as a significant annual bonus
based on Freesia Co’s profits. The company’s chair does not have an executive role and so
she has sole responsibility for liaising with the shareholders and answering any of their
guestions.

Required:

(d) Describe TWO corporate governance weaknesses faced by Freesia Co and provide a
recommendation to address each weakness to ensure compliance with corporate
governance principles.

Note: Prepare your answer using two columns headed Weakness and Recommendation
respectively. (4 marks)

(Total: 30 marks)

217 CAMOMILE [ .. Walk in the footsteps of a top tutor

This scenario relates to two requirements.

(a) ISA 260 Communication with Those Charged with Governance provides guidance to
auditors in relation to communicating with those charged with governance on matters
arising from the audit of an entity’s financial statements.

Required:

(i) Explain why it is important for auditors to communicate throughout the audit
with those charged with governance; and

(ii) Identify TWO examples of matters which the auditor may communicate to
those charged with governance.

Note: The total marks will be split equally between each part. (4 marks)
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(b) Camomile Co operates six restaurant and bar venues which are open seven days a
week. The company’s year end is 31 December 20X8. You are the audit supervisor
reviewing the internal controls documentation in relation to the cash receipts and
payments system in preparation for the interim audit, which will involve visiting a
number of the venues as well as the head office. The company has a small internal
audit (1A) department based at head office.

The purchasing department based at the company’s head office is responsible for
ordering food and beverages for all six venues. In addition, each venue has a petty cash
float of $400, held in the safe, which is used for the purchase of sundry items. When
making purchases of sundries, employees are required to obtain the funds from the
restaurant manager, purchase the sundries and return any excess money and the
receipt to the manager. At any time the petty cash sum held and receipts should equal
the float of $400 but it has been noted by the company’s IA department that on some
occasions this has not been the case.

Each venue has five cash tills (cash registers) to take payments from customers. Three
are located in the bar area and two in the restaurant area. Customers can pay using
either cash or a credit card and for any transaction either the credit card vouchers or
cash are placed in the till by the employee operating the till. To speed up the payment
process, each venue has a specific log on code which can be used to access all five tills
and is changed every two weeks.

At each venue at the end of the day, the tills are closed down by the restaurant
manager who counts the total cash in all five tills and the sum of the credit card
vouchers and these totals are reconciled with the aggregated daily readings of sales
taken from each till. Any discrepancies are noted on the daily sales sheet. The daily
sales sheet records the sales per the tills, the cash counted and the total credit card
vouchers as well as any discrepancies. These sheets are scanned and emailed to the
cashier at head office at the end of each week.

Approximately 30% of Camomile Co’s customers pay in cash for their restaurant or bar
bills. Cash is stored in the safe at each venue on a daily basis after the sales
reconciliation has been undertaken. Each safe is accessed via a key which the
restaurant manager has responsibility for. Each key is stored in a drawer of the
manager’s desk when not being used. Cash is transferred to the bank via daily
collection by a security company.

The security company provides a receipt for the sums collected, and these receipts are
immediately forwarded to head office. The credit card company remits the amounts
due directly into Camomile Co’s bank account within two days of the transaction.

At head office, on receipt of the daily sales sheets and security company receipts, the
cashier agrees the cash transferred by the security company has been banked for all
venues. She agrees the cash per the daily sales sheets to bank deposit slips and to the
bank statements. The cashier updates the cash book with the cash banked and details
of the credit card vouchers from the daily sales sheets. On a monthly basis, the credit
card company sends a statement of all credit card receipts from the six venues which
is filed by the cashier.

Every two months, the cashier reconciles the bank statements to the cash book. The
reconciliations are reviewed by the financial controller who evidences her review by
signature and these are filed in the accounts department. All purchases of food and
beverages for the venues are paid by bank transfer. At the relevant payment dates,
the finance director is given the total amount of the payments list which he authorises.
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Required:

Identify and explain EIGHT DEFICIENCIES in Camomile Co’s cash receipts and
payments system and provide a recommendation to address each of these
deficiencies.

Note: Prepare your answer using two columns headed Control deficiencies and Control
recommendation respectively. (16 marks)

(Total: 20 marks)

218 RASPBERRY [} '. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Raspberry Co operates an electric power station, which produces electricity 24 hours a day,
seven days a week. The company’s year end is 30 June 20X8. You are an audit manager of
Grapefruit & Co, the auditor of Raspberry Co. The interim audit has been completed and you
are reviewing the documentation describing Raspberry Co’s payroll system.

Systems notes — payroll

Raspberry Co employs over 250 people and approximately 70% of the employees work in
production at the power station. There are three shifts every day with employees working eight
hours each. The production employees are paid weekly in cash. The remaining 30% of employees
work at the head office in non-production roles and are paid monthly by bank transfer.

The company has a human resources (HR) department, responsible for setting up all new
joiners. Pre-printed forms are completed by HR for all new employees and, once verified, a
copy is sent to the payroll department for the employee to be set up for payment. This form
includes the staff member’s employee number and payroll cannot set up new joiners without
this information.

To encourage staff to attend work on time for all shifts, Raspberry Co introduced a
discretionary bonus, paid every three months, for production staff. The production
supervisors determine the amounts to be paid and notify the payroll department. This
quarterly bonus is entered into the system by a clerk and each entry is checked by a senior
clerk for input errors prior to processing. The senior clerk signs the bonus listing as evidence
of undertaking this review.

Production employees are issued with clock cards and are required to swipe their cards at
the beginning and end of their shift. This process is supervised by security staff 24 hours a
day. Each card identifies the employee number and links into the hours worked report
produced by the payroll system, which automatically calculates the gross and net pay along
with relevant deductions. These calculations are not checked.

In addition to tax deductions from pay, some employees’ wages are reduced for such items
as repayments of student loans owed to the central government. All employers have a
statutory obligation to remit funds on a timely basis and to maintain accounting records
which reconcile with annual loan statements sent by the government to employers. At
Raspberry Co student loan deduction forms are completed by the relevant employee and
payments are made directly to the government until the employee notifies HR that the loan
has been repaid in full.

On a quarterly basis, exception reports relating to changes to the payroll standing data are
produced and reviewed by the payroll director.
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No overtime is worked by employees. Employees are entitled to take 28 holiday days
annually. Holiday request forms are required to be completed and authorised by relevant
line managers, however, this does not always occur.

On a monthly basis, for employees paid by bank transfer, the senior payroll manager reviews
the list of bank payments and agrees this to the payroll records prior to authorising the
payment. If any errors are noted, the payroll senior manager amends the records.

For production employees paid in cash, the necessary amount of cash is delivered weekly
from the bank by a security company. Two members of the payroll department produce the
pay packets, one is responsible for preparing them and the other checks the finished pay
packets. Both members of staff are required to sign the weekly payroll listing on completion
of this task. The pay packets are then delivered to the production supervisors, who distribute
them to employees at the end of the employees’ shift, as they know each member of their
production team.

Monthly management accounts are produced which detail variances between budgeted
amounts and actual. Revenue and key production costs are detailed, however, as there are
no overtime costs, wages and salaries are not analysed.

Required:
(a) Inrespect of the payroll system of Raspberry Co:

(i) Identify and explain FIVE KEY CONTROLS which the auditor may seek to place
reliance on; and

(ii) Describe a TEST OF CONTROL the auditor should perform to assess if each of
these key controls is operating effectively.

Note: Prepare your answer using two columns headed Key control and Test of control
respectively. The total marks will be split equally between each part.
(10 marks)

(b) Identify and explain FIVE DEFICIENCIES in Raspberry Co’s payroll system and provide
a recommendation to address each of these deficiencies.

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively. (10 marks)

The finance director is interested in establishing an internal audit department (IAD). In the
company she previously worked for the IAD carried out inventory counts, however, as this is
not relevant for Raspberry Co, she has asked for guidance on what other assignments an IAD
could be asked to perform.

Required:

(c) Describe assignments the internal audit department of Raspberry Co could carry out.
(5 marks)

Raspberry Co deducts employment taxes from its employees’ wages on a weekly/monthly basis
and pays these to the local taxation authorities in the following month. At the year end the
financial statements will contain an accrual for income tax payable on employment income.

Required:

(d) Describe the substantive procedures the auditor should perform to confirm the year-
end accrual for tax payable on employment income. (5 marks)

(Total: 30 marks)
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219 COMET PUBLISHING § .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are an audit supervisor of Halley & Co and you are reviewing the documentation
describing Comet Publishing Co’s purchases and payables system in preparation for the
interim and final audit for the year ending 30 September 20X7. The company is a retailer of
books and has ten stores and a central warehouse, which holds the majority of the company’s
inventory.

Your firm has audited Comet Publishing Co for a number of years and as such, audit
documentation is available from the previous year’s file, including internal control flowcharts
and detailed purchases and payables system notes. As far as you are aware, Comet Publishing
Co’s system of internal control has not changed in the last year. The audit manager is keen
for the team to utilise existing systems documentation in order to ensure audit efficiency. An
extract from the existing systems notes is provided below.

Extract of purchases and payables system

Store managers are responsible for ordering books for their shop. It is not currently possible
for store managers to request books from any of the other nine stores. Customers who wish
to order books, which are not in stock at the branch visited, are told to contact the other
stores directly or visit the company website. As the inventory levels fall in a store, the store
manager raises a purchase requisition form, which is sent to the central warehouse. If there
is insufficient inventory held, a supplier requisition form is completed and sent to the
purchase order clerk, Oliver Dancer, for processing. He sends any orders above $1,000 for
authorisation from the purchasing director.

Receipts of goods from suppliers are processed by the warehouse team, who agree the
delivery to the purchase order, checking quantity and quality of goods and complete a
sequentially numbered goods received note (GRN). The GRNs are sent to the accounts
department every two weeks for processing.

On receipt of the purchase invoice from the supplier, an accounts clerk matches it to the
GRN. The invoice is then sent to the purchase ordering clerk, Oliver, who processes it for
payment. The finance director is given the total amount of the payments list, which she
authorises and then processes the bank payments. Due to staff shortages in the accounts
department, supplier statement reconciliations are no longer performed.

Other information — conflict of interest

Halley & Co has recently accepted the audit engagement of a new client, Edmond Co, who is
the main competitor of Comet Publishing Co. The finance director of Comet Publishing Co
has enquired how Halley & Co will keep information obtained during the audit confidential.

Required:

(a) Explain the safeguards which Halley & Co should implement to ensure that the
identified conflict of interest is properly managed. (5 marks)

(b) Explain the steps the auditor should take to confirm the accuracy of the purchases
and payables flowcharts and systems notes currently held on file. (5 marks)
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(c) Inrespect of the purchases and payables system of Comet Publishing Co:
(i) Identify and explain FIVE deficiencies
(ii) Recommend a control to address each of these deficiencies, and

(iii) Describe a TEST OF CONTROL the auditor should perform to assess if each of
these controls, if implemented, is operating effectively to reduce the identified
deficiency.

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation, and Test of control respectively. The total marks will be split equally
between each part. (15 marks)

(d) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate evidence in relation to Comet Publishing Co’s purchases and other
expenses. (5 marks)

(Total: 30 marks)

EQUESTRIAN m Walk in the footsteps of a top tutor

This scenario relates to three requirements.

(@) ISA 315 Identifying and Assessing the Risks of Material Misstatement through
Understanding the Entity and Its Environment requires auditors to obtain an understanding
of control activities relevant to the audit.

Control activities are the policies and procedures which help ensure that management
directives are carried out.

Required:

Describe FOUR different types of control activities and, for each type, provide an example
control a company may implement. (4 marks)

Equestrian Co manufactures smartphones and tablets. Its main customers are retailers who
then sell to the general public. The company’s manufacturing is spread across five sites and
goods are stored in its nine warehouses located across the country.

You are an audit supervisor of Baseball & Co and in preparation for the forthcoming audit for
the year ending 30 June 20X7, you are reviewing the following notes your audit manager has
provided you with in relation to the company’s internal controls.

Equestrian Co has a small internal audit (IA) department. During the year, IA started a
programme of physically verifying the company’s assets and comparing the results to the
non-current assets register, as this type of reconciliation had not occurred for some time. To
date only 15% of assets have had their existence confirmed as IA has experienced significant
staff shortages.

During the year, Equestrian Co conducted an extensive reorganisation of its manufacturing
process to improve efficiency. Due to the significant number of employee changes required,
the human resources department (HR) has been very busy and to ease their workload during
this period, the payroll department has assisted by setting up any new employees who have
joined the company. In January 20X7, the wage rate paid to employees was increased by the
HR director and he notified payroll by emailing the payroll supervisor.
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A new receivables ledger system was introduced in May 20X6 and will continue to be run in
parallel with the old system until IA has completed its checks between the two systems. New
customers obtained by the sales team are required to undergo a full credit check. On the
basis of this, a credit limit is proposed by sales staff and approved by the sales director and
these credit limits remain static in the sales system.

Monthly perpetual inventory counts are undertaken at each of the nine warehouses, as a full
year-end inventory count is too disruptive for the company. High value items are stored in a
secure area in each warehouse. Access is via a four digit code, which for convenience is the
same across all sites. Due to the company’s reorganisation programme, some of the monthly
inventory counts were not performed.

Bank reconciliations are undertaken monthly by an accounts clerk and details of all
reconciling items are included. Where the sum of the reconciling items is significant, the
reconciliation is sent to the financial controller for review. In order to maximise cash
balances, the finance director approves all purchase invoices for payment 75 days after
receipt of the invoice.

Required:

(b) Identify and explain EIGHT deficiencies in Equestrian Co’s internal controls and
provide a recommendation to address each of these deficiencies. (16 marks)

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively.

The directors feel that the internal audit team needs to increase in size and specialist skills
are required, but they are unsure whether to recruit more internal auditors, or to outsource
the whole function to their external auditors, Baseball & Co.

(c) Explain the advantages and disadvantages for each of Equestrian Co AND Baseball &
Co of outsourcing the internal audit department.

Note: The total marks will be split as follows:

Equestrian Co (8 marks)

Baseball & Co (2 marks)
(Total: 30 marks)
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221 CATERPILLAR m Walk in the footsteps of a top tutor

This scenario relates to three requirements.

Caterpillar Co is a clothing retailer which operates 45 stores throughout the country. The
company’s year end is 31 March 20X7. Caterpillar Co has an internal audit department which
has undertaken a number of internal controlreviews specifically focusing on cash controls at
stores during the year. The reviews have taken place in the largest20 stores as this is where
most issues arise. You are an audit supervisor of Woodlouse & Co and are reviewing the
internal controls documentation in relation to the cash receipts system in preparation for the
interim audit which willinvolve visiting a number of stores and the head office.

Each of Caterpillar Co’s stores has on average three or four cash tills to take customer
payments. All employees based at the store are able to use each till and individuals do not
have their own log on codes, although employees tend to use the same till each day.
Customers can pay using either cash or a credit card and for any transaction either the credit
card payment slips or cash are placed in the till by the cashier. Where employees’ friends or
family members purchase clothes in store, the employee is able to serve them at the till point.

At the end of each day, the tills are closed down with daily readings of sales taken from each
till. These are reconciled to the total of the cash in the tills and the credit card payment slips
and any discrepancies are noted. To save time, this reconciliation is done by the store’s
assistant manager in aggregate for all of the store tills together. Once this reconciliation has
taken place, the cash is stored in the shop’s small safe overnight and in the morning it is
transferred to the bank via collection by a security company. If the store is low on change for
cash payments, a junior sales clerk is sent by a till operator to the bank with money from the
till and asked to change it into smaller denominations.

The daily sales readings from the tills along with the cash data and credit card payment data
are transferred daily to head office through an interface with the sales and cash receipts
records. A clerk oversees that this transfer has occurred for all stores. On a daily basis, he
also agrees the cash transferred by the security company has been banked in full by agreeing
the cash deposit slips to the bank statements, and that the credit card receipts have been
received from the credit card company. On a monthly basis, the same clerk reconciles the
bank statements to the cash book. The reconciliations are reviewed by the financial controller
if there are any unreconciled amounts.

Required:

(a) State TWO control objectives of Caterpillar Co’s cash receipts system. (2 marks)

(b) Identify and explain THREE KEY CONTROLS in Caterpillar Co’s cash receipts system
which the auditor may seek to place reliance on and describe a TEST OF CONTROL
the auditor should perform to assess if each of these controls is operating effectively.

Note: Prepare your answer using two columns headed Key control and Test of control
respectively. (6 marks)

(c) Identify and explain SIX DEFICIENCIES in Caterpillar Co’s cash receipts system and
provide a recommendation to address each of these deficiencies.

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively. (12 marks)

(Total: 20 marks)
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222 HERAKLION [} .. Walk in the footsteps of a top tutor

Question debrief

This scenario relates to four requirements.

Heraklion Co is a manufacturer of footballs and is a new audit client for your firm. You are an
audit supervisor of Spinalonga & Co and are currently preparing for the forthcoming interim
and final audit for the year ending 31 October 20X6.

You are required to document and assess the sales system, recommend control
improvements to deal with a specific fraud issue as well as undertake substantive testing of
revenue.

Sales ordering, goods despatched and invoicing

Heraklion Co sells footballs to a range of large and small sports equipment retailers in several
countries. Sales are made through a network of sales staff employed by Heraklion Co, but
new customer leads are generated through a third party company. Sales staff are responsible
for assessing new customers’ creditworthiness and proposing a credit limit which is then
authorised by the sales director. The sales staff have monthly sales targets and are able to
use their discretion in granting sales discounts up to a maximum of 10%. They then record
any discount granted in the customer master data file.

The sales staff visit customer sites personally and orders are completed using a two-part pre-
printed order form. One copy is left with the customer and the other copy is retained by the
sales person. The sales order number is based on the sales person’s own identification (ID)
number.

The company markets itself on being able to despatch all orders within three working days.
Once the order is taken, the sales person emails the finance department and warehouse
despatch team with the customer ID and the sales order details and from this a pick list is
generated. Sequentially numbered goods despatched notes are completed and filed in the
warehouse.

Sequentially numbered invoices are generated using the pick lists for quantities and the
customer master data file for prices. Standard credit terms for customers are 30 days and on
a monthly basis sales invoices which are over 90 days outstanding are notified to the relevant
sales person to chase payment directly with the customer.

Payroll fraud

The finance director, Montse Mirabelle, has informed you that a significant fraud took place
during the year in the payroll department. A number of fictitious employees were set up on
the payroll and wages were paid into one bank account. This bank account belonged to two
supervisors, who were married, and were employed by Heraklion Co. One had sole
responsibility for setting up new joiners in the payroll system and the other processed and
authorised bank transfer requests for wages and supplier payments. These employees no
longer work for the company and Montse has asked the audit firm for recommendations on
how to improve controls in this area to prevent this type of fraud occurring again.
Heraklion Co operates a Human Resources department.

112

KAPLAN PUBLISHING
www.ACCAGIobalBox.com




PRACTICE QUESTIONS : SECTION 2

223

Required:

(a) Describe TWO methods for documenting the sales system, and for each explain ONE
advantage and ONE disadvantage of using this method. (6 marks)

(b) Identify and explain SEVEN deficiencies in the sales system of Heraklion Co and
provide a recommendation to address each of these deficiencies.

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively. (14 marks)

(c) In relation to the payroll fraud, identify and explain THREE controls Heraklion Co
should implement to reduce the risk of this type of fraud occurring again and, for
each control, describe how it would mitigate the risk. (6 marks)

(d) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Heraklion Co’s revenue. (4 marks)

(Total: 30 marks)

Calculate your allowed time, allocate the time to the separate parts...............

LEMON QUARTZ [ l. Walk in the footsteps of a top tutor

This scenario relates to two requirements.

You are an audit senior of Hessonite & Co and are in the process of reviewing the inventory
system documentation for your audit client, Lemon Quartz Co (Quartz) which manufactures
computer equipment. The company’s factory and warehouse are based on one large site,
and their year-end is 30 June 20X6. Quartz is planning to undertake a full inventory count at
the year-end of its raw materials, work in progress and finished goods and you will be
attending this count. In preparation you have been reviewing the inventory count
instructions for finished goods provided by Quartz.

The count will be undertaken by 15 teams of two counters from the warehouse department
with Quartz’s financial controller providing overall supervision. Each team of two is allocated
a number of bays within the warehouse to count and they are provided with sequentially
numbered inventory sheets which contain product codes and quantities extracted from the
inventory records. The counters move through each allocated bay counting the inventory and
confirming that it agrees with the inventory sheets. Where a discrepancy is found, they note
this on the sheet.

The warehouse is large and approximately 10% of the bays have been rented out to third
parties with similar operations; these are scattered throughout the warehouse. For
completeness, the counters have been asked to count the inventory for all bays noting the
third party inventories on separate blank inventory sheets, and the finance department will
make any necessary adjustments.

Some of Quartz’s finished goods are high in value and are stored in a locked area of the
warehouse and all the counting teams will be given the code to access this area. There will
be no despatches of inventory during the count and it is not anticipated that there will be
any deliveries from suppliers.
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Each area is counted once by the allocated team; the sheets are completed in ink, signed by
the team and returned after each bay is counted. As no two teams are allocated the same
bays, there will be no need to flag that an area has been counted. On completion of the
count, the financial controller will confirm with each team that they have returned their
inventory sheets.

Required:
(a) Inrespect of the inventory count procedures for Lemon Quartz Co:
(i) Identify and explain FIVE deficiencies

(ii) Recommend a control to address each of these deficiencies, and

(iii) Describe a TEST OF CONTROL the external auditors would perform to assess if
each of these controls, if implemented, is operating effectively.

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation and Test of control respectively. The total marks will be split equally
between each part. (15 marks)

(b) Quartz’s finance director has asked your firm to undertake a non-audit assurance
engagement later in the year. The audit junior has not been involved in such an
assignment before and has asked you to explain what an assurance engagement
involves.

Required:
Explain the five elements of an assurance engagement. (5 marks)
(Total: 20 marks)

224 BRONZE [ l. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are an audit senior in Scarlet & Co and you are in the process of reviewing the systems
testing completed on the payroll cycle of Bronze Industries Co (Bronze), as well as preparing
the audit programmes for the final audit.

Bronze operate several chemical processing factories across the country, it manufactures
24 hours a day, seven days a week and employees work a standard shift of eight hours and
are paid for hours worked at an hourly rate. Factory employees are paid weekly, with
approximately 80% being paid by bank transfer and 20% in cash; the different payment
methods are due to employee preferences and Bronze has no plans to change these
methods. The administration and sales teams are paid monthly by bank transfer.

Factory staff are each issued a sequentially numbered clock card which details their
employee number and name. Employees swipe their cards at the beginning and end of the
eight-hour shift and this process is not supervised. During the shift employees are entitled to
a 30-minute paid break and employees do not need to clock out to access the dining area.
Clock card data links into the payroll system, which automatically calculates gross and net
pay along with any statutory deductions. The payroll supervisor for each payment run checks
on a sample basis some of these calculations to ensure the system is operating effectively.

114

KAPLAN PUBLISHING
www.ACCAGIobalBox.com



PRACTICE QUESTIONS : SECTION 2

Bronze has a human resources department which is responsible for setting up new
permanent employees and leavers. Appointments of temporary staff are made by factory
production supervisors. Occasionally overtime is required of factory staff, usually to fill gaps
caused by staff holidays. Overtime reports which detail the amount of overtime worked are
sent out quarterly by the payroll department to production supervisors for their review.

To encourage staff to attend work on time for all shifts Bronze pays a discretionary bonus
every six months to factory staff; the production supervisors determine the amounts to be
paid. This is communicated in writing by the production supervisors to the payroll
department and the bonus is input by a clerk into the system.

For employees paid by bank transfer, the payroll manager reviews the list of the payments
and agrees to the payroll records prior to authorising the bank payment. If any changes are
required, the payroll manager amends the records. For employees paid in cash, the pay
packets are prepared in the payroll department and a clerk distributes them to employees;
as she knows most of these individuals she does not require proof of identity.

Required:

(a) Explain examples of matters the auditor should consider in determining whether a
deficiency in internal controls is significant. (3 marks)

(b) Inrespect of the payroll system of Bronze Industries Co:
(i) Identify and explain FIVE internal control deficiencies
(i) Recommend a control to address each of these deficiencies, and

(iii) Describe atest of control Scarlet & Co should perform to assess if each of these
controls is operating effectively. (15 marks)

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation and Test of control respectively. The total marks will be split equally
between each part.

(c) Describe substantive ANALYTICAL PROCEDURES you should perform to confirm
Bronze Industries Co’s payroll expense. (4 marks)

(d)  Explain the factors to be considered in determining the suitability of using analytical
procedures as a substantive procedure. (4 marks)

The directors of Bronze Industries Co are considering establishing an internal audit
department next year, and the finance director has asked what impact, if any, establishing
an internal audit department would have on future external audits performed by Scarlet &
Co.

Required:

(e) Explain the potential impact on the work performed by Scarlet & Co during the
interim and final audits, if Bronze Industries Co was to establish an internal audit
department. (4 marks)

(Total: 30 marks)
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225 TROMBONE K} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

(a) ISA 315 Identifying and Assessing the Risks of Material Misstatement through
Understanding the Entity and Its Environment describes the five components of an
entity’s internal control.

Required:

Identify and briefly explain the FIVE components of an entity’s internal control.
(5 marks)

Trombone Co (Trombone) operates a chain of hotels across the country. Trombone employs
in excess of 250 permanent employees and its year-end is 31 August. You are the audit
supervisor of Viola & Co and are currently reviewing the documentation of Trombone’s
payroll system, detailed below, in preparation for the interim audit.

Trombone’s payroll system

Permanent employees work a standard number of hours per week as specified in their
employment contract. However, when the hotels are busy, staff can be requested by
management to work additional shifts as overtime. This can either be paid on a monthly basis
or taken as days off.

Employees record any overtime worked and days taken off on weekly overtime sheets which
are sent to the payroll department. The standard hours per employee are automatically set
up in the system and the overtime sheets are entered by clerks into the payroll package,
which automatically calculates the gross and net pay along with relevant deductions. These
calculations are not checked at all. Wages are increased by the rate of inflation each year and
the clerks are responsible for updating the standing data in the payroll system.

Employees are paid on a monthly basis by bank transfer for their contracted weekly hours
and for any overtime worked in the previous month. If employees choose to be paid for
overtime, authorisation is required by department heads of any overtime in excess of 30% of
standard hours. If employees choose instead to take days off, the payroll clerks should check
back to the ‘overtime worked’ report; however, this report is not always checked.

The ‘overtime worked’ report, which details any overtime recorded by employees, is run by
the payroll department weekly and emailed to department heads for authorisation. The
payroll department asks department heads to only report if there are any errors recorded.
Department heads are required to arrange for overtime sheets to be authorised by an
alternative responsible official if they are away on annual leave; however, there are instances
where this arrangement has not occurred.

The payroll package produces a list of payments per employee; this links into the bank system
to produce a list of automatic payments. The finance director reviews the total list of bank
transfers and compares this to the total amount to be paid per the payroll records; if any
issues arise then the automatic bank transfer can be manually changed by the finance
director.
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Required:
(b) Inrespect of the payroll system of Trombone Co:
(i) Identify and explain FIVE deficiencies
(ii) Recommend a control to address each of these deficiencies, and

(iii) Describe a test of control Viola & Co should perform to assess if each of these
controls is operating effectively. (15 marks)

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation and Test of control respectively. The total marks will be split equally
between each part.

(c) Describe substantive procedures the auditor should perform at the final audit to
obtain sufficient and appropriate evidence in relation to COMPLETENESS and
ACCURACY of Trombone Co’s payroll expense. (6 marks)

Trombone deducts employment taxes from its employees’ wages on a monthly basis and
pays these to the local taxation authorities in the following month. At the year-end the
financial statements will contain an accrual for income tax payable on employment income.
You will be in charge of auditing this accrual.

Required:

(d) Describe the audit procedures required in respect of the year-end accrual for tax
payable on employment income. (4 marks)

(Total: 30 marks)

OREGANO [ ) l. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are a member of the recently formed internal audit department of Oregano Co
(Oregano). The company manufactures tinned fruit and vegetables which are supplied to
large and small food retailers. Management and those charged with governance of Oregano
have concerns about the effectiveness of their sales and despatch system and have asked
internal audit to document and review the system.

Sales and despatch system

Sales orders are mainly placed through Oregano’s website but some are made via telephone.
Online orders are automatically checked against inventory records for availability; telephone
orders, however, are checked manually by order clerks after the call.

A follow-up call is usually made to customers if there is insufficient inventory. When taking
telephone orders, clerks note down the details on plain paper and afterwards they complete
a three part pre-printed order form. These order forms are not sequentially numbered and
are sent manually to both despatch and the accounts department.

As the company is expanding, customers are able to place online orders which will exceed
their agreed credit limit by 10%. Online orders are automatically forwarded to the despatch
and accounts department.
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A daily pick list is printed by the despatch department and this is used by the warehouse
team to despatch goods. The goods are accompanied by a despatch note and all customers
are required to sign a copy of this. On return, the signed despatch notes are given to the
warehouse team to file.

The sales quantities are entered from the despatch notes and the authorised sales prices are
generated by the invoicing system. If a discount has been given, this has to be manually
entered by the sales clerk onto the invoice. Due to the expansion of the company, and as
there is a large number of sale invoices, extra accounts staff have been asked to help out
temporarily with producing the sales invoices. Normally it is only two sales clerks who
produce the sales invoices.

Required:

(a) Describe TWO methods for documenting the sales and despatch system; and for each
explain an advantage and a disadvantage of using this method. (6 marks)

(b) List TWO control objectives of Oregano Co’s sales and despatch system. (2 marks)

(c) Identify and explain SIX deficiencies in Oregano Co’s sales and despatch system and
provide a recommendation to address each of these deficiencies. (12 marks)

Note: Prepare your answer using two columns headed Control deficiency and Control
recommendation respectively.

(Total: 20 marks)

FOX INDUSTRIES [ r. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

Fox Industries Co (Fox) manufactures engineering parts. It has one operating site and a
customer base spread across Europe. The company’s year-end was 30 April 20X3. Below is a
description of the purchasing and payments system.

Purchasing system

Whenever production materials are required, the relevant department sends a requisition
form to the ordering department. An order clerk raises a purchase order and contacts a
number of suppliers to see which can despatch the goods first. This supplier is then chosen.
The order clerk sends out the purchase order. This is not sequentially numbered and only
orders above $5,000 require authorisation.

Purchase invoices are input daily by the purchase ledger clerk, who has been in the role for
many years and, as an experienced team member, he does not apply any application controls
over the input process. Every week the purchase day book automatically updates the
purchase ledger, the purchase ledger is then posted manually to the general ledger by the
purchase ledger clerk.
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Payments system

Fox maintains a current account and a number of saving (deposit) accounts. The current
account is reconciled weekly but the saving (deposit) accounts are only reconciled every two
months.

In order to maximise their cash and bank balance, Fox has a policy of delaying payments to
all suppliers for as long as possible. Suppliers are paid by a bank transfer. The finance director
is given the total amount of the payments list, which he authorises and then processes the
bank payments.

Required:

(a) Asthe external auditor of Fox Industries Co, write a report to management in respect
of the purchasing and payments system described which:

(i) Identifies and explains FIVE deficiencies in the system and recommends a
control to address each of these deficiencies; and

(ii)  Includes a covering letter

Note: Up to two marks will be awarded within this requirement for presentation and
the remaining marks will be split equally between each part. (12 marks)

(b) Identify and explain THREE application controls that should be adopted by Fox
Industries Co to ensure the COMPLETENESS and ACCURACY of the input of purchase
invoices. (3 marks)

(c) Describe substantive procedures the auditor should perform at the final audit to
obtain sufficient and appropriate evidence in relation to the bank and cash balances
of Fox Industries Co at the year-end. (5 marks)

(Total: 20 marks)

LILY WINDOW GLASS [ .. Walk in the footsteps of a top tutor

This scenario relates to three requirements.

You are an audit senior in Daffodil & Co and you are responsible for the audit of inventory for
Lily Window Glass Co (Lily), including attending the year end inventory count.

Lily is a glass manufacturer, which operates from a large production facility, where it
undertakes continuous production 24 hours a day, seven days a week. Also on this site are
two warehouses, where the company’s raw materials and finished goods are stored. Lily’s
year-end is 31 December.

Lily is finalising the arrangements for the year-end inventory count, which is to be undertaken
on 31 December 20X2. The finished windows are stored within 20 aisles of the first
warehouse. The second warehouse is for large piles of raw materials, such as sand, used in
the manufacture of glass. The following arrangements have been made for the inventory
count:

The warehouse manager will supervise the count as he is most familiar with the inventory.
There will be ten teams of counters and each team will contain two members of staff, one
from the finance and one from the manufacturing department. None of the warehouse staff,
other than the manager, will be involved in the count.
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Each team will count an aisle of finished goods by counting up and then down each aisle. As
this process is systematic, it is not felt that the team will need to flag areas once counted.

Once the team has finished counting an aisle, they will hand in their sheets and be given a
set for another aisle of the warehouse. In addition to the above, to assist with the inventory
counting, there will be two teams of counters from the internal audit department and they
will perform inventory counts.

The count sheets are sequentially numbered, and the product codes and descriptions are
printed on them but no quantities. If the counters identify any inventory which is not on their
sheets, then they are to enter the item on a separate sheet, which is not numbered. Once all
counting is complete, the sequence of the sheets is checked and any additional sheets are
also handed in at this stage. All sheets are completed in ink.

Any damaged goods identified by the counters will be too heavy to move to a central location,
hence they are to be left where they are but the counter is to make a note on the inventory
sheets detailing the level of damage.

As Lily undertakes continuous production, there will continue to be movements of raw
materials and finished goods in and out of the warehouse during the count. These will be
kept to a minimum where possible.

The level of work-in-progress in the manufacturing plant is to be assessed by the warehouse
manager. It is likely that this will be an immaterial balance. In addition, the raw materials
guantities are to be approximated by measuring the height and width of the raw material
piles. In the past this task has been undertaken by a specialist; however, the warehouse
manager feels confident that he can perform this task.

Required:

(a) Identify and explain SIX DEFICIENCIES in Lily Window Glass Co’s inventory count
arrangements and provide a recommendation to address each of these deficiencies

Note: Prepare your answer using two columns headed Deficiency and Recommendation
respectively. (12 marks)

(b) Describe the procedures to be undertaken by the auditor DURING the inventory
count of Lily Window Glass Co in order to gain sufficient appropriate audit evidence.
(6 marks)

Your manager wishes to utilise automated tools and techniques for the first time for controls
and substantive testing in auditing Lily Window Glass Co’s inventory.

(c)  For the audit of the inventory cycle and year-end inventory balance of Lily Window
Glass Co:

(i) Describe FOUR audit procedures that could be carried out using automated
tools and techniques.

(ii) Explain the potential advantages of using automated tools and techniques,
including data analytics.

(iii) Explain the potential disadvantages of using automated tools and techniques
and data analytics.

The total marks will be split equally between each part (12 marks)

(Total: 30 marks)
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Pear International Co (Pear) is a manufacturer of electrical equipment. It has factories across
the country and its customer base includes retailers as well as individuals, to whom direct
sales are made through their website. The company’s year-end is 30 September 20X2. You
are an audit supervisor of Apple & Co and are currently reviewing documentation of Pear’s
internal control in preparation for the interim audit.

Pear’s website allows individuals to order goods directly, and full payment is taken in
advance. Currently the website is not integrated into the inventory system and inventory
levels are not checked at the time when orders are placed.

Goods are despatched via local couriers; however, they do not always record customer
signatures as proof that the customer has received the goods. Over the past 12 months there
have been customer complaints about the delay between sales orders and receipt of goods.
Pear has investigated these and found that, in each case, the sales order had been entered
into the sales system correctly but was not forwarded to the despatch department for
fulfilling.

Pear’s retail customers undergo credit checks prior to being accepted and credit limits are
set accordingly by receivables ledger clerks. These customers place their orders through one
of the sales team, who decides on sales discount levels.

Raw materials used in the manufacturing process are purchased from a wide range of suppliers.
As a result of staff changes in the payables ledger department, supplier statement
reconciliations are no longer performed. Additionally, changes to supplier details in the
payables ledger master file can be undertaken by payables ledger clerks as well as supervisors.

In the past six months Pear has changed part of its manufacturing process and as a result
some new equipment has been purchased, however, there are considerable levels of plant
and equipment which are now surplus to requirement. Purchase requisitions for all new
equipment have been authorised by production supervisors and little has been done to
reduce the surplus of old equipment.
Required:
(a) Inrespect of the internal control of Pear International Co:

(i) Identify and explain FIVE deficiencies

(i) Recommend a control to address each of these deficiencies, and

(iii) Describe a test of control Apple & Co would perform to assess if each of these
controls is operating effectively. (15 marks)

Note: Prepare your answer using three columns headed Control deficiency, Control
recommendation and Test of control respectively.

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in respect of additions and disposals of plant and
equipment. (5 marks)

(Total: 20 marks)
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SUBSTANTIVE PROCEDURES, COMPLETION AND REPORTING

230 SPADEFISH L} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

It is 1 July 20X5 and you are an audit manager of Spadefish & Co and you are currently
responsible for the audits of two existing clients:

Triggerfish Co manufactures hair products and its year ended on 31 May 20X5. You are
finalising the audit programmes for the forthcoming year-end audit.

Marlin Co is a distributor of electronic goods and its year ended on 30 April 20X5. The audit
is almost complete and the auditor's report is due to be signed shortly.

The following matters have been brought to your attention for each company.
Triggerfish Co — Receivables

Triggerfish Co’s draft year-end trade receivables are $3.85m (20X4: $2.45m) and revenue for
the year is slightly increased on 20X4. Triggerfish Co has a large number of customers with
balances ranging from $5,000 to $45,000. A positive receivables circularisation has been
undertaken based on the year-end balances. The majority of responses from customers
agreed to the balances as per Triggerfish Co’s receivables ledger, however, the following
exceptions were noted:

Balance per Triggerfish Response from customer
Albacore Co $36,558 Nil response
Flounder Co $24,115 $18,265
Menhaden Co -$5,360 (Credit) $3,450

Due to the increase in receivables, Triggerfish Co has recently recruited an additional credit
controller to chase outstanding receivables. As a result of the additional focus on chasing
outstanding receivables the finance director thinks it is not necessary to continue to maintain
a significant allowance for receivables and has reduced the closing allowance from $125,000
to $5,000.

Marlin Co — Going concern

During the year under audit Marlin Co has consistently paid a number of its suppliers
significantly later than usual and only after several reminders. As a result some of its suppliers
have withdrawn credit terms meaning the company must pay cash on delivery. The company
has also just received notification that its main supplier who provides the company with over
60% of its specialist electrical equipment has ceased to trade.

The overdraft has increased significantly over the year and the directors have informed you
that the overdraft facility is due for renewal next month, and they are confident it will be
renewed. The directors have decided that in order to conserve cash, no final dividend will be
paid in 20X5.

Required:

(a) Describe the procedures the auditor should perform to resolve the exceptions noted
for each customer during the positive receivables circularisation for Triggerfish Co.
(8 marks)
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(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the allowance for receivables in the current
year. (4 marks)

(c) Identify and explain THREE potential indicators that Marlin Co is NOT a going
concern. (3 marks)

(d) Describe the audit procedures the auditor should perform in assessing whether or
not Marlin Co is a going concern. (5 marks)

(Total: 20 marks)

HYACINTH [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Hyacinth Co develops and manufactures computer components and its year end was 31
December 20X8. The company has a large factory, and two warehouses, one of which is off-
site. You are an audit supervisor of Tulip & Co and the final audit is due to commence shortly.
Draft financial statements show total assets of $23.2m and profit before tax of $6.4m. The
following three matters have been brought to your attention:

Inventory valuation

Your firm attended the year-end inventory count for Hyacinth Co and confirmed that the
controls and processes for recording work in progress (WIP) and finished goods were
acceptable. WIP and finished goods are both material to the financial statements and the
audit team was able to confirm both the quantity and stage of completion of WIP.

Before goods are dispatched, they are inspected by the company’s quality control
department. Just prior to the inventory count, it was noted that a batch of product line
‘Crocus’, which had been produced to meet a customer’s specific technical requirements, did
not meet that customer’s quality and technical standards. This inventory had a production
cost of $450,000. Upon discussions with the production supervisor, the finance director
believes that the inventory can still be sold to alternative customers at a discounted price of
$90,000.

Research and development

Hyacinth Co includes expenditure incurred in developing new products within intangible
assets once the recognition criteria under IAS® 38 Intangible Assets have been met.
Intangible assets are amortised on a straight line basis over four years once production
commences. The amortisation policy is based on past experience of the likely useful lives of
the products. The opening balance of intangible assets is $1.9m.

In the current year, Hyacinth Co spent $0.8m developing three new products which are all at
different stages of development.

Sales tax liability

Hyacinth Co is required by the relevant tax authority in the country in which it operates to
charge sales tax at 15% on all products which it sells. This sales tax is payable to the tax
authority. When purchasing raw materials and incurring expenses in the manufacturing
process, the company pays 15% sales tax on any items purchased and this can be reclaimed
from the tax authority.
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The company is required to report the taxes charged and incurred by completing a tax return
on a quarterly basis, and the net amount owing to the tax authority must be remitted within
four weeks of the quarter end. The draft financial statements contain a $S1.1m liability for
sales tax for the quarter ended 31 December 20X8.

Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the VALUATION of Hyacinth Co’s inventory.
(6 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Hyacinth Co’s research and development
expenditure. (4 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Hyacinth Co’s year-end sales tax liability.
(4 marks)

The audit is now almost complete and the auditor’s report is due to be signed shortly. The
following matter has been brought to your attention:

On 3 February 20X9, a flood occurred at the off-site warehouse. This resulted in some
damage to inventory and property, plant and equipment. However, there have been no
significant delays to customer deliveries or complaints from customers. Hyacinth Co’s
management has investigated the cause of the flooding and believes that the company is
unlikely to be able to claim on its insurance. The finance director of Hyacinth Co has
estimated that the value of damaged inventory and property, plant and equipment was
$0.7m and that it now has no scrap value.

Required:

(d) (i) Explain whether the 20X8 financial statements of Hyacinth Co require
amendment in relation to the flood; and

(ii) Describe audit procedures which should be performed in order to form a
conclusion on any required amendment.

Note: The total marks will be split equally between each part. (6 marks)

(Total: 20 marks)
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232 JASMINE [ .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Jasmine Co manufactures motor vehicle components and its year end was 30 June 20X8. You
are an audit supervisor of Peppermint & Co and the final audit is due to commence shortly.
Total assets are $43.2m and profit before tax is $7.2m. The following matters have been
brought to your attention:

Trade receivables

Jasmine Co’s trade receivables ledger is comprised of a large number of customers. In
previous years, the audit team has undertaken a positive trade receivables circularisation to
confirm year-end balances. However, the customer response rate has historically been low
and so alternative audit procedures have been undertaken. A decision has been made that
for the current year audit a circularisation will not be performed.

The year-end trade receivables balance is $3.9m (20X7: $2.8m) and the allowance for trade
receivables is $410,000 (20X7: $300,000).

Bank balances

The bank and cash figure included in Jasmine Co’s draft financial statements is comprised of
a number of bank account balances: an overdraft of $5.1m which is the company’s main
current account and $0.2m relating to several savings accounts. The finance director has
informed the audit manager that all accounts have been reconciled as at the year end.

The overdraft of $5.1m has increased significantly since the prior year (20X7: $1.2m). The
directors have informed you that the overdraft facility, which the company requires in order
to operate on a daily basis, is due for renewal in October 20X8 and that they are confident it
will be renewed.

Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Jasmine Co’s trade receivables. (5 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Jasmine Co’s bank balances. (5 marks)

(c) Describe the audit procedures the auditor should perform in assessing whether or
not Jasmine Co is a going concern. (5 marks)

During the final audit, the finance director has informed the audit team that Jasmine Co’s
bankers will not make a decision on the renewal of the overdraft facility until after the
auditor’s report is signed. The audit engagement partner is satisfied that the use of the going
concern basis is appropriate.

The directors have agreed to include some brief going concern disclosures in the draft
financial statements and the audit team still have to assess the adequacy of these disclosures.

Required:

(d) Discuss the issue and describe the impact on the auditor’s report of Jasmine Co of
adequate AND inadequate going concern disclosure. (5 marks)

(Total: 20 marks)
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233 GOOSEBERRY [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are an audit manager of Cranberry & Co and you are currently responsible for the audit
of Gooseberry Co, a company which develops and manufactures health and beauty products
and distributes these to wholesale customers. Its draft profit before tax is $6.4m and total
assets are $37.2m for the financial year ended 31 January 20X8. The final audit is due to
commence shortly and the following matters have been brought to your attention:

Research and development

Gooseberry Co spent $1.9m in the current year developing nine new health and beauty
products, all of which are at different stages of development. Once they meet the recognition
criteria under IAS® 38 Intangible Assets for development expenditure, Gooseberry Co
includes the costs incurred within intangible assets. Once production commences, the
intangible assets are amortised on a straight line basis over three years.

Management believes that this amortisation policy is a reasonable approximation of the
assets’ useful lives, as in this industry there is constant demand for innovative new products.

Depreciation

Gooseberry Co has a large portfolio of property, plant and equipment (PPE). In March 20X7,
the company carried out a full review of all its PPE and updated the useful lives, residual
values, depreciation rates and methods for many categories of asset. The finance director
felt the changes were necessary to better reflect the use of the assets. This resulted in the
depreciation charge of some assets changing significantly for this year.

Bonus

The company’s board is comprised of seven directors. They are each entitled to a bonus
based on the draft year-end net assets, excluding intangible assets. Details of the bonus
entitlement are included in the directors’ service contracts.

The bonus, which related to the 20X8 year end, was paid to each director in February 20X8
and the costs were accrued and recognised within wages and salaries for the year ended 31
January 20X8. Separate disclosure of the bonus, by director, is required by local legislation.

Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Gooseberry Co’s research and development
expenditure. (5 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the matters identified regarding
depreciation of property, plant and equipment. (5 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the directors’ bonuses. (5 marks)

During the audit, the team discovers that the intangible assets balance includes $440,000
related to one of the nine new health and beauty products development projects, which does
not meet the criteria for capitalisation. As this project is ongoing, the finance director has
suggested that no adjustment is made in the 20X8 financial statements. She is confident that
the project will meet the criteria for capitalisation in 20X9.
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Required:

(d) Discuss the issue and describe the impact on the auditor’s report, if any, should this
issue remain unresolved. (5 marks)

(Total: 20 marks)

=0 .
234 DASHING | ) O}l Walk in the footsteps of a top tutor
This scenario relates to four requirements.
Dashing Co manufactures women’s clothing and its year end was 31 July 20X7. You are an
audit supervisor of Jaunty & Co and the year-end audit for Dashing Co is due to commence
shortly.
The draft financial statements recognise profit before tax of $2.6m and total assets of $18m.
You have been given responsibility for auditing receivables, which is a material balance, and
as part of the audit approach, a positive receivables circularisation is to be undertaken.
At the planning meeting, the finance director of Dashing Co informed the audit engagement
partner that the company was closing one of its smaller production sites and as a result, a
number of employees would be made redundant. A redundancy provision of $110,000 is
included in the draft financial statements.
Required:
(a) Describe the steps the auditor should perform in undertaking a positive receivables
circularisation for Dashing Co. (4 marks)
(b) Describe substantive procedures, other than a receivables circularisation, the
auditor should perform to obtain sufficient and appropriate audit evidence to verify
EACH of the following assertions in relation to Dashing Co’s receivables:
(i)  Accuracy, valuation and allocation
(i) Completeness, and
(iii) Rights and obligations.
Note: The total marks will be split equally between each part. (6 marks)
(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the redundancy provision at the year end.
(5 marks)
(d) A few months have now passed and the audit team is performing the audit fieldwork
including the audit procedures which you recommended over the redundancy
provision. The team has calculated that the necessary provision should amount to
$305,000. The finance director is not willing to adjust the draft financial statements.
Required:
Discuss the issue and describe the impact on the auditor’s report, if any, should this
issue remain unresolved. (5 marks)
(Total: 20 marks)
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235 AIRSOFT [} .. Walk in the footsteps of a top tutor

Question debrief

This scenario relates to five requirements.

Airsoft Co is a listed company which manufactures stationery products. The company’s profit
before tax for the year ended 31 December 20X6 is $16.3 million and total assets as at that
date are $66.8 million. You are an audit supervisor of Biathlon & Co and you are currently
finalising the audit programmes for the year-end audit of your existing client Airsoft Co. You
attended a meeting with your audit manager where the following matters were discussed:

Trade payables and accruals

Airsoft Co purchases its raw materials from a large number of suppliers. The company’s policy
is to close the payables ledger just after the year end and the financial controller is
responsible for identifying goods which were received pre year-end but for which no invoice
has yet been received. An accrual is calculated for goods received but not yet invoiced (GRNI)
and is included within trade payables and accruals.

The audit strategy has identified a risk over the completeness of trade payables and accruals.
The audit team will utilise automated tools and techniques, in the form of audit software
while auditing trade payables and accruals.

Bank overdraft and savings accounts

Airsoft Co’s draft financial statements include a bank overdraft of $2.6 million, which relates
to the company’s main current account. In addition Airsoft Co maintains a number of savings
accounts. The savings account balances are classified as cash and cash equivalents and are
included in current assets. All accounts have been reconciled at the year end.

Directors’ remuneration

Airsoft Co’s board comprises eight directors. Their overall remuneration consists of two
elements: an annual salary, paid monthly and a significant annual discretionary bonus, which
is paid in a separate payment run on 20 December. All remuneration paid to directors is
included within wages and salaries. Local legislation requires disclosure of the overall total of
directors’ remuneration broken down by element and by director.

Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the COMPLETENESS of Airsoft Co’s trade
payables and accruals. (4 marks)

Excluding procedures included in part (a):

(b) Describe audit software procedures which could be carried out during the audit of
Airsoft Co’s trade payables and accruals. (3 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Airsoft Co’s year-end bank balances.
(5 marks)

(d) Describe substantive procedures the auditor should perform to confirm the directors’
remuneration included in the financial statements at the year end. (3 marks)
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A member of your audit team has asked for information on ISA 701 Communicating Key Audit
Matters in the Independent Auditor’s Report as she has heard this standard is applicable to
listed clients such as Airsoft Co.

Required:

(e) Identify what a key audit matter (KAM) is and explain how the auditor determines
and communicates KAM. (5 marks)

(Total: 20 marks)

Calculate your allowed time, allocate the time to the separate parts...............

INSECTS4U [} .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

You are an audit manager of Snail & Co and you are in charge of two audits which are due to
commence shortly. Insects4U Co is a registered charity which promotes insect conservation
and has been an audit client for several years. Spider Spirals Co, also an existing audit client,
manufactures stationery products and its draft total liabilities are $8.1 million. Both clients’
financial year ended on 31 October 20X6. The following matters have been brought to your
attention for each company.

Insects4U Co

Insects4U Co is a not-for-profit organisation which generates income in a number of ways. It
receives monthly donations from its many subscribers and these are paid by bank transfer to
the charity.

In addition, a large number of donations are sent through the post to the charity. Insects4U
Co also sells tickets for their three charity events held annually. During the audit planning,
completeness of income was flagged as a key risk.

Note: Assume that the charity adopts International Financial Reporting Standards.
Spider Spirals Co
Trade payables

The finance director of Spider Spirals Co has informed you that at the year end the payables
ledger was kept open for one week longer than normal as a large bank transfer and cheque
payment run was made on 3 November 20X6. Some purchase invoices were received in this
week and were recorded in the 20X6 payables ledger as well as the payment run made on 3
November.

Trade receivables

Spider Spirals Co has a large number of small customers; the normal credit terms offered to
them is 30 days. However, the finance director has informed you that the average trade
receivables days have increased quite significantly this year from 34 days to 55 days. This is
partly due to difficult trading conditions and also because for six months of the year the role
of credit controller was vacant. The company has historically maintained on average an
allowance for trade receivables of 1.5% of gross trade receivables.
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Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the COMPLETENESS of Insect4U Co’s
income. (4 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Spider Spiral Co’s trade payables.
(6 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Spider Spiral Co’s trade receivables.
(5 marks)

The finance director of Spider Spirals Co has informed you that he is not proposing to make
an adjustment for the trade payables payment run made on 3 November, as the total
payment of $490,000 would only require a change to trade payables and the bank overdraft,
both of which are current liabilities.

Required:

(d) Discuss the issue and describe the impact on the auditor’s report, if any, should this
issue remain unresolved. (5 marks)

(Total: 20 marks)

ELOUNDA m Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Elounda Co manufactures chemical compounds using a continuous production process. Its
year-end was 31 July 20X6 and the draft profit before tax is $13.6 million. You are the audit
supervisor and the year-end audit is due to commence shortly. The following matters have
been brought to your attention.

Revaluation of property, plant and equipment (PPE)

At the beginning of the year, management undertook an extensive review of Elounda Co’s
non-current asset valuations and as a result decided to update the carrying value of all PPE.
The finance director, Peter Dullman, contacted his brother, Martin, who is a valuer and
requested that Martin’s firm undertake the valuation, which took place in August 20X5.

Inventory valuation

Your firm attended the year-end inventory count for Elounda Co and ascertained that the
process for recording work in progress (WIP) and finished goods was acceptable. Both WIP
and finished goods are material to the financial statements and the quantity and stage of
completion of all ongoing production was recorded accurately during the count.

During the inventory count, the count supervisor noted that a consignment of finished goods,
compound E243, with a value of $720,000, was defective in that the chemical mix was
incorrect. The finance director believes that compound E243 can still be sold at a discounted
sum of $400,000.

130

KAPLAN PUBLISHING
www.ACCAGIobalBox.com



PRACTICE QUESTIONS : SECTION 2

238

Bank loan

Elounda Co secured a bank loan of $2.6 million on 1 October 20X4. Repayments of $200,000
are due quarterly, with a lump sum of $800,000 due for repayment in January 20X7. The
company met all loan payments in 20X5 on time, but was late in paying the April and July
20X6 repayments.

Required:

(a) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the revaluation of Elounda Co’s property,
plant and equipment. (5 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the VALUATION of Elounda Co’s inventory.
(6 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Elounda Co’s bank loan. (4 marks)

(d) Describe the procedures which the auditor of Elounda Co should perform in assessing
whether or not the company is a going concern. (5 marks)

(Total: 20 marks)

ANDROMEDA [} '. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Andromeda Industries Co (Andromeda) develops and manufactures a wide range of fast
moving consumer goods. The company’s year-end is 31 December 20X5 and the forecast
profit before tax is $8.3 million. You are the audit manager of Neptune & Co and the year-
end audit is due to commence in January. The following information has been gathered
during the planning process:

Inventory count

Andromeda’s raw materials and finished goods inventory are stored in 12 warehouses across
the country. Each of these warehouses is expected to contain material levels of inventory at
the year-end. It is expected that there will be no significant work in progress held at any of
the sites. Each count will be supervised by a member of Andromeda’s internal audit
department and the counts will all take place on 31 December, when all movements of goods
in and out of the warehouses will cease.

Research and development

Andromeda spends over $2 million annually on developing new product lines. This year it
incurred expenditure on five projects, all of which are at different stages of development.
Once they meet the recognition criteria under IAS 38 Intangible Assets for development
expenditure, Andromeda includes the costs incurred within intangible assets. Once
production commences, the intangible assets are amortised on a straight line basis over five
years.

KAPLAN PUBLISHING 131

www.ACCAGIobalBox.com



Downloaded From "http://www.ACCAGlobalBox.com"

AA: AUDIT AND ASSURANCE

239

Required:
(a) Explain FOUR factors which influence the reliability of audit evidence. (4 marks)

(b) Describe the procedures to be undertaken by the auditor BEFORE and DURING the
inventory count of Andromeda Industries Co in order to gain sufficient appropriate
audit evidence. (8 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Andromeda Co’s research and development
expenditure. (4 marks)

During the audit, the team discovers that one of the five development projects, valued at
$980,000 and included within intangible assets, does not meet the criteria for capitalisation.
The finance director does not intend to change the accounting treatment adopted as she
considers this an immaterial amount.

Required:

(d)  Discuss the issue and describe the impact on the auditor’s report, if any, if the issue
remains unresolved. (4 marks)

(Total: 20 marks)

HAWTHORN m Walk in the footsteps of a top tutor

Question debrief

This scenario relates to four requirements.

Hawthorn Enterprises Co manufactures and distributes fashion clothing to retail stores. Its
year-end was 31 March 20X5. You are the audit manager and the year-end audit is due to
commence shortly. The following three matters have been brought to your attention.

Supplier statement reconciliations

Hawthorn Enterprises Co receives monthly statements from its main suppliers and although
these have been retained, none have been reconciled to the payables ledger as at 31 March
20X5. The engagement partner has asked the audit senior to recommend the procedures to
be performed on supplier statements.

Bank reconciliation

During last year’s audit of Hawthorn Enterprises Co’s bank and cash, significant cut off errors
were discovered with a number of post year-end cheques being processed prior to the year-
end to reduce payables. The finance director has assured the audit engagement partner that
this error has not occurred again this year and that the bank reconciliation has been carefully
prepared. The audit engagement partner has asked that the bank reconciliation is
comprehensively audited.
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Receivables

Hawthorn Enterprises Co’s receivables ledger has increased considerably during the year, and
the year-end balance is $2.3 million compared to $1.4 million last year. The finance director
has requested that a receivables circularisation is not carried out as a number of their
customers complained last year about the inconvenience involved in responding. The
engagement partner has agreed to this request, and tasked you with identifying alternative
procedures to confirm the existence and valuation of receivables.

Required:

(a) (i) Identify and explain FOUR financial statement assertions relevant to classes of
transactions and events for the year under audit; and

(ii)  For each identified assertion, describe a substantive procedure relevant to the
audit of REVENUE. (8 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the supplier statement reconciliations of
Hawthorn Enterprises Co. (3 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the bank reconciliation of Hawthorn
Enterprises Co. (4 marks)

(d) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the EXISTENCE and VALUATION of
Hawthorn Enterprises Co’s receivables. (5 marks)

(Total: 20 marks)

Calculate your allowed time, allocate the time to the separate parts...............
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240 PINEAPPLE BEACH HOTEL [ .. Walk in the footsteps of a top tutor

This scenario relates to four requirements.

Pineapple Beach Hotel Co operates a hotel providing accommodation, leisure facilities and
restaurants. Its year-end was 30 April 20X2. You are the audit senior of Berry & Co and are
currently preparing the audit programmes for the year-end audit of Pineapple Beach Hotel
Co. You are reviewing the notes of last week’s meeting between the audit manager and
finance director where two material issues were discussed.

Depreciation

Pineapple Beach Hotel Co incurred significant capital expenditure during the year on
updating the leisure facilities for the hotel. The finance director has proposed that the new
leisure equipment should be depreciated over 10 years using the straight-line method.

Food poisoning

Pineapple Beach Hotel Co’s directors received correspondence in March from a group of
customers who attended a wedding at the hotel. They have alleged that they suffered severe
food poisoning from food eaten at the hotel and are claiming substantial damages. The
company’s lawyers have received the claim and believe that the lawsuit against the company
is unlikely to be successful.

Required:

(a) (i) Identify and explain FOUR financial statement assertions relevant to account
balances at the year-end; and

(ii)  For each identified assertion, describe a substantive procedure relevant to the
audit of year-end inventory. (8 marks)

(b) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to Pineapple Beach Hotel Co’s depreciation.
(4 marks)

(c) Describe substantive procedures the auditor should perform to obtain sufficient and
appropriate audit evidence in relation to the food poisoning claim. (4 marks)

(d) List and explain the purpose of FOUR items that should be included on every working
paper prepared by the audit team. (4 marks)

(Total: 20 marks)
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ADDITIONAL QUESTIONS

THE FOLLOWING QUESTIONS ARE EXAM STANDARD BUT DO NOT REFLECT THE
CURRENT EXAM FORMAT. THESE QUESTIONS PROVIDE VALUABLE PRACTICE FOR
STUDENTS NEVERTHELESS.

241 SAXOPHONE ENTERPRISES [} .. Walk in the footsteps of a top tutor

Saxophone Enterprises Co (Saxophone) has been trading for 15 years selling insurance and
has recently become a listed company. Saxophone is required to comply with corporate
governance principles in order to maintain its listed status and the finance director has
undertaken a review of whether or not the company complies.

Bill Bassoon is the chair of Saxophone, until last year he was the chief executive. Bill is unsure
if Saxophone needs more non-executive directors as there are currently three non-executive
directors out of the eight board members. He is considering appointing one of his close
friends, who is a retired chief executive of a manufacturing company, as a non-executive
director.

The finance director, Jessie Oboe, decides on the amount of remuneration each director is
paid. Currently all remuneration is in the form of an annual bonus based on profits. Jessie is
considering setting up an audit committee, but has not undertaken this task yet as she is very
busy. A new sales director was appointed nine months ago. He has yet to undertake his board
training as this is normally provided by the chief executive and this role is currently vacant.

There are a large number of shareholders and therefore the directors believe that it is
impractical and too costly to hold an annual general meeting of shareholders. Instead, the
board has suggested sending out the financial statements and any voting resolutions by
email; shareholders can then vote on the resolutions via email.

Required:

Describe TWO corporate governance weaknesses faced by Saxophone Enterprises Co and
provide a recommendation to address each weakness to ensure compliance with corporate
governance principles.

Note: Prepare your answer using two columns headed Weakness and Recommendation
respectively.

(10 marks)
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ORANGE FINANCIALS [ .. Walk in the footsteps of a top tutor

You are the audit manager of Currant & Co and you are planning the audit of Orange
Financials Co (Orange), who specialise in the provision of loans and financial advice to
individuals and companies. Currant & Co has audited Orange for many years.

The directors are planning to list Orange on a stock exchange within the next few months
and have asked if the engagement partner can attend the meetings with potential investors.
In addition, as the finance director of Orange is likely to be quite busy with the listing, he has
asked if Currant & Co can produce the financial statements for the current year.

During the year, the assistant finance director of Orange left and joined Currant & Co as a
partner. It has been suggested that due to his familiarity with Orange, he should be appointed
to provide an independent partner review for the audit.

Once Orange obtains its stock exchange listing it will require several assignments to be
undertaken, for example, obtaining advice about corporate governance best practice.
Currant & Co is very keen to be appointed to these engagements, however, Orange has
implied that in order to gain this work Currant & Co needs to complete the external audit
quickly and with minimal questions/issues.

The finance director has informed you that once the stock exchange listing has been
completed, he would like the engagement team to attend a weekend away at a luxury hotel
with his team, as a thank you for all their hard work. In addition, he has offered a senior
member of the engagement team a short-term loan at a significantly reduced interest rate.
Required:

(i) Identify and explain FIVE ethical threats which may affect the independence of
Currant & Co’s audit of Orange Financials Co, and

(ii)  For each threat, suggest a safeguard to reduce the risk to an acceptable level.

Note: The total marks will be split equally between each part. Prepare your answer using two
columns headed Ethical threat and Possible Safeguard respectively.

(10 marks)
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243 VIOLET & cO [} .. Walk in the footsteps of a top tutor

You are the audit manager of Violet & Co and you are currently reviewing the audit files for
two of your clients for which the audit fieldwork is complete. The audit senior has raised the
following issues:

Daisy Co

Daisy Co’s year-end is 30 September, however, subsequent to the year-end the company’s
sales ledger has been corrupted by a computer virus. Daisy Co’s finance director was able to
produce the financial statements prior to this occurring; however, the audit team has been
unable to access the sales ledger to undertake detailed testing of revenue or year-end
receivables. All other accounting records are unaffected and there are no backups available
for the sales ledger. Daisy Co’s revenue is $15.6m, its receivables are $3.4m and profit before
tax is $2m.

Fuchsia Co

Fuchsia Co has experienced difficult trading conditions and as a result it has lost significant
market share. The cash flow forecast has been reviewed during the audit fieldwork and it
shows a significant net cash outflow. Management are confident that further funding can be
obtained and so have prepared the financial statements using the going concern basis with
no additional disclosures; the audit senior is highly sceptical about this.

The prior year financial statements showed a profit before tax of $1.2m; however, the
current year loss before tax is $4.4m and the forecast net cash outflow for the next 12 months
is $3.2m.

Required:
For each of the two issues:
(i) Discuss the issue, including an assessment of whether it is material;

(i) Recommend procedures the audit team should undertake at the completion stage
to try to resolve the issue; and

(iii) Describe the impact on the auditor’s report if the issue remains unresolved.
Notes: 1 The total marks will be split equally between each issue.
2 Report extracts are NOT required.

(10 marks)
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ANSWERS TO OBJECTIVE TEST CASE
QUESTIONS

AUDIT FRAMEWORK

OPTION 2

The annual report should describe the work of the audit committee including:

. Significant issues considered relating to the financial statements.
. How it has assessed the independence and effectiveness of the external audit process.
. Where there is no internal audit function, an explanation for the absence and how

internal assurance is achieved.

. An explanation of how auditor independence and objectivity are safeguarded, if the
external auditor provides non-audit services.

The other options would be included in the annual report but are not related to the work of
the audit committee. Options 1 relates to the directors. Option 3 relates to the board. Option
4 relates to the nomination committee.

OPTION 3

NEDs’ remuneration should not be tied to the performance of Sistar Co as this can
compromise their independence. NEDs’ remuneration should be based on the time
committed to carry out the role.

Reports to Head of IA Remaining staff members

Finance director Maria Marquez App_omt mqre senior staff with
audit experience

Audit committee Paul Belling No changes needed

All staff should be new to the
company

Chief executive

To ensure effectiveness of the internal audit function they should report into the audit
committee. Maria Marquez should be appointed Head Internal Auditor as she has audit
experience and is independent of the company. Paul Belling helped design and implement
the current control system which creates a self-review threat. Only one of the remaining
internal audit staff members has audit experience therefore more staff should be appointed
with audit experience.
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4 OPTION 1
The assignment described represents a value for money audit as it is focused on assessing
the economy, efficiency and effectiveness of Sistar Co’s capital expenditure.
5 OPTIONS 3 AND 5
Authorisation of transactions and performing reconciliations are types of control procedures.
Internal audit should not design and implement internal control procedures as this will create a
self-review threat when they subsequently test the effectiveness of the controls implemented.
Internal audit should report any deficiencies identified and provide recommendations for
improvement. Management is responsible for implementing the recommendations.
6 OPTION 3
As Foliage Co is a listed company, Jane Leaf should not serve as the Engagement Quality
Control Reviewer until a cooling-off period of five years has passed.
7 OPTION 2
Bark & Co should assess whether audit and non-audit fees would represent more than 15%
of gross practice income for two consecutive years. If the recurring fees are likely to exceed
15% of annual practice income this year, additional consideration should be given as to
whether the taxation and audit-related services should be undertaken by the firm. This is
particularly important as the client is listed and many additional services are prohibited. In
addition, if the fees do exceed 15% then this should be disclosed to those charged with
governance at Foliage. It is highly unlikely Bark will need to resign as auditor.
8 OPTION 1
The ACCA Code of Ethics and Conduct requires individuals to notify the firm of the possibility
of employment with an audit client so they can be removed from the audit team.
9 OPTION B
There will be a familiarity threat because of Kim Baum’s relationship with the audit team. The
audit team may be too trusting of their previous colleague. A self-review threat would be
created if an employee of the client joined the audit firm and was assigned to the audit of
their previous employer. A self-interest threat would have arisen during the recruitment
process as the judgment of the audit manager may have been affected by the desire to be
appointed financial controller.
10
Conceptual
Rule book ceptu
aboroach framework
PP approach
Clearly defined laws for the auditor to follow v
Useful in a dynamic environment v
A set of guidelines with which the auditor uses v
judgment to apply to specific circumstances
Easy to know what is allowed and not allowed v
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The conceptual framework provides guidelines with the objective that the auditor chooses
the most appropriate course of action in the circumstances. This allows flexibility to deal with
all possible situations which is useful in a dynamic environment. The guidelines followed are
professional guidance but are not law. Laws clearly outline what is acceptable and not
acceptable in specific circumstances.

11
Advocacy Familiarity Self-interest
The partner and the finance director
have known each other socially for v
many years
20% of the fee for last year’s audit is v
still outstanding
The social relationship gives rise to a familiarity threat. Outstanding fees can create self-
interest and intimidation threats.
12 OPTION4
The audit firm should request that the fees are paid. The audit firm must not issue this year’s
auditor’s report until the fees have been paid.
13 OPTION1
The audit will need to be planned carefully to ensure that the work is not predictable, especially
as the new financial controller is an ex-employee of the firm and will know the firm’s procedures.
The composition of the audit team should be considered and anyone who has remained in
close contact with the new financial controller should be removed from the team to avoid a
familiarity threat.
It is unlikely that a significant familiarity threat would arise from an audit senior joining the
audit client. The significance of the threat increases with the seniority of the person, e.g. an
audit partner, therefore the audit firm would not need to resign. It is the audit firm’s
responsibility to manage any ethical threats and take appropriate action. They cannot stop
someone from taking a job with another organisation.
14 OPTION 2
A discount of 40% is unlikely to be a trivial sum and therefore the most appropriate option is
to reject the discount. The ACCA Code of Ethics and Conduct allows acceptance of goods and
hospitality that are considered trivial and inconsequential. Approval would be sought from
the audit engagement partner not the audit manager.
15 OPTIOND
The ACCA Code of Ethics and Conduct states that preparation of tax returns does not
generally create a self-review threat. This is because the audit firm would not be calculating
the figures to include in the return. The procedure of preparing the tax return is mechanical
in nature. Provision of tax advice could create a significant self-review threat as it may be
discovered at a later date that the advice was not appropriate and the firm may be reluctant
to admit this to the client.
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16 OPTIONS 2 AND 4
The audit firm must obtain consent from both firms. If consent is not given, the firm must
decide which client to keep. The firm does not have to choose its current audit client. It could
decide to resign from the audit of Winnie Co and accept the audit of Piglet Co. There is no
requirement for an audit firm to consult with ACCA and request permission when a conflict
of interest such as the one described arises.
17 OPTION 2
The audit teams of each client would sign a confidentiality agreement but it would not be
necessary to have all employees of the firm sign confidentiality agreements.
18 OPTION4
Partner rotation is only a requirement for listed companies and only once the partner has
been in place for seven years. Self-review is the main threat created when additional services
such as payroll and bookkeeping are provided to an audit client. Confidentiality is not an issue
as the information obtained relates to the same client and is not being provided to any other
parties. Payroll and bookkeeping services can be provided to a non-listed audit client if they
are routine and mechanical in nature. Advice on accounting policies is also acceptable as long
as the client is responsible for making decisions on which accounting policies to use.
19 OPTION3
A contingent fee arrangement such as the one described creates a self-interest threat. The
auditor would have a financial interest in the client achieving a higher profit and may ignore
misstatements which would reduce profit if adjusted. The proposal must be rejected as the
ACCA Code of Ethics and Conduct does not allow contingent fee arrangements for assurance
work.
20
Senior management is correct that reporting the
. Y . . True False
company will constitute a breach of confidentiality
Tigger & Co must report the breach of laws and
regulations to the appropriate authority if the client True False
refuses
Tigger & Co must report the breach of laws and
. i L True False
regulations as it is a public interest matter
Tigger & Co must report the matter to the parent
company and the audit firm responsible for the parent True False
company audit
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21

22

23

24

In accordance with Responding to Non-Compliance with Laws and Regulations and ISA 250
(Revised) Consideration of Laws and Regulations in an Audit of Financial Statements, the
auditor has increased responsibility when non-compliance by a client is identified. The
auditor must try and get the client to report the matter themselves in the first instance. If
the client refuses and the breach is likely to be in the public interest, the auditor must report
the matter to the appropriate authority.

As Eeyore Co is a global company and the issue relates to environmental pollution, it is highly
likely to be considered a public interest matter. As Eeyore Co is a subsidiary, the matter must
also be reported to the parent company and any other auditors involved such as the parent
company auditor.

Ola Osbourne is the chair and chief executive Strength Deficiency

All of the current NEDs are independent Strength Deficiency

Ola Osbourne is considering appointing her friend

. . Strength Deficiency
as a non-executive director

The chair and chief executive roles should be performed by different people to avoid too
much power being held by one person. In addition, the chair should be independent on
appointment and this is not the case with Ola Osbourne who has only recently been
appointed chair after being chief executive for five years.

Independent non-executive directors are more likely to ensure the company takes decisions
which are in the best interests of the shareholders.

Directors, both executive and non-executive, should be appointed based on merit, relevant
skills and experience.

OPTION 4

The audit committee must comprise independent NEDs. In addition, the board chair cannot be
a member of the audit committee. Therefore neither can be members of the audit committee.

1D, 2C

To balance the board of directors, two more non-executive directors need to be appointed.
This will create a board of eight directors in total, four of which will be independent non-
executive directors. It is unlikely that a company would reduce the number of directors to
achieve a balance.

Executive directors’ remuneration should include performance related pay linked with the
long-term sustainable success of the company, such as share options.

OPTION 1

The chair must be independent on appointment. Jules Jardine has been a member of the
board for ten years. Independence is deemed to be compromised if a director has served on
the board for more than nine years. Options 2, 3 and 4 are all provisions of the Corporate
Governance Code.
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25

26

27

Remuneration of directors should be set by the Nomination

. True False
Committee

Workforce remuneration should be taken into
consideration when setting the remuneration of executive True False
directors

The company should be able to withhold bonuses and share

. . True False
awards from directors whose performance is not acceptable

Remuneration should be set by the remuneration committee to ensure a fair and transparent
process. Remuneration of executive directors should be determined using formal and
transparent procedures. Executive directors should receive performance related pay linked
with sustainable long-term success of the company to incentivise the executive directors to
grow the business and maximise shareholder wealth. This should be related to the long term
performance of the company rather than short term profits which could provide incentive to
manipulate results. Non-executive directors should be paid a fixed salary which represents
the time and commitment to the role, in order to improve their independence.

Workforce remuneration and related policies should be taken into account when setting
executive directors’ remuneration.

Remuneration schemes should include provisions that enable the company to recover or
withhold amounts or share awards to reduce the risk of directors being rewarded when the
company is under-performing.

2D

The fundamental principle at risk is professional competence and due care as many of the
audit team are new and do not have relevant experience in relation to the specialised
industry in which Fir Co operates. It is not appropriate to reinstate the previous partner as in
line with the ACCA Code of Ethics and Conduct, the previous partner has been rotated after
seven years to prevent a familiarity threat. The audit firm should offer appropriate training
for the audit team to ensure they have the necessary knowledge to carry out the work.

2C

As the previous audit manager has taken up employment with the client as the finance
director, there is a familiarity threat due to the ongoing relationship between the old and
new audit manager. The familiarity threat is not so severe that the firm would need to resign.
It is not practical to prevent the audit manager speaking to the finance director during an
audit as this will reduce the efficiency and effectiveness of the audit. A new audit manager
should be appointed.
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28
. Self-
Self-review . Advocacy
interest
Routine maintenance of payroll records v
Assistance with the selection of a new non- v
executive director
Tax services whereby Sycamore & Co would v
liaise with the tax authority on Fir Co’s behalf
As per the ACCA Code of Ethics and Conduct, the following threats would be created from
carrying out the non-audit services requested by Fir Co:
Payroll — Self-review as the auditor will also be involved in auditing the figures included in the
financial statements in relation to wages and salaries.
Recruitment — Self-interest as the auditor would be involved in selecting an officer of the
company who has significant influence over the financial statements and audit.
Tax — Advocacy as the auditor may be perceived to be representing and promoting Fir Co’s
interest in liaising with the tax authority.
29 OPTION3
Using separate teams will not address the self-interest threat from the fee levels as
separating the teams will not alleviate the firm’s potential financial dependence on Fir Co.
30 OPTION 2
As per ACCA Code of Ethics and Conduct, confidential information may be disclosed when
such disclosure is required by law.
31 OPTION4
In line with ACCA’s Code of Ethics and Conduct, a self-interest threat would arise due to the
personal relationship between the audit engagement partner and finance director.
A self-interest threat, not intimidation threat, would arise as a result of the overdue fee and
due to the nature of the non-audit work, it is unlikely that a self-review threat would arise.
32 OPTION3
In order to maintain independence, Cassie Dixon would be the most appropriate replacement
as audit engagement partner as she has no ongoing relationship with Bush Co. Appointing
any of the other potential replacements would give rise to self-review or familiarity threats
to independence.
33 OPTION 2
If Alan Marshlow accepts the position as a non-executive director for Plant Co, self-interest
and self-review threats are created which are so significant that no safeguards can be
implemented. Further as per ACCA’s Code of Ethics and Conduct, no partner of the firm
should serve as a director of an audit client and as such, Horti & Co would need to resign as
auditor.
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34

35

36

37

38

39

OPTION 3

Assuming a management responsibility is when the auditor is involved in leading or directing
the company or making decisions which are the remit of management.

Designing and maintaining internal controls, determining which recommendations to
implement and setting the scope of work are all decisions which should be taken by
management.

OPTION 1

Weed Co is a listed company and the fees received by Horti & Co from the company have
exceeded 15% of the firm’s total fees for two years. As per ACCA’s Code of Ethics and Conduct,
this should be disclosed to those charged with governance and an appropriate safeguard
should be implemented. In this case, it would be appropriate to have a pre-issuance review
carried out prior to issuing the audit opinion for the current year.

OPTION 1

The offer of gifts from an audit client can create a threats of self-interest and familiarity. The
ACCA Code of Ethics and Conduct states that gifts must be declined if they are offered as an
inducement to influence the auditor’s behaviour, even if they are trivial and inconsequential.
As the finance director has commented that the offer is intended to make the audit team
more favourable toward the client, the offer is an inducement and must be declined.

OPTION 2

The ACCA Code of Ethics and Conduct states that when fees from a non-listed client represent
a large proportion of the firm’s total fees, the firm must implement safeguards such as
increasing the client base to reduce dependency and having an independent review of the
work. Options 3 and 4 are actions that would need to be taken if LV Fones Co was a listed
company.

OPTION 4

The audit senior must not be assigned to the audit of LV Fones Co as a self-review threat will
be created. The audit senior may be responsible for auditing areas which he or she was
responsible for when on secondment and may not detect misstatements or may not wish to
admit to misstatements if detected. A familiarity threat may also be created because the
audit senior may have developed friendships with client staff whilst on secondment.

OPTION 3

All three actions should be taken by the audit firm if fees remain outstanding.
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40

41

42

43

Ethical threat Course of action

Intimidation Resign from the audit engagement

Structure the audit partner’s responsibilities to

Familiarit .
¥ reduce the potential impact to the engagement

Self-interest Remove the audit partner from the audit

Friendships between the auditor and client create a familiarity threat as the auditor may be
too trusting of people they know well, and may therefore exercise less professional
scepticism. The audit firm would only need to resign from the engagement if there was no
alternative engagement partner that could be assigned to the audit of LV Fones Co. The audit
engagement partner has the most influence over the audit and it would be impossible to
structure the partner’s responsibilities to reduce the potential impact whilst keeping him or
her in charge of the engagement. The only way this can be achieved is to remove the partner
from the audit and replace with a different partner.

1E, 2D, 3A

Difficulties retaining or obtaining an audit firm may indicate that management of Mickey Co
lack integrity and audit firms are not willing to take on the engagement. As the audit is
required to be completed within a tight deadline, the firm will need to go through the
acceptance process, obtain an understanding of the client, plan and perform the audit and
issue the auditor’s report within three months. This will require sufficient resources to ensure
the work can be completed to a high standard and the form may not have sufficient resource
to achieve this. As Mickey Co is a main competitor of Goofy Co, another audit client of the
firm, a conflict of interest arises which creates a threat to objectivity and confidentiality.

OPTION 2

To manage the conflict of interest the firm must: 1. Inform Mickey Co and Goofy Co. 2. Obtain
consent to act. 3. Implement safeguards. 4. Perform an engagement quality review.

OPTION 3

Ethical threat Course of action

Intimidation Remove the audit engagement partner from the audit

Structure the audit partner’s responsibilities to reduce

Familiarit o
¥ the potential impact to the engagement

Inform Goofy Co that it should not employ the audit

Self-interest ,
engagement partner’s son

As the son works as a sales manager, he is not in a position to influence the financial
statements and therefore this does not create significant familiarity or intimidation threats.

A significant self-interest threat is created by the son receiving shares as part of his
remuneration. The ACCA Code of Ethics and Conduct states that a direct, or material
indirect financial interest must not be held by the audit team or an immediate family
member of the audit team. The partner will need to be removed from the audit.
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44

45

46

47

48

49

50

OPTION 4

The ACCA Code of Ethics and Conduct states that contingent fee arrangements are not
allowed for non-assurance services provided to audit clients if the fee will be significant to
the firm, therefore option 4 is the most appropriate answer.

OPTION 1

The ACCA Code of Ethics and Conduct states that reviewing qualifications and assessing
competence of applicants does not generally create a threat to objectivity as the auditor is
not making any management decisions that could cause a threat to objectivity. Goofy Co can
provide this service provided a management responsibility is not assumed.

OPTION 4

In accordance with the Corporate Governance Code 2018, the board chair must be
independent on appointment and must therefore be appointed externally.

At least half of the board, excluding the chair, must be independent non-executive directors.
There should be workforce representation on the board. Independence is deemed to be
compromised when a director has served for nine years, therefore Linda must be replaced
next year as an independent non-executive director. She can continue to be a member of the
board if re-elected but she will not be independent.

OPTION 2

The board chair must be independent on appointment. The board chair cannot sit on the
audit committee but can be a member of the remuneration committee provided they are not
the committee chair. Remuneration of non-executive directors must be a fixed salary.
Restrictions on the number of directorships a person can take are only applicable to the
largest 100 listed companies (e.g. FTSE 100).

OPTION 1

Independence is compromised if a non-executive director was employed by the company less
than five years ago, has owned shares in the company within the last three years, or receives
remuneration from the company other than a fixed salary for the role of non-executive
director, such as a pension.

OPTION 2

The lack of independence due to the relationship with the chief executive along with the
request for a fixed three year contract when all directors must stand for re-election annually
are both disadvantages to Mica taking a non-executive director position.

OPTIONS 2 AND 3

In accordance with the Corporate Governance Code 2018, there should be a formal and
rigorous annual evaluation of the performance of the board, its committees, the chair and
the individual directors. The annual report should describe how the nomination committee
has ensured appropriate appointments have been made including gender balance and
diversity. A succession plan should be in place for the board and senior management, not just
the chair and chief executive. The nomination committee must comprise a majority
independent non-executive directors but does not require all members to be INEDs.
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PLANNING AND RISK ASSESSMENT

51

52

53

54

55

OPTION 2

Oil and gas companies are heavily regulated therefore the effect of non-compliance is likely
to be a significant audit risk. Provisions and contingent liabilities may arise if there are issues
such as oil spills or injury to employees in the workplace given the hazardous nature of the
industry. As the company operates in three continents, foreign currency transactions are
likely to be significant. Trade payables may be a risk for certain clients but in relation to the
other risks stated, is unlikely to be a significant risk.

OPTIONS 2 AND 5

Detection risk is greater due to the lack of knowledge and experience of the client. In order
to address this, the auditor must spend time obtaining an understanding of the client. The
auditor can request copies of working papers from the previous auditor to help with this.

OPTION 1

Materiality ranges using traditional benchmarks:
Revenue (%% — 1%) $620,000 — $1,240,000
Profit before tax (5% — 10%) $475,000 — $950,000

As Veryan Co is a new audit client it is likely that materiality will be set at the lower end of
the materiality scale to reflect the increased detection risk. Option 1 is 16% of profit and 1.2%
of revenue and is therefore too high based on the traditional benchmark calculations.
Options 2, 3 and 4 all sit within the ranges calculated above.

Cut-off of revenue is an audit risk Consistent Not consistent

Completeness of revenue is an audit risk Consistent Not consistent

Occurrence of revenue is an audit risk Consistent Not consistent

Revenue has increased by 24% compared with 12% in previous years. Revenue may be
overstated due to cut-off errors where sales relating to next year have been included in this
year. Revenue may be overstated if sales have not occurred and are fictitious. Completeness
would be a risk if revenue was lower than expected, however, as the profit margin has
increased from 6% (6/100 x 100) to 7.7% (9.5/124 x 100) revenue appears to be overstated
rather than understated.

1E, 2G, 3F

Receivables

To assess the recoverability of receivables, reviewing correspondence with customers may
highlight any disputes which indicate that payment will not be made. Direct confirmation of
a customer balance confirms existence of the debt but does not provide evidence that it will
be paid.
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57

58

59

60

Non-current assets

Impairment of non-current assets would necessitate an increased depreciation charge.
Reviewing the depreciation charge for adequacy would enable the auditor to assess whether
an impairment charge has been made. Inspection of the exploration sites is not a practical or
effective audit procedure.

Intangible assets (licences)

Amortisation of intangible assets can be checked by calculating the expected amortisation
charge and comparing it with management’s figure. Inspecting the licence agreement will
only confirm the terms of the licence but will not state the amortisation charge that should
be made each year.

OPTION 4

Increased audit risk arising from increased detection risk will result in increased quality
control procedures such as the need for an engagement quality control review. The auditor’s
lack of cumulative knowledge and experience of a client is a detection risk. Competence
should have been considered before accepting. It is not professional to resign immediately
after accepting an engagement. The audit firm should have contacted the outgoing auditor
before accepting to enquire about any professional matters which would affect the
acceptance decision.

OPTION 2

The risk of revenue cut-off errors increases with employees aiming to maximise their current
year bonus. The increased risk of a reduction in profits as a result of irrecoverable debts is a
business risk. Revenue is more likely to be overstated in order to achieve a higher bonus. The
bonus would have no impact on the customer response level to direct confirmation requests.

20X5 20X4

35 30

Receivables collecti iod
B P '° (121/1267)x 365 | (100/1205) x 365

58 47

Inventory holding period (160/1013) x 365 (125/965) x 365

Formulae:
Receivables collection period = receivables/revenue x 365

Inventory holding period = inventory/cost of sales x 365

OPTION 1

Cut-off testing would not provide relevant evidence to the potential valuation issues.

OPTIONS 3 AND 4

Option 1 refers to final analytical procedures performed at the completion stage of the audit.
Option 2 refers to substantive analytical procedures performed during the fieldwork stage of
the audit.
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61
20X5 20X4
Gross margin 44.0% 46.7%
& (5.5/12.5 x 100) (7/15 x 100)
Current ratio 2.2 4.4
(1.9+3.1+0.8)/(1.6 +1.0) (1.4+2.0+1.9)/1.2
Formulae:
Gross margin = gross profit/revenue x 100
Current ratio = current assets / current liabilities
As the loan is due for payment on 31 January 20X6, this is a current liability in 20X5 but not
20X4.
62 OPTION 3
20X5 20X4
Payables payment period 83 55
(1.6/7 x 365) (1.2/8 x 365)
Payables payment period = payables/cost of sales x 365
The payables payment period has increased by 28 days. This could indicate cash flow
problems which the auditor will need to consider as part of its going concern assessment. If
there are uncertainties over the company’s ability to continue as a going concern, disclosure
will be required in the notes to the financial statements and the auditor’s report will need to
reference the client’s disclosure.
Options 1 and 2 are not correct as the payables payment period has increased not decreased.
Option 4 would not need to be considered by the auditor as there is no indication of cash
flow problems affecting going concern.
63 OPTIONS 1,2 AND6
Options 1, 2 and 6 are audit risks as they clearly describe how the financial statements may
be materially misstated. Options 3, 4 and 5 are business risks as they describe issues the
directors would be concerned about but which would not necessarily result in the financial
statements being materially misstated.
64 OPTIONS 2 AND 3
Options 2 and 3 will allow the auditor to make an assessment of the appropriateness of the
change. Option 4 is of no audit value as it is known the policy has changed during the year.
In relation to option 1, the auditor will still need to assess the appropriateness of the change
in useful life and discuss the matter with management if it is not appropriate. Whilst the
change may not have a material impact this year, it may become material in subsequent years
therefore the issue should be addressed as soon as it is identified.
65 OPTION 3
Option 1 describes materiality. Option 2 describes tolerable misstatement. Option 4
describes a clearly trivial threshold.
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66 OPTION 3
There is no suggestion of any issue that would cause the auditor to consider resigning. The
audit team should be fully briefed and advised to be vigilant. The finance director should also
be advised that their assistance is likely to be requested by the audit team in the absence of
a financial controller.

67 OPTIONS 2,3 ANDS
Lack of supplier statement reconciliations can mean misstatements within payables and
accruals go undetected. As controls are not effective in this area, increased substantive
testing will need to be performed. The auditor should not perform the reconciliations as this
is the responsibility of Hawk. There is no need to send requests for confirmations if the client
has received a supplier statement. The issue relates to the client not reconciling the
statement to their own ledgers.

68 OPTION4
It would not be appropriate or professional for the auditor to discuss the claim with the
financial controller, especially when legal proceedings are ongoing.

69 OPTIOND
Gross profit margin
The ratio has decreased from 26% to 17% which indicates that website sales may not be
completely recorded.
If sales had not occurred, the revenue balance would be overstated and the gross profit
margin would increase.
If revenue had been recognised too early, the revenue balance would be overstated and the
gross profit margin would increase.
Payables payment period
The ratio has decreased from 75 to 40 days which indicates understatement of payables i.e.
payables may not be completely recorded.
Suppliers withdrawing credit terms is a business risk, not an audit risk.
If purchase invoices have been recorded twice, the payables balance would be overstated
and the payables payment period would increase.
Receivables collection period
The ratio has increased from 29 to 38 days which indicates that receivables may be overvalued.
Extended credit terms may have been given to customers is not an audit risk.
If receivables are not completely recorded, the receivables balance would be understated
and the receivables collection period would decrease.
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70

71

72

73

74

OPTION 2

As the analytical procedures are being performed at the planning stage using the most recent
management accounts of Hawk Co, the financial statement figures are not being tested.
Analytical procedures at the planning stage are performed to help identify areas of potential
risk and to obtain an understanding of the client. When the draft financial statement figures
are available, substantive analytical procedures can be used to help detect material
misstatements.

OPTION 1

Procedures 3 and 4 are tests of control not substantive procedures.

1C, 2C, 3D, 4A

Matter Audit strategy section

1 Risk of material C Significant factors, preliminary
misstatement including the engagement activities, and knowledge
risk of fraud gained on other engagements

2 Use of professional C Significant factors, preliminary
scepticism engagement activities, and knowledge
gained on other engagements

3 Selection of the audit team D Nature, timing and extent of resources

4 Use of computer-assisted A Characteristics of the engagement
audit techniques

OPTION 4

The fraud involves an employee stealing money from the company therefore is an example
of misappropriation of assets. Detection risk will need to decrease as control risk is higher.
For the employee to be able to commit this type of fraud, internal controls must not be
working effectively therefore control risk is higher. The auditor can only assess control risk,
they cannot influence it. Detection risk is the only component of audit risk the auditor can
change. The risk of fraud must always be discussed with the audit team in accordance with
ISA 240 The Auditor’s Responsibilities Relating to Fraud in an Audit of Financial Statements.

OPTION 3

If employees working within the same department are related there is an increased risk of
collusion which would circumvent any segregation of duties control. Therefore, to prevent
frauds occurring in the payroll department, the people working together should not be
related. Exception reports and review of employee lists by department managers would
detect if fictitious employees had been set up on the payroll system. However, this would be
after the fraud had occurred. Comparison of the monthly payroll cost with the prior month
may detect fraud if the fraud is of sufficient scale to cause a significant variance but will not
prevent fraud.
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75

OPTIONS 1, 4 AND 5

A discussion with management would be useful to identify any other suspected frauds.
Searching for duplicate bank account numbers would identify possible other frauds that are
occurring. Reconciling the number of employees to the number of people being paid will
identify fictitious employees on the payroll system.

Reporting the matter to the police is a management function and therefore not an audit
procedure to detect further frauds.

As the employee had created fictitious employees to be paid in the payroll system, the details
on the payroll records will match the payments in the bank statements therefore further
fraud would not be detected.

INTERNAL CONTROLS

76

77

. Internal control
Narrative notes p . Both
questionnaires

Advantages

Can be prepared in advance

Easy to understand

T
v
v
v
v

May overstate the controls

Some controls may be missed

Narrative notes are simple to record and easy to understand. However, controls may be
difficult to pick out from the detail.

Internal control questionnaires are prepared in advance which can ensure that all typical
controls are covered. However, the ICQ may not identify unusual controls. Clients may
overstate the controls by stating that they have the controls listed when in fact they don’t.
As the questionnaire is standardised it is easy to understand.

Explanation

1 Strength Deficiency | The goods received should be agreed to the authorised
purchase order before signing the delivery note to
ensure that only goods actually ordered are accepted.
The supplier’s delivery note will record what has been
sent which may not be the same as the purchase order.

2 Strength Deficiency | Matching the purchase invoice to the GRN ensures the
goods being paid for have been received. Matching the
GRN to the order ensures the goods received were
ordered. Keeping the documents filed together provides
a complete audit trail to support the transaction.
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Explanation

3 Strength Deficiency | Monthly reviews of standing data by the department
manager ensures that the correct details are held on a
regular basis. Any employees who have left the
company would be identified and could be removed
from the payroll records before an invalid payment is
made.

4 Strength Deficiency | Pre-printed payroll sheets ensure that only genuine
employees are paid. If any names are added to the
sheets this will highlight a potential fraud or error which
can be investigated before payment is made.

78 OPTION 2
By reviewing the payment list the finance director will be able to identify any unusual names
or duplicate names. This control will ensure only valid employees are paid. The bank transfer
list will only show details of names and net pay therefore will not identify incorrect
classification of costs, incorrect hours, or incorrect calculations unless a significant error was
made.
79 OPTION3
If reliance can be placed on the internal controls, reduced substantive testing can be
performed. If the controls are working effectively it is likely that written representations from
management will be more reliable rather than less reliable. Similarly, if controls are effective,
the information used for analytical procedures is likely to be more reliable and therefore
more reliance can be placed on analytical procedures as compared with tests of detail.
Effective controls are unlikely to influence the amount of evidence obtained from a third
party (although ineffective controls would influence the auditor to obtain more evidence
from third parties as client generated evidence will be less reliable).
80
. Substantive
Recalculate the total of the bank transfer list Test of control
procedure
Inspect the bank transfer list for evidence of the Substantive
. . s Test of control
finance director’s signature procedure
For a sample of employees, agree the salary details .
. P . P .y 8 . y Substantive
in the standing data files to the calculation of the Test of control
, . procedure
employee’s monthly salary as per the payslip
Review the procedures to ensure payroll files and Substantive
. . Test of control
documents are kept secure and confidential procedure
A substantive procedure is used to test the payroll figure in the financial statements.
A test of control is used to test the effectiveness of controls over payroll processing.
81 OPTION3
Discounts received relate to the purchases system.
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82

83

84

85

86

87

1C, 2A,3D, 4B

Deficiency Explanation

(i) Availability of inventory is not C Risk of orders not being
checked at the time of ordering fulfilled on a timely basis

(ii)  Telephone orders are not recorded A Risk of incorrect orders being
immediately despatched

(iii)  Order forms are not sequentially D Orders may go missing leading
numbered to unfulfilled orders

(iv)  The online ordering system allows B Risk of irrecoverable debts
customers to exceed their credit limit

OPTIONS 1 AND 4

The system should not allow credit limits to be exceeded by any amount. Changes to credit
limits should only be performed by a responsible senior official.

OPTION 2

Orders should be sequentially pre-numbered and a regular sequence check performed to
ensure the sequence is complete. Instructing customers not to place orders by telephone
may result in sales being lost. A better system would be to enter the orders into the system
immediately whilst the customer is placing the order. Option 1 is a recommendation for
deficiency (i).

OPTION 3

To increase independence of the internal auditors, the findings should be communicated to
those charged with governance. If the findings are reported directly to the finance director
there is a risk that the finance director perceives any deficiencies as a criticism and may not
report the findings to the board of directors.

An internal audit assignment is performed for the company. There is no requirement for
findings to be communicated to the external auditor or the shareholders.

OPTION 2

Tracing a transaction through the system to ensure it is recorded in the sales day book is a
substantive procedure testing the assertion of completeness.

Daily backups of the system General Application

Authorisation of purchase orders General Application

Minimum order quantities General Application

Automatic updating of inventory once goods are sold General Application

Backups relates to the whole computer system therefore are a general control. Authorisation,
minimum order quantities and automatic updating of inventory relate to individual aspects of
the purchasing and inventory systems therefore are application controls.
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88 OPTION1
Reviewing inventory levels immediately before and after a sales order has been processed
enables the auditor to ensure the inventory level is updated automatically. Counting a sample
of items to agree the quantities in the system does not prove the system updates
automatically. The quantities may agree because that type of inventory may not have been
sold recently and the quantities reflect the results of the last inventory count. Reviewing the
inventory quantities in the system does not confirm the quantities held in the warehouse or
that the system updates automatically. The auditor would not contact a customer to make
an enquiry such as the one described.
89
Control
The inventory system is automatically updated to reflect that inventory v
has been allocated to a sales order
The system will flag if there is insufficient inventory to fulfil the order v
When inventory falls to a minimum level a purchase order is
automatically created and sent to the purchasing manager for v
authorisation
The purchase order is automatically sent electronically to the approved v
supplier for that item
As all of the controls stated are computerised controls, a dummy order can be used to test
them.
90 OPTIONS1ANDS3
To rely on the internal auditor’'s work, the external auditor should review the internal
auditor’s working papers and re-perform a sample of the tests again. An expert would not
need to be used in this situation as the auditor can easily see if the internal auditor has
performed the work properly by re-performing a sample of tests. The auditor cannot simply
assume that the presence of an audit committee means the work of the internal auditor will
be reliable, they must assess the work to ensure it is appropriate for audit purposes.
91 OPTIONS 2 AND 4
A control objective should describe a risk to be mitigated by an internal control. Options 1
and 5 describe the internal control but not the risk. Option 3 is a control objective relating to
the recording of capital expenditure items but maintenance of the register is not the
responsibility of the capital expenditure committee therefore is not a control objective
addressed by their work.
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92

93

94

95

The internal audit department
confirms the non-current asset
register is complete

Physical Performance Information
control review processing

Variances between actual and
budgeted expenditure are analysed in
the quarterly management accounts

Segregation of | Performance Information
duties review processing

The non-current asset register is Physical Performance | Segregation of
password protected control review duties

OPTION 4

The requisition is approved (authorised) by the capital expenditure committee. The purchase
order is authorised by the purchasing director once checked against the approved
requisition. Both of these documents contain signatures confirming authorisation/approval.
The meeting minutes also contain evidence of the approval of the capital expenditure
committee.

The GRN is not authorised although it should be matched to a copy of the authorised
purchase order. This is not as persuasive as the signed requisition and order.

It will be assumed that if the controls have worked throughout the cycle, assets should not
be able to be purchased and recorded in the non-current asset register unless they have been
authorised. This is not as persuasive as the signed requisition and order.

OPTION 3

When an external auditor performs a comparison of actual to budget, this is a substantive
analytical procedure. The other three procedures provide evidence that a control has
operated effectively and are therefore tests of control.

OPTION 4

According to ISA 610 Using the Work of Internal Auditors, the external auditor must not assign
work to the internal auditor which involves significant judgment, a high risk of material
misstatement or with which the internal auditor has been involved. Cash counts will be the
most appropriate as they do not involve significant judgment and there is nothing to indicate
that the petty cash balance is material. The internal audit department is currently assessing
internal controls over non-current assets therefore is work with which the internal auditor
has recently been involved and may create a self-review threat. Revenue recognition is likely
to involve significant judgment and possibly a high risk of material misstatement. Valuation
of inventory for a manufacturer is likely to include significant work-in-progress which also
involves significant judgment and a high risk of material misstatement.
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AUDIT EVIDENCE

96

OPTION 2

A supplier with a low balance at the year end but with a high volume of transactions during
the year may indicate that not all liabilities have been recorded at the year-end date.

97 OPTION3
A purchase of a large volume of goods close to the year end would increase the payables
payment period.
The prompt payment and trade discounts would both decrease the payables payment period,
and the extended credit terms in this instance would have no impact as there is no closing
balance with the new supplier.

98 OPTION 4
The difference of $144,640 with Oxford Co relates to goods which were received by Chester
Co prior to the year end but were not recorded in the accounting records until after the year-
end date. As Chester Co had a liability to pay for the goods at the date of receipt, an accrual
should be created for the goods received not yet invoiced.

99 OPTION1
The difference in respect of Poole Co may have arisen if the invoice had been paid twice in
error as an additional $156,403 will have been debited to the supplier account.

100 OPTION 2
Reviewing the accruals listing would not help the auditor confirm the payables ledger balance
with Bath Co as accruals are recorded separately from the payables ledger balance.

101 OPTION 4
The cut-off assertion relates to transactions being recorded in the correct accounting period.
In this case, payroll costs reflect payroll transactions for the period to 31 October 20X6.
Options 1, 2 and 3 relate to the assertions of classification, accuracy and completeness.

102 OPTION 2
The most reliable evidence will be the work performed by the audit team member as auditor
generated evidence is the most reliable. Verbal confirmation is the least reliable form of
evidence as it can be disputed or retracted. Written confirmation is the next least reliable
form of evidence as it is client generated.
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103 OPTION 1
Prior year expense: $17,000,000
Employee numbers reduce from 500 to 450, a decrease of 10%.
Effect of redundancies: $17,000,000 x 90% = $15,300,000.
Effect of pay rise: (515,300,000 x 2/12) + ($15,300,000 x 106/100 x 10/12) = $16,065,000
Effect of bonus: $16,065,000 + (450 x $1,500) = $16,740,000.
Alternatively, the calculation can be done as follows:
Prior year salaries adjusted for redundancies =$17m x 0.9 =$15.3m
Adjust for wage rise for remaining staff =$15.3m x 6% x 10/12  =$0.765m
Include bonus =61,500x450 =$0.675m
Total =$16.74m
104 OPTIONS 3 AND 4
Analytical procedures evaluate trends and relationships between data. The auditor should
investigate any unusual relationships which don’t fit in with their expectation as it may
indicate misstatement. A comparison to the prior year with an investigation of differences
and a proof in total calculations are both examples of substantive analytical procedures.
Recalculation is a simple arithmetical check. Agreeing the wages expense per the payroll
system to the draft financial statements involves inspection.
105
1 Review the treatment of a
Accuracy Completeness Occurrence
sample of post year-end returns
2 Select a sample of goods
despatched notes and agree to Accuracy Completeness | Occurrence
invoices in the sales day book
3 Select a sample of invoices from
the sales day book and agree to Accuracy Completeness | Occurrence
goods despatched notes
4 Select a sample of invoices and
recalculate the invoiced amount Accuracy Completeness | Occurrence
agreeing to price list
The occurrence assertion means transactions have occurred and pertain to the entity, i.e. the
sale is a genuine transaction of the business. Post year-end returns would mean the transaction
had not really occurred and should be removed from sales. Agreeing a sample of invoices to
GDNs allows the auditor to confirm the sale is genuine. Selecting items from outside of the
accounting records and tracing them into the records is a test for completeness. Recalculating
invoices and confirming prices enables the auditor to test accuracy.
106 OPTIONS 1,2 AND 3
Where completeness is the key assertion, the sample should be selected to verify where the
balance may be understated and therefore should include suppliers with material balances,
suppliers with a high volume of business with Poppy Co and major suppliers with no
outstanding balance at the year-end.
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107

108

109

110

111

112

OPTION 1

In order to determine if the balance with Lily Co is understated, the auditor should determine
if the goods should be included in payables at the year-end by inspecting the goods received
note. There is no need to send a confirmation request to Lily Co as a supplier statement has
been obtained.

OPTION 3

To confirm the balance with Carnation Co, the auditor must determine if the liability exists
for the disputed items at the year-end by reviewing pre year-end goods returned notes and
post year-end credit notes to verify that the goods have been returned and the order
cancelled by the supplier.

OPTION 2

Although the control error is immaterial, the auditor must reach a conclusion on the
population, based on the sample selected. In order to do so the effect of the error must be
considered in relation to the whole population. It is not appropriate to project a one-off error
across the population as by its nature it is not representative of the population.

Selecting a sample of supplier balances for testing Test data Audit
using monetary unit sampling software

Recalculating the ageing of trade payables to identify Audit
; . Test data
balances which may be in dispute software

Calculation of trade payables payment period to use Test data Audit
in analytical procedures software

Inputting dummy purchase invoices into the client Test data Audit
system to see if processed correctly software

Test data involves inputting dummy transactions into the client’s system to test how the
transactions are processed. The other options are examples of audit software.

OPTION 4

A direct confirmation will confirm the amount outstanding but not the intention of the
customer to pay this amount. The industry journal articles are unlikely to provide specific
detail regarding a company’s ability to pay specific debts. Reviewing post year-end receipts
will confirm actual recoverability of the outstanding balance therefore provides the most
reliable evidence.

OPTIONS 2 AND 3

Options 1 and 4 relate to valuation.
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113

114

115

116

117

OPTIONS 1 AND 2

A decrease in selling price may result in the cost of inventory being higher than net realisable
value (NRV). Increased inventory levels for a company experiencing a reduction in sales may
result in inventory not being sold and therefore NRV may be lower than cost. Inventory
turnover would need to decrease to indicate valuation issues. There is nothing to indicate
that the nature of the inventory would result in valuation issues. Eagle does not have the
right to include third party inventory in their financial statements. Inclusion would overstate
inventory quantities but would not represent overvaluation.

Observe the client’s staff to ensure they are Substantive
. . . ) Test of control
following the inventory count instructions procedure

Inspect the inventory for evidence of damage or Substantive
Test of control
obsolescence procedure

Re-perform the reconciliation from the inventory
count date to the year-end date for inventory to Test of control
assess the accuracy of the inventory quantities.

Substantive
procedure

Observing the count to ensure the count instructions are followed will provide the auditor
with evidence that the controls over the inventory count are operating effectively. The other
two tests are substantive in nature providing evidence over the accuracy, valuation and
allocation assertion.

OPTION 1

The auditor needs to establish whether the claim is probable to succeed before they can ask
the client to recognise a provision. If the claim is not probable to succeed it should not be
recognised. If it is possible to succeed it should be disclosed as a contingent liability. This
evidence should be obtained from the legal adviser as they are an independent expert. The
auditor would review board minutes to ascertain the view of the board as a whole in respect
of the claim. It would not be appropriate for the auditor to contact the customer making the
claim against the client.

OPTION 3

The client performs the inventory count. The external auditor will perform a sample of test
counts to ensure the count is accurate. The primary objective of the count is to ascertain
accurate quantities. Some companies will produce items 24 hours a day. Provided the count
is properly organised to ensure goods are not moved in and out of the counting area during
the count the company does not need to cease production. ISA 501 Audit Evidence — Specific
Considerations for Selected Items requires the auditor to attend the inventory count if
inventory is a material balance.

OPTION 3

If the timetable is not monitored, some areas could be missed and all inventory may not be
counted at least once a year.
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119

120

Staple & Co must attend at least one count to
) True False
ensure adequate controls are applied
Cut-off testing will only need to be performed if a
. . True False
full count is carried out at the year-end
All lines of inventory must be counted at least twice
. True False
during the year
Staple & Co should visit the client’s premises at least
. True False
once a year and request a surprise inventory count

1 Strength Deficiency
2 Strength Deficiency
3 Strength Deficiency
4 Strength Deficiency
5 Strength Deficiency

Process 1 is a deficiency as counters may just agree with the quantity on the sheet and not
actually count the goods.

Process 2 ensures discrepancies are highlighted for further investigation.

Process 3 will lead to understatement of inventory. Old or damaged items should be included
until they are sold or scrapped.

Process 4 could result in cut-off errors as it will be difficult to identify goods already counted
or not counted if movements are happening during the counting process.

Process 5 ensures inventory belonging to third parties is not recorded in Gloss Co’s inventory
records.

OPTION A

Agreeing the items listed on the count sheets to the physical inventory confirms existence.
Agreeing the physical inventory quantities to the count sheet confirms completeness.

121 OPTIONS 2,3 AND 4
When deciding whether to use sampling the population must be complete, accurate and
appropriate for the purpose of the test. If the size of the population is small, sampling may
not provide the most efficient method of obtaining evidence. Therefore the size of the
population would need to be considered. The time the auditor has available and the ease of
obtaining evidence should not influence their audit procedures.
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122
1 Sampling Not sampling
2 Sampling Not sampling
3 Sampling Not sampling
Sampling involves selecting items for testing where all items have a chance of selection.
Procedure 1 describes monetary unit selection (MUS) which is a sampling method given in
ISA 530 Audit Sampling.
Procedures 2 and 3 describe selection methods, not sampling methods. These procedures
require items with specific characteristics to be tested, therefore all items will not have a
chance of selection and as a result do not constitute sampling methods.
123 OPTION 3
Systematic sampling is where a sample is chosen with a constant interval. The starting point
is chosen randomly.
124 OPTION 4
Procedure 1
This procedure will test the accuracy of the recorded amount.
The assertion of occurrence is not relevant to the audit of payables. Occurrence is relevant
to purchases.
re
@,
Tutorial note
To test occurrence of purchases, the GRN should be inspected and the invoice should be
inspected for the name of the client in order to ensure the goods pertain to the Hemsworth Co.
Procedure 2
This procedure will test completeness of payables as it may identify invoices not included
within payables or accruals at the year-end.
The payables ledger, cash book and GRNs are client generated evidence, therefore less
reliable than third party generated evidence.
Procedure 3
This procedure will test completeness of payables as well as rights and obligations and
existence.
A payables circularisation would be performed if a supplier statement has not been retained
or received.
Purchase invoices and supplier statements are third party generated evidence, therefore
more reliable than client generated evidence.
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OPTION 2

The amount of testing should be increased before any further action is taken. The issue
should then be discussed with the audit manager before discussing with the client. The audit
opinion will only be modified if the errors are material and if they are not corrected by the
client. This is the final action to be taken rather than the initial course of action.

The actual computer files and programs are not
tested therefore the auditor has no direct evidence Valid Not valid
that the programs are working as expected

Where errors are found in reconciling inputs to
outputs, it may be difficult or even impossible to Valid Not valid
determine why those errors occurred

As the system within the computer is not audited, the audit trail can be difficult to follow.
This will mean direct evidence that the programs are working as expected cannot be obtained
and it will be difficult to determine why the errors occurred.

OPTION 3

As there are 600 customers within the receivables listing, this makes the use of audit software
much more beneficial to an auditor.

OPTION 4

All are procedures that could be performed using audit software.

OPTIONS 1,3 AND 4

Audit software may slow Delphic Co’s systems down. Test data is used to test the
programmed controls. Audit software enables calculations and data sorting to be performed
more quickly resulting in greater efficiency. Audit staff may need to be trained to use the
software. Once the audit software has been designed there are no further costs (unless the
client changes its systems). Therefore the audit will only be more costly in the year of set up.

OPTION 3

If the partner advises Delphic Co which accounting system to choose, a self-review threat will
be created. The external audit team does not need to be present during the implementation
and testing. This may be impractical in terms of time and resource required. To save
unnecessary time and expense, the audit firm should delay the use of audit software to
ensure it is designed to effectively work with the new system.

OPTIONS 2 AND 5

The financial statements may still be manipulated to show a break even position or to meet
a specific target or objective imposed on the organisation. The auditor’s report will be
publicly available as taxpayers have a right to see the financial statements and associated
auditor’s report. The time required for the audit will depend on many factors such as
complexity of the organisation and its transactions, the volume of transactions, etc., as is the
case with company audits. An audit team should always be competent therefore the team
should include people with public sector experience.
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132 OPTION 3
An auditor’s report for a local government authority will need to refer to going concern
uncertainties in the same way as for a company.
133
Compare income by shop and category to the prior year v
Inspect credit notes issued post year-end
Agree totals on till receipts to the sales day book, bank statements and v
cash book
Obtain the sales day book and cast to confirm accuracy v
Inspection of credit notes issued post year-end would identify possible overstatement of
income rather than understatement.
134 OPTION4
All risks given are relevant to Stargazers.
135
Management will have no financial qualifications
8 . . : . Always May be Never
therefore there is a greater risk of material
, true true true
misstatement
Internal control systems will not be as sophisticated Always May be Never
as those for profit making companies true true true
There are fewer auditing standards applicable to Always May be Never
audits of charities true true true
Charities such as Stargazers will have different
objectives to a profit making company therefore the Always May be Never
auditors’ assessment of materiality will consider true true true
different factors
Some charities, particularly larger charities may have good internal control systems and
predominantly qualified, paid staff responsible for the financial statements. Smaller charities
may not have sufficient income to pay staff and may rely heavily on volunteers. Therefore
options (1) and (2) MAY be true. Although ISAs are developed for audits of companies, they
should still be followed in an audit of a charity or other NFP.
136 OPTION 3
Companies House (or equivalent) information provides independent evidence of the number
of shares in issue. Option 1 is not relevant as a bonus issue does not generate cash. The bonus
issue is debited against retained earnings in this case as there is no share premium account
to utilise. Option 2 is client generated documentary evidence which is less reliable than third
party evidence. Option 4 is client generated verbal confirmation which is less reliable than
documentary evidence or evidence from third parties.
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137 OPTION 1

Retained earnings S million
Brought forward 110
Add profit for the year 40
Add transfer of excess depreciation 2
Less bonus issue (25)
Less dividend paid (B) (4)
Carried forward 123

The proposed dividend will not be recognised in retained earnings until it is approved by the
shareholders therefore does not form part of the calculation.

The bonus issue has increased share capital by $25 million (50 / 2) with a corresponding
reduction to retained earnings.

The transfer of excess depreciation increases retained earnings and reduces the revaluation
reserve.

138

Inspect the independent

, Completeness Cut-off Valuation
expert’'s report

Match the physical properties
to the independent expert’s
report and non-current asset
register

Existence Completeness Presentation

Recalculate the depreciation

. Completeness Existence Valuation
on revalued properties

Inspect December 20X4 bank
statements for payment of Occurrence Cut-off Completeness
dividend

The independent expert’s report will show up-to-date values of the properties. This will only
show the property values for those the client has requested and therefore does not confirm
completeness. Cut-off is not a relevant assertion for non-current assets.

Matching the physical assets to the expert’s report ensures that all properties have been
revalued which is a requirement of IAS 16 Property, Plant and Equipment and matching into
the non-current asset register confirms completeness of the assets in the financial
statements.

Depreciation is used to reflect usage of an asset and affects the value of assets. Existence of
assets is usually confirmed by physical inspection. Completeness relates to whether all assets
have been recorded therefore not related to depreciation.

Inspection of bank statements specifically for December 20X4 will confirm the dividend paid
in that month but will not confirm completeness as other dividends may have been paid at
other times during the year. Cut-off would require procedures to be focused around the year
end to ensure they have been recorded in the correct accounting period.
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OPTIONS 2 AND 3

Total assets should equal total equity and liabilities on the statement of financial position.

The auditor will perform substantive tests of detail