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ACCA APPROVED CONTENT PROVIDER

As the first accredited publisher of ACCA materials, BPP Learning Media has set the benchmark for
producing exceptional study materials for students and tutors alike.

Our Study Texts, Practice & Revision Kits and i-Passes (for exams on demand) are reviewed by the ACCA
examining team and are written by our in-house authors with industry and teaching experience who
understand what is required for exam success.

EXAM SUCCESS SITE

To help maximise your chances of succeeding in your exams, we've put together a suite of exclusive ACCA
resources. Our Exam Success site provides you with access to a free digital version of this publication, as
well as extra resources designed to focus your efforts on exams and study methods.

To access the Exam Success site, please email learningmedia@bpp.com with the subject line "Access to Exam
Success site - eBook”, including your order reference number and the name of the book you've bought (ie
ACCA F5 Study Text) for your access code. Once you have received your code, please follow the instructions
below:

To access the BPP ACCA Exam Success site for this material
please go to:

www.bpp.com/ExamSuccessSite

B Create a user account if you don't already have one.
Make sure you reply to the confirmation email.

B Log in using your registered username and password.
Select the paper you wish to access.

B Enter the code you received when prompted. You will only
have to do this once for each paper you are studying.
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BPP Learning Media is an ACCA Approved Content Provider for the ACCA qualification.
This means we work closely with ACCA to ensure our products fully prepare you for
your ACCA exams.

In this Practice & Revision Kit, which has been reviewed by the ACCA examination
team, we:

o Discuss the best strategies for revising and taking your ACCA exams
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o Ensure you are well prepared for your exam
o Provide you with lots of great guidance on tackling questions
o Provide you with three mock exams

o Provide ACCA exam answers as well as our own for selected questions
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Our Passcard product also supports this paper.
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A note about copyright

Dear Customer
What does the little © mean and why does it matter?

Your market-leading BPP books, course materials and e-learning
materials do not write and update themselves. People write them on
their own behalf or as employees of an organisation that invests in
this activity. Copyright law protects their livelihoods. It does so by
creating rights over the use of the content.

Breach of copyright is a form of theft — as well as being a criminal
offence in some jurisdictions, it is potentially a serious breach of
professional ethics.

With current technology, things might seem a bit hazy but,
basically, without the express permission of BPP Learning Media:

o Photocopying our materials is a breach of copyright

e Scanning, ripcasting or conversion of our digital materials into
different file formats, uploading them to facebook or e-mailing
them to your friends is a breach of copyright

You can, of course, sell your books, in the form in which you have
bought them — once you have finished with them. (Is this fair to
your fellow students? We update for a reason.) Please note the e-
products are sold on a single user licence basis: we do not supply
‘unlock’ codes to people who have bought them secondhand.

And what about outside the UK? BPP Learning Media strives to
make our materials available at prices students can afford by local
printing arrangements, pricing policies and partnerships which are
clearly listed on our website. A tiny minority ignore this and indulge
in criminal activity by illegally photocopying our material or
supporting organisations that do. If they act illegally and unethically
in one area, can you really trust them?

Copyright © IFRS Foundation

All rights reserved. Reproduction and use rights are strictly limited.
No part of this publication may be translated, reprinted or
reproduced or utilised in any form either in whole or in part or by
any electronic, mechanical or other means, now known or hereafter
invented, including photocopying and recording, or in any
information storage and retrieval system, without prior permission
in writing from the IFRS Foundation. Contact the IFRS Foundation
for further details.

The IFRS Foundation logo, the IASB logo, the IFRS for SMEs logo,
the “Hexagon Device”, “IFRS Foundation”, “elFRS”, “IAS”, “IASB”,
“IFRS for SMEs”, “IASs”, “IFRS”, “IFRSs”, “International Accounting
Standards” and “International Financial Reporting Standards”,
“|IFRIC” “SIC” and “IFRS Taxonomy” are Trade Marks of the IFRS
Foundation.

Further details of the Trade Marks including details of countries
where the Trade Marks are registered or applied for are available
from the Licensor on request.
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About this Practice & Revision Kit

ACCA will start to transition F5—F9 to computer based examination (CBE), beginning with a pilot in limited markets
in September 2016. Students will initially have the choice of CBE or paper exams and as a result, changes will be
made to BPP’s learning materials to ensure that we fully support students through this transition.

This Practice & Revision Kit is valid for exams from the September 2016 sitting through to the June 2017 sitting
and in this Practice & Revision Kit you will find questions in both multiple choice question (MCQ) and objective
testing question (OTQ) format. OTQs include a wider variety of questions types including MCQ as well as number
entry, multiple response and drag and drop. More information on these question types will be available on the ACCA
website.

OTQs will only appear in computer based exams but these questions will still provide valuable practice for all
students whichever version of the exam is taken. These are clearly marked on the contents page as CBE style OT
cases.

In addition please note that the specimen paper based exam paper has been included as Mock Exam 3 in this
Practice & Revision Kit. The questions in Sections A are MCQ only whereas in the computer based exam these
sections will contain OTQs.

More information on the exam formats and can be found on page xiv

At the time of going to print, ACCA had not yet announced the proposed duration of the computer-based exam and
so all timings given throughout this Practice & Revision Kit are based on the paper-based exam which is 3 hours
and 15 minutes long. Time management is a key skill for success in this exam and so we recommend you use these
indicative timings when attempting questions.

ACCA are recommending that all students consult the ACCA website on a regular basis for updates on the launch of
the new CBEs.
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Question index

The headings in this checklist/index indicate the main topics of questions, but questions are expected to cover

several different topics.

Questions set under the old syllabus Audit and Internal Review (AIR) paper are included because their style and
content are similar to those which appear in the F8 exam. The questions have been amended to reflect the current

exam format.

Part A: Audit framework and regulation

Marks

Time

allocation
Mins

Page number

Question  Answer

Section A Questions

1-5 BJMCO 10 20 3 63
6-10 CBE style OT case - Conoy 10 20 5 63
11 - 15 Stark 10 20 6 64
Section B Questions

16 L V Fones (6/10) 20 39 8 65

17 Orange 20 39 9 68
18 Salt & Pepper 20 39 9 71

Section A Questions

19 — 23 CBE style OT case - Bridgford 10 20 11 76
24 — 28 CBE style OT case — EuKaRe (12/08) (amended) 10 20 12 77
29 - 33 South 10 20 14 77
34 - 38 Mason 10 20 16 78
Section B Questions

39 Sleeptight 30 59 18 78
40 Raisin 20 39 19 82
41 Abrahams (12/11) 20 39 20 85
42 Recorder (12/14) 20 39 21 89
43 Walters (2014 Specimen Paper) 20 39 21 92
44 Sycamore (06/15) 20 39 22 95
45 Smoothbrush (06/10) 30 59 23 99
Section A Questions

46 — 50 Flowers Anytime (AIR 12/02) (amended) 10 20 25 104
51 —55 KLE Co 10 20 26 104
56-60 CBE style OT case - SouthLea (Pilot Paper) (amended) 10 20 28 105
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61— 65 Cherry (6/15) (amended) 10 20 30 106
Section B Questions

66 Chuck 30 59 31 106
67 Greystone (12/10) 30 59 32 112
68 Blake (12/08) (amended) 30 59 34 118
69 Tinkerbell (6/11) 30 59 35 121
70 Trombone 30 59 36 126
71 Bluesberry (12/10) 20 39 37 131

Part D: Audit evidence ‘

Section A Questions

72 — 76 Expert (12/08) (amended) 10 20 38 136
77 — 81 CBE style OT case - Newthorpe 10 20 39 136
82 — 86 CBE style OT case - Tirrol (6/09) (amended) 10 20 41 137
87 - 91 Wright 10 20 43 138
Section B Questions

92 Redburn (12/09) 30 59 45 139
93 Lily (12/12) 30 59 46 144
94 Springfield Nurseries (AIR Pilot Paper) (amended) 30 59 47 149
95 Panda 20 39 48 152
96 Rose (12/12) 20 39 49 154
97 Donald (06/11) 20 39 49 157
98 Rocks Forever (AIR 12/05) (amended) 20 39 50 161
99 Bush-Baby Hotels 20 39 51 163

Part E: Audit reporting ‘

Section A Questions

100 — 104 CBE style OT case — Chestnut (06/15) (amended) 10 20 52 166
105 - 109 Humpbhries (12/11) (amended) 10 20 53 167
110 — 114 CBE style OT case Minnie (6/11) (amended) 10 20 55 168
Section B Questions

115 Greenfields (12/10) 20 39 57 169
116 Strawberry (06/12) 20 39 57 172
117 Clarinet (06/14) 20 39 58 176
Mock exam 1

Mock exam 2 (CBE style)

Mock exam 3 (Specimen exam)

n Question index BPP @
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Topic index

Listed below are the key Paper F8 syllabus topics and the numbers of the questions in this Kit covering those
topics. If you need to concentrate your practice and revision on certain topics or if you want to attempt all available
questions that refer to a particular subject, you will find this index useful.

Accounting estimates
Analytical procedures
Assurance engagement
Audit evidence

Audit planning and documentation

Audit regulation

Audit reporting

Audit risk

Audit sampling

CAATs

Cash and bank

Corporate governance
Engagement letters

Ethics

Experts

External audit

Fraud, laws and regulations
Going concern

Interim audit

Internal audit

Internal controls

Inventory

Materiality and misstatements
Non-current assets
Not-for-profit organisations
Payables and accruals
Provisions and contingencies
Purchases systems

Quality control

Receivables and revenue
Sales systems

Subsequent events

Wages systems

Written representations
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Helping you with your revision

BPP Learning Media — Approved Content Provider

As an ACCA Approved Content Provider, BPP Learning Media gives you the opportunity to use revision materials
reviewed by the ACCA examination team . By incorporating the ACCA examination team’s comments and
suggestions regarding the depth and breadth of syllabus coverage, the BPP Learning Media Practice & Revision Kit
provides excellent, ACCA-approved support for your revision.

Tackling revision and the exam
Using feedback obtained from ACCA examination team review:
. We look at the dos and don'ts of revising for, and taking, ACCA exams

. We focus on Paper F8; we discuss revising the syllabus, what to do (and what not to do) in the exam, how to
approach different types of question and ways of obtaining easy marks

Selecting questions

We provide signposts to help you plan your revision.
. A full question index

. A topic index listing all the questions that cover key topics, so that you can locate the questions that provide
practice on these topics, and see the different ways in which they might be examined

Making the most of question practice

At BPP Learning Media we realise that you need more than just questions and model answers to get the most from
your question practice.

. Our top tips included for certain questions provide essential advice on tackling questions, presenting
answers and the key points that answers need to include

. We show you how you can pick up easy marks on some questions, as we know that picking up all readily
available marks often can make the difference between passing and failing

. We include marking guides to show you what the examination team rewards

. We include comments from the examination team to show you where students struggled or performed well
in the actual exam

. We refer to the BPP Study Text for exams in September 2016, December 2016, March 2017 and June
2017 for detailed coverage of the topics covered in questions

Attempting mock exams

There are three mock exams that provide practice at coping with the pressures of the exam day. We strongly
recommend that you attempt them under exam conditions. Mock exams 1 and 2 reflect the question styles and
syllabus coverage of the paper-based and computer-based exams respectively; Mock exam 3 is the Specimen exam
paper.

. . - BPP
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Revising F8

Topics to revise

The F8 paper assumes knowledge of Paper F3 Financial Accounting. It is important, therefore, that candidates can
apply the knowledge they have gained in this paper to the audit and assurance context of Paper F8.

All questions are compulsory so you must revise the whole syllabus. Since the exam includes 3 10 mark OT case
questions (each comprising five OT questions of 2 marks each) in Section A, you should expect questions to cover
a large part of the syllabus. Selective revision will limit the number of questions you can answer and hence reduce
your chances of passing. It is better to go into the exam knowing a reasonable amount about most of the syllabus
rather than concentrating on a few topics to the exclusion of the rest.

In Section B, all questions will require a written response but there may be questions requiring the calculation and
interpretation of some basic ratios in the context of audit planning or review.

In short, remember that all the questions in this paper are compulsory. Therefore, we strongly advise that you do
not selectively revise certain topics — any topic from the syllabus could be examined. Selective revision will limit the
number of questions you can answer and hence reduce your chances of passing this paper.

Question practice

Practising as many exam-style questions as possible will be the key to passing this exam. You must do questions
under timed conditions and ensure you write full answers to the discussion parts as well as doing the calculations.

Avoid looking at the answer until you have finished a question. Your biggest problem with F8 questions may be
knowing how to start, and this needs practice.

Also ensure that you attempt all three mock exams under exam conditions.

LEARNING MEDIA




Passing the F8 exam

Displaying the right qualities and avoiding weaknesses

In order to pass this paper it is important that you get some of the basics right. These include the following:

Read the question

Again this sounds obvious but is absolutely critical. When you are reading the question think about the following:

Which technical area is being tested?

This should let you identify the relevant areas of technical knowledge to draw on.
What am | being asked to do?

(We will take a more detailed look at the wording of requirements later.)

Are there any key dates?

This is important in questions on inventory. If the inventory count takes place at a time other than the year-
end you need to be aware of this.

What is the status of your client?

For example is it large or small, is it a new or existing client? This might affect issues such as risk.
What is the nature of the business?

This is particularly relevant in planning questions as it will have an impact on risk areas.

How many marks are allocated to each part of the question so approximately how many points do | need to
make?

When you think about the number of points you need to achieve you need to consider this in relation to the
requirement. If you are asked for explanation it is likely that you will score more marks per point than if you
are simply asked for a list of points.

You also need to think about the order in which you read information in the question. Particularly in Section B it is
important that you read the requirement first so that as you read through the rest of the information you are aware
of the key matters/issues which you are looking out for. For example if you are asked for risks in a scenario you can
try to identify as many risk factors as possible as you read the detailed information.

You should also try to read the question as 'actively' as possible. Underline key words, annotate the question and
link related points together. These points can often serve as the basis for an outline plan.

. Q)
LEARNING MEDIA



Understand the requirements

It is important that you can understand and differentiate between the requirements and terms that the examination
team typically uses. Here are some examples:

Explain Make a point clear, justify a point of view

Describe Give an account of something, including the key features

Define Give the meaning of

Recommend Advise the appropriate actions to pursue in terms the recipient will understand
Discuss Critically examine an issue

List Normally punchier points than 'explain' or 'discuss'

[llustrate Explain by using examples

Audit procedures/audit tests | Actions

Enquiries Questions

Evidence Source (eg document) and what it proves

Think and plan

No matter how well prepared you are you are going to have to do some thinking in the exam. Obviously you will be
under time pressure, but if used effectively thinking and planning time should not be seen as a waste of time.

Generating ideas can often be a problem at this stage. Remember that your knowledge of key ISAs can serve as a
good starting point.

In audit evidence questions you may think about the financial statement assertions (completeness, accuracy,
existence etc). You could also think about the different types of procedures (inspection, observation, inquiry,
confirmation, recalculation/reperformance and analytical procedures).

In risk questions it might be helpful to think about the different elements of risk (inherent risk, control risk,
detection risk).

Repeating this knowledge will not be sufficient in most cases to pass the question but these ideas can form a very
sound basis for developing a good answer.

Keep going back to the requirement and make sure that you really are answering the question. One of the most
common errors in auditing papers is identifying the correct point but using it in the wrong way. Make sure that your
answer is focused on the requirements. It may be tempting to write everything you know about a particular point
but this will not help you to pass the exam. This 'scattergun' approach will attract few, if any, marks.

Producing your answer

Although much of the hard work has been done by the time you get to this stage you need to think carefully about
how you put down each point on paper. The way you make the point can make a difference to the number of marks
scored. You need to make sure your answers do not suffer from a lack of clarity and precision. This is particularly
the case regarding questions on audit evidence. For example lists of tests stating 'check this' and 'check that'
without explaining what is being checked and why is likely to score few marks. If you find it difficult to gauge the
right level of detail try to imagine that you are explaining the procedure to a junior member of staff. Would they be
able to perform the procedure based on your description?

Think about your style. A well structured answer with clearly identifiable points is generally preferable to long
paragraphs of text. However, do not fall into the trap of producing note-form answers. This is rarely sufficiently
detailed to score marks.

Q) —
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Gaining the easy marks

Easy marks in this paper tend to fall into two categories.

Multiple choice questions

Some MCQs are easier than others. Answer those that you feel fairly confident about as quickly as you can. Come
back later to those you find more difficult. This could be a way of making use of the time in the examination most
efficiently and effectively.

Make sure that you understand the wording of MCQs before selecting your answer.

Discussions in Section B questions

A Section B question may separate discussion requirements from calculations, so that you do not need to do the
calculations first in order to answer the discussion part. This means that you should be able to gain marks from
making sensible, practical comments without having to complete the calculations.

Discussions that are focused on the specific organisation in the question will gain more marks than regurgitation of
knowledge. Read the question carefully and more than once, to ensure you are actually answering the specific
requirements.

Pick out key words such as 'describe’, 'evaluate’ and 'discuss'. These all mean something specific.

. 'Describe' means to communicate the key features of
. 'Evaluate’ means to assess the value of
. 'Discuss' means to examine in detail by argument

Clearly label the points you make in discussions so that the marker can identify them all rather than getting lost in
the detail.

Provide answers in the form requested. Use a report format if asked for and give recommendations if required.

m Passing F8 BPP @
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Tackling Multiple Choice Case Questions
First, read the whole case scenario. Make a note of any specific instructions or assumptions, such as key dates.

Then skim through the requirements of the five questions. The questions are independent of each other and can be
answered in any order.

Some of the questions will be easier than others. For example, you may be asked to identify risks to independence
from a given scenario.

Other questions will be more difficult and/or complex. There are two types of question that may take you longer to
answer.

The first more time-consuming question is one where you are asked to consider two related issues. The best
approach to adopt here is a step-by-step approach, dealing with each issue in turn. For example you could be asked
to consider whether a potential adjustment is material and the impact of this on the audit report based on
circumstances set out in the scenario. The first step would be to assess the materiality of the adjustment using your
technical knowledge, but also applying any information given to you in the scenario. Having made a decision it
should be possible to discount at least one of the distracters. Then think about the impact on the auditor’s report.
Does the audit opinion need to be modified or not? If it is, is the issue pervasive or not? If possible, try to come to
your own conclusion before looking at the options available, then check whether your answer is one of the options
listed. (Obviously if you are struggling looking at the remaining available options may help to jog your memory.)
Having selected your answer always check the remaining distracters to ensure that you haven’t made a common
mistake.

The second more time-consuming question is one where you are asked to consider a number of statements and
identify which one (or more) of them is correct. Make sure that you read each statement at least twice before
making your selection. Be careful to follow the requirements of the question exactly, for example if you are asked to
identify two correct statements. Make sure that you have spotted any negative questions eg ‘Which two of the
following are NOT....

Q) —
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Exam information

Computer-hbased Exams

ACCA have announced that they intend to commence the launch of computer-based exams (CBES) for F5—F9. They
will be piloting computer-based exams in limited markets in September 2016 with the aim of rolling out into all
markets internationally over a five year period. Paper-based examinations will be run in parallel while the CBEs are
phased in and BPP materials have been designed to support you, whichever exam option you choose.

Format of the exam

The exam format is the same irrespective of the mode of delivery and will comprise two exam sections

A Objective test (OT) case | 3 questions x 10 marks 30

Each question will contain 5
subparts each worth 2 marks

B Constructed Response 1 question x 30 marks 70

(Long questions) 2 questions x 20 marks

Total 100

Section A questions will be selected from the entire syllabus. The paper version of these objective test questions
contain multiple choice only and the computer-based versions will contain a variety. The responses to each
question or subpart in the case of OT cases are marked automatically as either correct or incorrect by computer.

Section B questions will mainly focus on the following syllabus areas but a minority of marks can be drawn from
any other area of the syllabus

o Planning and risk assessment (syllabus area B)
. Internal control (syllabus area C)
. Audit evidence (syllabus area D)

The responses to these questions are human marked.

Additional information

The Study Guide provides more detailed guidance on the syllabus.

m Passing F8 b
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Useful websites

The websites below provide additional sources of information of relevance to your studies for Audit and Assurance.
o www.accaglobal.com

ACCA's website. The students' section of the website is invaluable for detailed information about the
qualification, past issues of Student Accountant (including technical articles) and a free downloadable
Student Planner App.

o www.bpp.com

Our website provides information about BPP products and services, with a link to the ACCA website.
. www.ifac.org

This website provides information on international accounting and auditing issues.
. www.ft.com

This website provides information about current international business. You can search for information and
articles on specific industry groups as well as individual companies.

Q) —_—
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AUDIT FRAMEWORK AND REGULATION
Questions 1 — 18 cover Audit framework and regulation, the subject of Part A of the BPP Study Text for F8.

BJM CO 20 mins

The following scenario relates to questions 1 - 5.

You are an audit senior of YHT & Co and have worked on the external audit of BJM Co (BJM), an unlisted company,
since your firm was appointed external auditor two years ago.

BJM owns a chain of nine restaurants and is a successful company. BJM has always been subject to national
hygiene regulations, especially in relation to the food preparation process. Non-compliance can result in a large fine
or closure of the restaurant concerned.

1 Despite running a successful company, BJM’s Board have often needed to be reminded of some
fundamental principles and you often have to explain key concepts.

Which of the following statements best defines the external audit?

A

The external audit is an exercise carried out by auditors in order to give an opinion on whether the
financial statements of a company are fairly presented.

The external audit is an exercise carried out in order to give an opinion on the effectiveness of a
company's internal control system.

The external audit is performed by management to identify areas of deficiency within a company and
to make recommendations to mitigate those deficiencies.

The external audit provides negative assurance on the truth and fairness of a company's financial
statements.

2 The Board has also struggled to differentiate between their responsibilities and those of the external auditor
in circumstances such as the prevention and detection of fraud and error, and compliance with regulations.

Which of the following statements best describes YHT & Co’s responsibility regarding BJM’s compliance
with hygiene regulations, in line with ISA 250 Consideration of laws and regulations in an audit of

financial statements?

A YHT & Co should actively prevent and detect non-compliance with the regulations.

B YHT & Co should perform specific audit procedures to identify possible non-compliance.

C YHT & Co should obtain sufficient appropriate audit evidence about BJM's compliance with the
regulations as they have a direct effect on the financial statements.

D YHT & Co does not have any responsibility as the hygiene regulations do not have a direct effect on
the financial statements.
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The Board of BJM have recently notified you that the national hygiene regulations have been updated and are now
much more stringent and onerous than before.

With this in mind, the Board have asked your firm to conduct a review of BJM’s compliance with hygiene
regulations, in order to allow the Board to assess whether the appropriate processes have been implemented at
each of the nine restaurants. The review is not expected to include the provision of accounting advice or the
preparation of figures in the financial statements.

This work is likely to be very lucrative. Your firm has sufficient experience to undertake the above review
engagement.

3 The partner responsible for this review has informed you that the engagement is an assurance engagement.
Which of the following would NOT have been relevant to the partner in forming this opinion?

A The existence of a three-party relationship
B The existence of suitable criteria

C The determination of materiality

D The subject matter

4 The partner responsible for this review engagement has asked you to tell him what level of assurance you
believe YHT & Co should provide, and also what type of opinion the firm should give.
What is the level of assurance and type of opinion that can be provided on this review engagement?

Level of assurance Report wording

A Reasonable Positive
B Reasonable Negative
C Limited Positive
D Limited Negative

5 The audit partner has told you that the independence threats arising from YHT & Co performing the review
engagement should be monitored carefully.

Which of the following is likely to cause the audit partner most concern?

A According to the ACCA Code of Ethics, YHT & Co is prohibited from providing other assurance
services to an audit client.

B The review engagement is likely to give rise to a self-review threat, as the outcomes of the review
could form the basis of the financial statements which the audit team will audit.

C The lucrative nature of the review engagement may make the external audit team less inclined to
require management to make adjustments or to issue a modified audit opinion, for fear of losing the
review engagement.

D If the new review engagement causes YHT & Co’s fee income from BJM to exceed 15% of the firm’s
total fees, the ACCA Code of Ethics states that the new engagement must be turned down.
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Conoy (CBE) 20 mins

The following scenario relates to questions 6 - 10

Conoy designs and manufactures luxury motor vehicles. It is not a listed company and its shares are held equally
by 12 individuals, most of whom belong to the same family. Many of these shareholders are also executive
directors.

Conoy has an internal audit department, although the chief internal auditor frequently comments that Conoy’s Board
does not understand his reports, and does not provide sufficient support for his department and for the company’s
internal control systems. RWG & Co, Conoy’s external auditors, have also expressed concern in this area.

The Board is considering a proposal from the chief internal auditor to establish an audit committee. The committee
would consist of one executive director, the chief internal auditor, and three new appointees. One appointee would
have a non-executive seat on the board of directors.

6 One of the shareholders, who is not an executive director, has heard about Conoy’s plans to establish an
audit committee. He has drawn up a list of statements which he feels the Board should review before making
any decisions:

Which of the statements made by the shareholder are TRUE in relation to the establishment of the audit
committee?

D Those remaining shareholders who are not already executive directors should be appointed as non-executive
directors and should be part of the audit committee

D The chief internal auditor should not be part of the audit committee

D Establishing an audit committee will mean that there is a specialist group of individuals which is responsible
for monitoring high quality internal controls

D Establishing an audit committee will mean that the external audit fee will be reduced

7 Once established, the audit committee will have many objectives.
Which of the following does NOT form part of the audit committee’s objectives?
D Safeguarding the privacy of whistleblowers
D Appointing the external auditor

D Monitoring the independence of the external auditor
D Implementing a policy on the supply of non-audit services by the external auditor

8 Conoy’s internal audit department is currently not well understood or supported by the Board.

Which TWO of the following statements describe the main advantages of establishing an audit
committee?

The position of the internal audit department will be strengthened within the organisation

Corporate governance will be enhanced as the board of directors will report to the audit committee

The effectiveness of the internal audit department will be improved as the audit committee will monitor and
review its performance on a regular basis

HREREEE

The workload of the internal audit department will be better managed as the audit committee will be able to
minimise the extent to which the external auditors rely on the work of the internal auditors
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9 The board is considering a significant expansion of the company. However, the company's bank is
concerned by the standard of financial reporting as, Conoy’s finance director recently left the company. The
board is delaying providing the bank with financial information until a new finance director has been
appointed.

Which of the following statements best describes why having an audit committee could help Conoy raise
additional finance in this situation?

A The independent non-executive members of the audit committee can provide guarantees to the bank
concerning Conoy’s financial viability.

B The audit committee will have at least one member who has relevant financial experience. This
person will be able to stand in for as Conoy’s finance director before a new finance director is
appointed.

C The audit committee will have at least one member who has relevant financial experience, so that
they can monitor the integrity of the financial statements

D The audit committee will review all the available evidence to substantiate information in financial
reporting, thus improving the credibility of the financial statements

10 RWG & Co, Conoy’s external auditor, believes that Conoy establishing an audit committee would bring the
external auditor additional benefits.

Which of the following is NOT an advantage to RWG & Co of Conoy establishing an audit committee?

D RWG & Co would be able to report its audit findings and recommendations to an independent sub-
committee

D RWG & Co would have a sub-committee with which it could raise issues of concern

D The audit committee will support RWG & Co’s viewpoint in the event of any disputes with the
management of Conoy

D The audit committee would have more time to examine RWG & Co's reports and recommendations
and so providecomfort that recommendations and other matters are being considered and reviewed

Stark 20 mins

The following scenario relates to questions 11 - 15.

You are an audit manager of Ali & Co and have just been assigned the audit of Stark Co (Stark). Stark, a listed
company, provides investment advice to individuals, and is regulated by the relevant financial conduct authority.

Mr Day, a partner in Ali & Co, has been the audit engagement partner for Stark for the previous nine years and has
excellent knowledge of the client. Mr Day has informed you that he would like his daughter Zoe to be part of the
audit team this year; Zoe is currently studying for her first set of fundamentals papers for her ACCA qualification.

In an initial meeting with the finance director of Stark, you learn that the audit team will not be entertained on
Stark's yacht this year, instead, he has arranged a balloon flight costing less than one-tenth of the expense of using
the yacht and hopes this will be acceptable.

Ali & Co has always carried out tax advisory work for Stark. The tax advisory services do not have an impact on the
figures reported in the financial statements. The finance director has stated that he feels strongly that the firm that
offers taxation services this year should charge a fee which is based on a percentage of tax saved. He also trusts
that your firm will accept a fixed fee for representing Stark in a dispute regarding the amount of sales tax payable to
the taxation authorities.

11 From a review of the information above, your audit assistant has highlighted some of the potential risks to
independence in respect of the audit of Stark.

) Mr Day would like his daughter Zoe to be part of the audit team
) Audit team to be offered a balloon flight

) Tax fee to be based on a percentage of tax saved

) Firmto represent Stark in a dispute with the tax authorities

(1
(2
(3
(4
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Which of the following options best identifies the valid threats to independence and allocates the threat
to the most appropriate category? 7

Advocacy Intimidation Self-interest
A (3) and (4) (3) only (1) and (2)
B (4) only (3) only (2) and (3)
C (3) only (3) and (4) (2)
D (3) and (4) (1) and (4) (1) and (2)

12 In relation to the audit team being offered a balloon ride:

Which of the following actions should be taken to ensure the firm complies with ACCA’s Code of Ethics
and Conduct?

A The gift may be accepted as Stark has taken appropriate measures to reduce the value of the gift
compared to previous years.

B The value of the gift should be assessed to determine whether it is of material value to the financial
statements.

C The gift should only be accepted if its value is trivial and inconsequential to the recipients.

D Only the audit partner and audit manager should accept the gift.

13 In relation to the audit engagement partner holding the role for nine years:

Which of the following safeguards should be implemented in order to comply with ACCA’s Code of Ethics
and Conduct?

A An independent review partner should be appointed to the audit.

B The audit engagement partner should be removed from the audit team but may serve as a quality
control reviewer.

C Ali & Co should not audit Stark for a two year period.
D The audit engagement partner should be removed from the audit team.

14 Mr Day’s daughter, Zoe, is currently learning about International Standards on Auditing (ISAs) in her
studies. She has asked you for clarification of the following.

Which is the correct order of the following stages involved in the development of an ISA?

(1)  Distribution of exposure draft for public comment
(2)  Consideration of comments received from the public
(3)  Approval by IAASB members

(4)  Establishment of task force to develop draft standard
(5)  Discussion of proposed standard at a public meeting
A 1,5,4,3,2

B 2,4,1,3,5

C 4,51,2,3

D 54,2,1,3

3 Ty &y 1y
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15 Zoe is also concerned that Ali & Co might breach confidentiality were the audit firm to represent Stark in its
dispute with the tax authorities.

Which of the following statements best reflects the auditor's duty of confidentiality?

A Auditors must never, under any circumstances, disclose any matters of which they become aware
during the course of the audit to third parties, without the permission of the client.

B Auditors may disclose any matters in relation to criminal activities to the police or taxation
authorities, if requested to do so by the police or a tax inspector.

C Auditors may disclose matters to third parties without their client's consent if it is in the public
interest, and they must do so if there is a statutory duty to do so.

D Auditors may only disclose matters to third parties without their client's consent if the public interest
or national security is involved.

[Questions 16 — 18 helow do not reflect the style of real exam
questions, but have been included to aid the learning
process.]

16 L V Fones (6/10) 39 mins

(@)  State the FIVE threats contained within ACCA’s Code of Ethics and Conduct and for each threat list ONE
example of a circumstance that may create the threat. (5 marks)

(b)  You are the audit manager of Jones & Co and you are planning the audit of LV Fones Co, a listed company,
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 employees of LV
Fones Co are entitled to purchase mobile phones at a discount of 10%. The audit team has in previous years
been offered the same level of staff discount.

During the year the financial controller of LV Fones 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 Jones & Co was seconded to the client
for three months. The audit partner has recommended that the audit senior work on the audit as he has
good knowledge of the client. The fee income derived from LV Fones 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 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.

Required

(i) Explain the ethical threats which may affect the independence of Jones & Co’s audit of LV Fones Co;
and; (5 marks)

(i) For each threat explain how it might be avoided (5 marks)

(c)  Describe the steps an audit firm should perform prior to accepting a new audit engagement
(5 marks)

(Total =20 marks)

. g
LEARNING MEDIA



17 Orange 39 mins _—

(a) Explain the external auditors’ responsibilities in relation to the prevention and detection of fraud and error.
(4 marks)

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

() (@) Explain SIX ethical threats which may affect the independence of Currant & Co’s audit of Orange
Financials Co; and

(i)  For each threat explain how it might be reduced to an acceptable level. (12 marks)

(c)  Orange is aware that subsequent to the stock exchange listing it will need to establish an audit committee
and has asked for some advice in relation to this.

Required
Explain the benefits to Orange of establishing an audit committee. (4 marks)
(Total = 20 marks)

18 Salt & Pepper 39 mins

Salt & Pepper & Co (‘Salt & Pepper’) is a firm of Chartered Certified Accountants which has seen its revenue decline
steadily over the past few years. The firm is looking to increase its revenue and client base and so has developed a
new advertising strategy where it has guaranteed that its audits will minimise disruption to companies as they will
not last longer than two weeks. In addition, Salt & Pepper has offered all new audit clients a free accounts
preparation service for the first year of the engagement, as it is believed that time spent on the audit will be reduced
if the firm has produced the financial statements.

The firm is seeking to reduce audit costs and has therefore decided not to update the engagement letters of existing
clients, on the basis that these letters do not tend to change much on a yearly basis. One of Salt & Pepper’s existing
clients has proposed that this year’s audit fee should be based on a percentage of their final pre-tax profit. The
partners are excited about this option as they believe it will increase the overall audit fee.

Salt & Pepper has recently obtained a new audit client, Cinnamon Brothers Co (Cinnamon), whose year end is

31 December. Cinnamon requires their audit to be completed by the end of February; however, this is a very busy
time for Salt & Pepper and so it is intended to use more junior staff as they are available. Additionally, in order to
save time and cost, Salt & Pepper have not contacted Cinnamon’s previous auditors.
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Required

(@)  Describe the steps that Salt & Pepper should take in relation to Cinnamon:

(i) Prior to accepting the audit; and (5 marks)
(i) To confirm whether the preconditions for the audit are in place. (3 marks)
(b)  State FOUR matters that should be included within an audit engagement letter (2 marks)

(c) (i) Identify and explain FIVE ethical risks which arise from the above actions of Salt & Pepper & Co; and

(i) For each ethical risk explain the steps which Salt & Pepper & Co should adopt to reduce the risks
arising.

Note: The total marks will be split equally between each part. (10 marks)
(Total = 20 marks)
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PLANNING AND RISK ASSESSMENT
Questions 19 — 45 cover Audit planning and risk assessment, the subject of Part B of the BPP Study Text for F8.

Bridgford (CBE) 20 mins

The following scenario relates to questions 19 - 23.

You are an audit senior of Ovette & Co and your firm has recently been appointed as the auditor to Bridgford
Products (‘Bridgford’), a large company which sells televisions, DVD players and Blu-ray Disc players to electrical

retailers.

19

20

You are planning the audit for the year ended 31 January 20X9 and your audit manager has asked you to
produce both the audit strategy document and the detailed audit plan. He has requested that you cover the
following areas:

(1)
(2)
(3)
(4)

Which of the following options correctly identifies the information that relates to the audit strategy and
the detailed audit plan?

|
||
||
L]

The availability of the client’s data and staff (including internal audit)

The allocation of responsibility for specific audit procedures to audit team members
The audit procedures to be undertaken for each area of the financial statements

The potential for using computer assisted audit techniques (CAATS) to gather evidence

Audit strategy Detailed audit plan

(1) and (2) (3) and (4)

(1) and (4) (2) and (3) B
(2) and (4) (1) and (3)

(1) only (2), (3) and (4)

Having set the level of materiality for the financial statements as a whole, you now turn your attention to
determining performance materiality.

Which of the following statements about performance materiality is NOT true?

L]
L]

L]
L]

Performance materiality is used to reduce the risk that the aggregate of uncorrected and undetected
misstatements exceeds materiality for the financial statements as a whole to an acceptable level

Performance materiality refers to the amounts set by the auditor at higher than the materiality level

for particular classes of transactions, account balances or disclosures where the materiality level
might otherwise mean that such items are not tested.

Once the materiality for the financial statements as whole has been set, a lower level of performance
materiality is determined by the auditor using his or her professional judgement.

The performance materiality level is affected by the auditor's understanding of the entity and the
nature and extent of misstatements identified in prior audits.

You visited Bridgford, where you obtained the following information.

Sales have increased during the year ended 31 January 20X9 following a move to attract new customers by offering
extended credit. The new credit arrangements allow customers three months’ credit, rather than the one month
credit period allowed previously. As a result of this change, you have calculated that trade receivables days have
increased from 49 days to 127 days.

Bridgford installed a new computerised inventory control system, which began operating on 1 June 20X8. Since the
inventory control system records both inventory movements and current inventory quantities, Bridgford is
proposing to use the inventory quantities on the computer to value the inventory at the year-end. It is not proposing
to carry out an inventory count at the year-end.

BPP
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The production director informed you that in the last month or so there have been reliability problems with the
company’s products which have resulted in some customers refusing to pay for the products.

21 ISA 520 Analytical procedures states that where analytical procedures identify fluctuations or relationships
that are inconsistent with other relevant information or that differ significantly from the expected results, the
auditor shall investigate the reason for this.

Which of the following audit responses to the increase in trade receivables days is the LEAST relevant?

D Make enquiries of management to understand the likely reason why trade receivables days exceed
the extended credit period

D Perform detailed substantive testing on the aged receivables listing, to determine whether any
amounts should be written off

D Perform a trend analysis on current year and prior year monthly revenue, to identify whether revenue
is overstated as a result of fraud or error

D Perform further working capital ratio analysis, to determine the effect of the extended credit on
Bridgford’s cash position

22 Based on the information you have obtained to date you have identified several audit risks which you feel
your team will need to address. The first risk relates to the extended credit terms offered by Bridgford to its
customers, and the recent product reliability problems resulting in customers’ refusal to pay.

Based on the above information, which of the following statements summarises your key concern?
D That the directors may have presented Bridgford as a going concern when this is not the case
D Existence of receivables

D Completeness of receivables
D Valuation of receivables

23 Asecond audit risk relates to the computerised inventory control system which was implemented on 1 June
20X8. You are concerned about whether data was accurately transferred into the new system, and whether it
is sufficiently reliable to determine the quantity of inventory for the year-end financial statements.

Which of the following statements describe the LEAST relevant response to this audit risk?

D Determine the process by which information was input in to the new system and the level of testing
performed by Bridgford to ascertain the accuracy of the transfer

D Determine how often inventory counts are performed and the level of corrections required to the
inventory system

D Discuss with directors whether a training manual exists for the new inventory system

D Test the inventory system using computer assisted audit techniques

EuKaRe (12/08) (amended) (CBE) 20 mins

The following scenario relates to questions 24 - 28

You are an audit senior of TEY & Co and are responsible for planning the audit of EuKaRe for the year ended
30 September 20X8.

EuKaRe is a charity which was established over five years ago. The charity's aim is to provide support to children
from disadvantaged backgrounds who wish to take part in sports such as tennis, badminton and football.

24 Your audit partner has highlighted to you that it is imperative that TEY & Co acts in line with ISA 315
Identifying and assessing the risks of material misstatement through understanding the entity and its
environment. This means it must identify and assess the risks of material misstatement at both the financial
statements level and at the assertion level, for classes of transactions, events and their related disclosures,
and account balances and their related disclosures.
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Which of the following statements is NOT an explanation of why ISA 315 Identifying and assessing the
risks of material misstatement through understanding the entity and its environment requires a risk
assessment to be carried out at the planning stage?

D The risk assessment will help the audit team gain an understanding of the entity for audit purposes

D The risk assessment will enable the audit senior to produce an accurate budget for the audit
assignment

D The risk assessment will form the basis of the audit strategy and the detailed audit plan

D Once the risks have been assessed, TEY & Co can select audit team members with sufficient skill and
experience to maximise the chance of those risks being addressed

EuKaRe has a detailed constitution which explains how the charity's income can be spent. The constitution also
notes that expenditure relating to the administration of the charity cannot exceed 10% of the charity’s income in any
year. EuKaRe currently employs three permanent members of staff. At present, 100 volunteers work for EuKaRe:
some commit up to three days a week and others help out on an ad hoc basis. The organisation, including its
finance department, is primarily run by volunteers.

The charity's income is derived wholly from voluntary donations. Sources of donations include the public in the
form of cash collected in buckets by volunteers in shopping areas, and from generous individuals.

25 Having reviewed the above information you have identified several audit risks which you feel your team will
need to address. One such audit risk relates to the risk that income may be understated in the financial
statements. You are concerned that not all income may be recorded.

Which of the following statements is NOT a valid response to this audit risk?

D Obtain a breakdown of the income recorded from the cash that was collected in buckets, and vouch a
sample of entries back to the volunteer in order to determine which volunteer collected the relevant
donations

D Analytically review the level of donations in shopping areas per volunteer

D Review the internal controls relating to cash collected in buckets to determine whether buckets are
sealed, sequentially numbered and signed in and out by EuKaRe’s volunteers

D Observe the counting and recording of proceeds from collections, to determine whether appropriate
segregation of duties is in place

26 Another audit risk relates to the susceptibility of EuKaRe’s business to fraud.

Which of the following statements correctly describes the auditor’s responsibilities in accordance with
ISA 240 The auditor's responsibilities relating to fraud in an audit of financial statements?

The auditor is responsible for the prevention and detection of fraud and error
The auditor is not responsible for the prevention of fraud and error but is responsible for detection

The auditor is responsible for obtaining reasonable assurance that the financial statements are free
from material misstatement whether caused by fraud or error

L OO

The auditor is responsible for detecting all errors and should attempt to detect fraud where
information comes to light as a result of standard audit procedures
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27 The audit manager has noted in the detailed audit plan that EuKaRe’s control environment may be weak.

Which FOUR of the following statements are valid reasons as to why EuKaRe may have a weak control
environment?

EuKaRe has a detailed constitution which explains how the charity's income can be spent

EuKaRe’s finance department rely on volunteers who may not have accounts experience

There may be high staff turnover because of the nature of the work.

There may be a lack of segregation of duties in place due to a lack of clearly defined roles at EuKaRe

H

H

H

A high proportion of the income of EuKaRe is cash

Understaffing in the finance department at certain times due to the ad hoc nature of volunteer
working hours

28 In the past, EuKaRe has never established an internal audit department as a result of cost constraints. Now
that the charity is starting to grow, however, the trustees are considering whether the benefit of having an
internal audit department could outweigh its cost. The initial plans are to outsource the internal audit work to
a local consultancy firm.

Which THREE of the following internal audit assignments would add value to EuKaRe’s operations
specifically?

D Testing of internal controls over cash

D Customer experience audits

D Review of information technology systems

D Checking compliance with laws and regulation

South 20 mins

The following scenario relates to questions 29 - 33.

You are an audit senior of KLT & Co, and your firm has recently been appointed as the auditor to South, a private
company that runs seven supermarkets in the UK. You are currently planning your firm's first audit of South and
are shortly due to make a preliminary visit to South's head office.

29 Your audit partner has highlighted to you that because South is a new audit client, it is particularly important
that every member of the audit team has a good understanding of South’s business.

Which of the following procedures must you use to obtain an understanding of the South and its
environment in accordance with ISA 315 Identifying and assessing the risks of material misstatement
through understanding the entity and its environment?

(1)  Analytical procedures
(2)  Inquiry

(3)  Confirmation

(4)  Reperformance

A 1,2and 3

B 1and?2

C 2,3and 4

D 1 and 4
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30

Having established a good understanding of South and its environment, the audit partner will need you to
produce the planning documentation for the audit.

Which of the following statements describe the objectives / benefits of planning an audit according to
ISA 300 Planning an Audit of Financial Statements ?

) To ensure appropriate attention is devoted to important areas of the audit
) Toassist in the coordination of work done by experts

) To facilitate the assignment of work to audit team members

) To ensure the audit is completed within budget restraints

N~ =

(
(
(
(

A 1,2,3and 4
B 1,3and 4
C 1,2and 3
D 2and 3

Following your preliminary visit to South’s head office you are now aware of the following information.

The company installed a new till system in all supermarkets four months before the year end. The new till system is
linked to the accounting system at head office and automatically posts transactions to the accounting system.
Previously journals were made manually based on totals on till rolls.

31

32

Having reviewed this information you have identified several audit risks which you feel your team will need
to address. The first risk relates to the cost of the new till system which South has capitalised as a non-
current asset. You are concerned that South may have included within the capitalised costs some items
which are revenue in nature, leading to the overstatement of non-current assets.

Which of the following statements is a valid response to this audit risk?

A Obtain a copy of the training manual relating to the new till system and discuss with directors the
extent of training staff have received on the new system

B Agree the capitalised costs from the trial balance back to invoices to confirm their value

C Inspect invoices capitalised within the cost of the new till system to determine whether they are
directly attributable to the cost of the new till system

D Recalculate the depreciation charged on the new till system

A second audit risk relates to how well the new till system is operating. You are concerned that the system
may not be reliable, and that consequently not all sales have been recorded, resulting in an understatement
of revenue. You are also concerned that staff may not yet be familiar with the system, leading to an
increased risk of errors relating to data entry.

Which of the following statements represent valid responses to this audit risk?

(1)  Perform analytical procedures by comparing daily / weekly sales by store with both the prior year and
with expectations, in order to determine whether any unusual patterns have occurred following the
installation of the new system

(2)  Vouch the sales revenue per the system to the till receipts to confirm the accuracy of the sales

(3)  Obtain a copy of the training manual relating to the new till system and discuss with directors the
extent of training staff have received on the new system

(4)  Test the internal controls relating to the till system and the transfer of data into the accounting

system
A 2and 4
B 3and 4
C 1,2and 4
D 1,3and 4

After a number of people living close to one of South's stores became seriously ill, the source of the illness was
traced back to meat the customers had purchased from South. Legal proceedings were commenced against South
by a number of customers during the financial year, demanding $1m in compensation.
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33 You plan to review the legal correspondence relating to the claims made by customers to whom South sold
contaminated meat.

Which of the following are valid objectives of this audit procedure?

Mason

To determine whether South’s reputation will have been damaged within the local area
To confirm whether there are deficiencies in South’s internal controls relating to food hygiene
To assess whether a provision for customer compensation is required in South’s financial statements

To determine whether disclosure of the nature and financial effect of the legal claim is required in
South’s financial statements

2 and 3 only
3 and 4 only
2,3 and 4 only
1,2,3and 4

20 mins

The following scenario relates to questions 34 — 38.

You are an audit senior of IBN & Co and you are planning the audit of Mason Air Services (Mason) for the year
ended 31 December 20X3.

Mason is a company that provides specialist helicopter support to the police force, the ambulance service, the fire
service and the coastguard. Each of Mason’s four contracts is equal in value. Mason owns and maintains the
helicopter fleet which is held at cost. Each aircraft carries specialist equipment and is operated by a highly skilled
specialist pilot.

34 Mason has secured a five year contract with each of its four customers (the police force, ambulance service,
fire service and the coastguard). The contracts in place are all of equal value. Under the terms of the contract
Mason charges customers an annual fee to cover the maintenance, storage and testing of the aircraft and
equipment. The annual fee is payable in advance each year with the first annual payment being paid on the
date the contract commences.

Based on the above information, which of the following statements summarises a key audit risk?

A
B

Mason’s assets could be undervalued if the market value of the helicopter fleet exceeds its cost

Mason could breach the terms of its contracts with its customers and be liable to pay penalties, so
provisions may be understated

Revenue may be overstated if it is recognised according to the contract date rather than over the
relevant accounting period

An expert valuer is required to value the helicopters in the financial statements
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35 Mason has not purchased any new helicopters during the year to 31 December 20X3; however there has
been a lot of re-fitting, replacement and adding of specialist equipment to some of the existing aircraft. This —
has been necessary to keep up with the latest developments in search and rescue, and to maintain the
aircraft to the high standard required under the contracts in place. This information has led you to be
concerned that property, plant and equipment may be overstated in the financial statements.

Which of the following statements represents a valid response to this audit risk?

A Perform a proof in total calculation of the depreciation charge for the year and investigate any
significant differences

B Review minutes of training meetings to determine whether the pilots have been trained how to use
the specialist equipment

C Obtain a breakdown of the capitalised costs and agree a sample of items to invoices to determine the
nature of the expenditure

D Discuss with directors how the acquisition of specialist equipment has been financed

36 From reading the prior year audit file you have just realised that Mason funded the original purchase of each
aircraft with a secured loan carrying substantial interest charges. The loan is in the process of being
renegotiated and the bank have indicated that finance costs will increase further.

Furthermore, the directors have told you that Mason’s contract with the police force expires in March 20X4,
at a time when the police are trying to substantially reduce the amount they pay in the wake of government
cuts. It is thought that the contract will be put out to tender, and it is possible that another aircraft provider
may also bid for the contract.

From the above information, which is the MOST important audit risk that should be documented in the L
detailed audit plan?

A Disclosure relating to the secured loan may be omitted from the financial statements

B Mason’s going concern status may be at risk if the contract is not renewed

C That interest charges may be understated

D That the bank will rely on the audited financial statements when deciding whether to renew the loan

37  Which of the following are valid responses to the fact that Mason’s contract with the police force is due
for renewal?

(1)  Review Mason’s contracts with its other three customers to determine whether they contain a break
clause, in order to determine the likelihood of losing any further contracts to other aircraft providers

(2)  Contact the police force directly and request confirmation as to whether the contract is to be renewed
(3)  Review the short-term and long-term funding facilities which are available to Mason

(4)  Review correspondence with the police force to determine the likelihood of the contract being

renewed
A 1,2and 3
B 1,2and 4
C 1,3and 4
D 2,3and 4
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38 Mason also holds around $2 million of aircraft spares which are included within inventory. Mason sells the
aircraft spares to amateur flying associations. Aircraft spares which are not sold after three years are
scrapped.

Approximately a quarter of this value is made up of specialist equipment taken out of aircraft when it was
replaced by newer or more advanced equipment. Such specialist equipment is transferred from non-current
assets to inventory without adjustment, and continue to be recognised at amortised cost.

Which of the following summarises the key audit concern arising from the matter described?

Accuracy, valuation and allocation of non-current assets
Completeness of non-current assets

Existence of inventory

Accuracy, valuation and allocation of inventory

O O w >

39 Sleeptight 59 mins

(@)  Auditors are required to plan and perform an audit with professional scepticism, to exercise professional
judgement and to comply with ethical standards.

Required

(i) Explain what is meant by ‘professional scepticism’ and why it is so important that the auditor
maintains professional scepticism throughout the audit. (3 marks)

(i) Define ‘professional judgement’ and describe two areas where professional judgement is applied
when planning an audit of financial statements. (3 marks)

(b)  You are an audit senior for Mills & Co. Mills & Co were recently appointed as external auditors of Sleeptight
Co for the year ending 31 March 20X0 and you are in the process of planning the audit. The previous
auditors issued an unmodified audit opinion last year and access to prior year working papers has been
granted.

Sleeptight's principal activity is the manufacture and sale of expensive high quality beds which are largely
sold to luxury hotels and owners of holiday apartments. Each bed is crafted by hand in the company's
workshop. Construction of each bed only begins once a customer order is received, as each customer will
usually want their bed to have a unique feature or to be in a unique style.

The business is family run and all the shares in Sleeptight are owned by the two joint Managing Directors.
The directors are two sisters, Anna and Sophie Jones and they both have a number of other business
interests. As a result they only spend a few days a week working at the company and rely on the small
accounts department to keep the finances in order and to keep them informed. There is no finance director
but the financial controller is a qualified accountant.

Sleeptight requires customers who place an order to pay a deposit of 40% of the total order value at the time
the order is placed. The beds will take 4 to 8 weeks to build, and the remaining 60% of the order value is due
within a week of the final delivery. Risks and rewards of ownership of the beds do not pass to the customer
until the beds are delivered and signed for. Beds also come with a two year guarantee and the financial
controller has made a provision in respect of the expected costs to be incurred in relation to beds still under
guarantee.

Although the company does have some employees working in the workshop, it often uses external
subcontractors to help make the beds in order to fulfil all its orders. These sub-contractors should invoice
Sleeptight at the end of each month for the work they have carried out, but sometimes do not get round to it
until the following month.

The company undertakes a full count of raw materials at the year end. The quantities are recorded on
inventory sheets and the financial controller assigns the costs based on the cost assigned in the previous
year or, if there was no cost last year, using the latest invoice. Most beds are made of oak or other durable
woods and the cost of these raw materials is known to fluctuate considerably.
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It is expected that work in progress will be insignificant this year, but there will be a material amount of
finished goods awaiting despatch. Anna Jones will estimate the value of these finished goods and has said —
she will take into account the order value when doing so.

There has been steady growth in sales in recent years and, in January 20X0 Sleeptight purchased a building
close to its existing workshop. Anna and Sophie plan to turn this into another workshop which should more
than double its existing manufacturing capacity. The new workshop is currently undergoing extensive
refurbishment in order to make it suitable for bed manufacturing.

The purchase of the new premises was funded by a bank loan repayable in monthly instalments over 12
years and has covenants attached to it. These covenants are largely profit related measures and if they are
breached the bank has the option to make the remaining loan balance repayable immediately.

Required

(i) Identify and explain EIGHT audit risks in respect of the financial statements of Sleeptight for the year
ending 31 March 20X0. For each risk suggest a suitable audit response. (16 marks)

(i) Describe Mill & Co’s responsibilities in relation to the physical inventory count that will take place at
the year end (4 marks)

(c)  The workshop currently in use is owned by the company and will be included in the financial statements at
its revalued amount rather than at cost. The company has always adopted this policy for land and buildings
and the valuation of the workshop is to be brought up to date at 31 March 20X0 by an external valuer.

Required

Describe the procedures the auditor should carry out to gain evidence over the adequacy of the value of the
workshop and the related disclosures included in the financial statements. (4 marks)

(Total = 30 marks)

40 Raisin 39 mins

You are an audit senior in Raisin & Co, a firm of Chartered Certified Accountants. You are temporarily assigned as
audit senior to the audit of Sultana Co, a scaffolding specialist supplying the construction industry, after the senior
on the engagement fell ill. The final audit of Sultana Co for the year ended 30 September 20X9 is nearing
completion, and you are now reviewing the audit files and discussing the audit with the junior members of the audit
team.

Sultana Co’s draft financial statements show revenue of $12.5 million, net profit of $400,000, and total assets of
$78 million.

The following information has come to your attention during your review of the audit files.

After the year end, Cherry Co, a major customer with whom Sultana Co has several significant contracts,
announced its insolvency. Procedures to shut down the company have commenced. The administrators of Cherry
Co have suggested that the company may be able to pay approximately 25% of the amounts owed to Sultana Co. A
trade receivable of $300,000 is recognised on Sultana Co's statement of financial position in respect of this
customer.

In addition, one of the junior members of the audit team has voiced concerns over how the audit had been
managed. The junior said the following.

'| have only worked on two audits prior to being assigned the audit team of Sultana Co. | was expecting to attend a
meeting at the start of the audit, where the partner and other senior members of the audit team discussed the audit,
but no meeting was held. In addition, the audit manager has been away on holiday for three weeks, and left a senior
in charge. However, the senior was busy with other assignments, so was not always available.

'| was given the task of auditing the goodwill which arose on an acquisition made during the year. | also worked on
the audit of inventory, and attended the inventory count, which was quite complicated, as Sultana Co has a lot of
work-in-progress. | tried to be as useful as possible during the count, and helped the client's staff count some of
the raw materials. As | had been to the inventory count, | was asked by the audit senior to challenge the finance
director regarding the adequacy of the provision against inventory, which the senior felt was significantly
understated.
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'Lastly, we found that we were running out of time to complete our audit procedures. The audit senior advised that
we should reduce the sample sizes used in our tests as a way of saving time. He also suggested that we should
select items which would be quick to audit when carrying out audit sampling.’

Required

(@)  Comment on the matters to be considered, and explain the audit evidence you should expect to find during
your file review in respect of the trade receivable recognised in relation to Cherry Co. (6 marks)

(b)  Evaluate the audit junior's concerns regarding the management of the audit of Sultana Co. (14 marks)

(Total = 20 marks)

41 Abrahams (12/11) 39 mins

(@)  Explain the components of audit risk and, for each component, state an example of a factor which can result
in increased audit risk. (6 marks)

Abrahams Co develops, manufactures and sells a range of pharmaceuticals and has a wide customer base across
Europe and Asia. You are the audit manager of Nate & Co and you are planning the audit of Abrahams Co whose
financial year end is 31 January. You attended a planning meeting with the finance director and engagement partner
and are now reviewing the meeting notes in order to produce the audit strategy and plan. Revenue for the year is
forecast at $25 million.

During the year the company has spent $2-2 million on developing several new products. Some of these are in the
early stages of development whilst others are nearing completion. The finance director has confirmed that all
projects are likely to be successful and so he is intending to capitalise the full $2-2 million.

Once products have completed the development stage, Abrahams begins manufacturing them. At the year end it is
anticipated that there will be significant levels of work in progress. In addition the company uses a standard costing
method to value inventory; the standard costs are set when a product is first manufactured and are not usually
updated. In order to fulfil customer orders promptly, Abrahams Co has warehouses for finished goods located
across Europe and Asia; approximately one third of these are third party warehouses where Abrahams just rents
space.

In September a new accounting package was introduced. This is a bespoke system developed by the information
technology (IT) manager. The old and new packages were not run in parallel as it was felt that this would be too
onerous for the accounting team. Two months after the system changeover the IT manager left the company; a new
manager has been recruited but is not due to start work until January.

In order to fund the development of new products, Abrahams has restructured its finance and raised $1 million
through issuing shares at a premium and $2-5 million through a long-term loan. There are bank covenants attached
to the loan, the main one relating to a minimum level of total assets. If these covenants are breached then the loan
becomes immediately repayable. The company has a policy of revaluing land and buildings, and the finance director
has announced that all land and buildings will be revalued as at the year end.

The reporting timetable for audit completion of Abrahams Co is quite short, and the finance director would like to
report results even earlier this year.

Required

(b)  Using the information provided, identify and describe FIVE audit risks and explain the auditor’s response to
each risk in planning the audit of Abrahams Co. (10 marks)

(c) Describe substantive procedures you should perform to obtain sufficient appropriate evidence in relation to:

(i) Inventory held at the third party warehouses; and
(i) Use of standard costs for inventory valuation. (4 marks)

(Total = 20 marks)
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42 Recorder (12/14) 39 mins —

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 20X4. 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.

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
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.

Required

(a) Describe FIVE audit risks, and explain the auditor’s response to each risk, in planning the audit of Recorder
Communications Co. (10 marks)

(b)  Explain the audit procedures you should perform in order to place reliance on the continuous (perpetual)
counts for year-end inventory. (3 marks)

(c)  Describe substantive procedures you should perform to confirm the directors’ bonus payments included in
the financial statements. (3 marks)

The finance director of Recorder informed the audit partner that the reason for appointing Piano & Co as
auditors was because they audit other mobile phone companies, including Recorder’s main competitor. The
finance director has asked how Piano & Co keeps information obtained during the audit confidential.

Required

(d)  Explain the safeguards which your firm should implement to ensure that this conflict of interest is properly
managed. (4 marks)

(Total = 20 marks)

43 Walters (2014 Specimen Paper) 39 mins

You are the audit senior of Holtby & Co and are planning the audit of Walters Co (Walters) for the year ended

31 December 20X4. 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.

Walters's management were disappointed with the 20X3 results and so in 20X4 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 Walters has reviewed the inventory valuation policy and has included additional overheads
incurred this year as he considers them to be production related.

The finance director has calculated a few key ratios for Walters; the gross profit margin has increased from 44.4%
to 52.2% and receivables days have increased from 61 days to 71 days. He is happy with the 20X4 results and feels
that they are a good reflection of the improved trading levels.
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Financial statement extracts for year ended 31 December:

DRAFT ACTUAL
20X4 20X3
$m $m

Revenue 23.0 18.0
Cost of sales (11.0) (10.0)
Gross profit 12.0 8.0
Operating expenses (7.9) (4.0)
Profit before interest and taxation 45 4.0
Inventory 2.1 1.6
Receivables 45 3.0
Cash - 2.3
Trade payables 1.6 1.2
Overdraft 0.9 -
Required

(@)  Using the information above:

(i) Calculate an additional three ratios, for both years, which would assist the audit senior in planning
the audit. (3 marks)

(i)  From a review of the above information and the ratios calculated, describe six audit risks and explain
the auditor's response to each risk in planning the audit of Walters Co.

(12 marks)
(b)  Describe the procedures that the auditor of Walters Co should perform in assessing whether or not the
company is a going concern. (5 marks)

(Total = 20 marks)

44 Sycamore (06/15) 39 mins

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.
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Required

(@)  State Maple & Co’s responsibilities in relation to the prevention and detection of fraud and error.
(4 marks)

(b)  Describe SIX audit risks, and explain the auditor’s response to each risk, in planning the audit of Sycamore
Science Co. (12 marks)

(c)  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.

Required
(i) Explain the purpose of review engagements and how these differ from external audits; and

(2 marks)
(i)  Describe the level of assurance provided by external audits and review engagements. (2 marks)

(Total =20 marks)

45 Smoothbrush (6/10) 39 mins

Introduction and client background

You are an audit senior in Staple and Co and you are commencing the planning of the audit of Smoothbrush Paints
Co (‘Smoothbrush’) for the year ending 31 August 20X0.

Smoothbrush 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.

Smoothbrush sells all of its goods to large home improvement stores, with 60% being to one large chain store
called Homewares. The company has a one year contract to be the sole supplier of paint to Homewares. It secured
the contract through significantly reducing prices and offering a four-month credit period, the company’s normal
credit period is one month.

Goods in/purchases

In recent years, Smoothbrush has reduced the level of goods directly manufactured and instead started to import
paint from South Asia. Approximately 60% is imported and 40% manufactured. Within the production facility is a
large amount of old plant and equipment that is now redundant and has minimal scrap value. Purchase orders for
overseas paint are made six months in advance and goods can be in transit for up to two months. Smoothbrush
accounts for the inventory when it receives the goods.

To avoid the disruption of a year end inventory count, Smoothbrush has this year introduced a
continuous/perpetual inventory counting system. The warehouse has been divided into 12 areas and these are each
to be counted once over the year. The counting team includes a member of the internal audit department and a
warehouse staff member. The following procedures have been adopted:;

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. The sheets are then passed to the finance department for adjustments to be made to the records when the
count has finished.

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

At the year end it is proposed that the inventory will be based on the underlying records. Traditionally Smoothbrush
has maintained an inventory provision based on 1% of the inventory value, but management feels that as inventory
is being reviewed more regularly it no longer needs this provision.
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Finance Director

In May 20X0 Smoothbrush had a dispute with its finance director (FD) and he immediately left the company. The
company has temporarily asked the financial controller to take over the role while they recruit a permanent
replacement. The old FD has notified Smoothbrush that he intends to sue for unfair dismissal. The company is not
proposing to make any provision or disclosures for this, as they are confident the claim has no merit.

Required

(@)  Identify and explain the audit risks identified at the planning stage of the audit of Smoothbrush Paints Co.
(10 marks)

(b)  Discuss the importance of assessing risks at the planning stage of an audit. (4 marks)

(c)  Listand explain suitable controls that should operate over the continuous/perpetual inventory counting
system, to ensure the completeness and accuracy of the existing inventory records at Smoothbrush Paints
Co. (10 marks)

(d)  Describe THREE substantive procedures that the auditor of Smoothbrush Paints Co should perform at the
year end in confirming each of the following:

(i) ~ The valuation of inventory; (3 marks)
(i) The completeness of provisions or contingent liabilities. (3 marks)

(Total = 30 marks)
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INTERNAL CONTROL
Questions 46 — 71 cover Internal controls, the subject of Part C of the BPP Study Text for F8.

Flowers Anytime (AIR 12/02) (amended) 20 mins

The following scenario relates to questions 46 — 50.

You are an audit manager in a medium-sized audit firm. You are currently planning the audit of Flowers Anytime
(‘Flowers’) for the year ended 31 March 20X7. Flowers, a traditional flower wholesaler, is a new audit client for your
firm.

46 As this is the first year you are auditing Flowers, it is necessary to understand and evaluate the company’s
system of internal control. The audit firm’s policy requires the following steps to be taken when performing
first year audits:

(1)  Perform walkthrough tests

(2)  Complete flowcharts and internal control evaluation questionnaires
(3)  Revise the audit strategy and audit plan

(4)  Perform tests of control

Which of the following correctly summarises the order in which the above steps would take place?
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47 The audit junior wondered whether internal control questionnaires (ICQs) should be completed as well as
internal control evaluation questionnaires (ICEQs).

Which of the following statements is correct in relation to ICQs and ICEQs?

A ICEQs determine whether controls exist which meet specific control objectives; ICQs determine
whether there are controls which prevent or detect specified errors or omissions

B ICEQs are generally easier to apply to a variety of different systems than ICQs

C ICQs are likely to overlook how internal controls deal with unusual transactions; this will normally
have to be recorded using ICEQs

D ICQs can give the impression that all controls are of equal weight; this issue is resolved by using
ICEQs

48 At Flowers, when customers call the company, their orders are taken by clerks who take details of the
flowers to be delivered, the address to which they are to be delivered, and the account details of the
customer. The clerks input these details into the company's computer system (whilst the order is being
taken) which is integrated with the company's inventory control system.

The audit junior has made the following notes on the system for the receipt, processing and recording of the
orders:

(1) All orders are recorded on pre-printed, three-part sequentially numbered order forms. One copy is
kept by the sales clerk, one copy is forwarded to the warehouse for the dispatch of inventory, and
one copy being is sent to the customer as evidence of the order.

(2)  The sales clerk regularly performs reviews of the standing data on the system, matching the price of
flowers against an up-to-date price list.

(3)  To ensure completeness of orders, a sequence check is performed on the sales invoices manually by
the sales clerk and any missing documents are investigated.

(4)  Sales invoices are posted on a weekly basis to the sales daybook and accounts receivable ledger.
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Which of the internal control activities described above would satisfy its objective of
preventing/detecting a material misstatement if it is operating effectively?

A 1 only
B 3 only
C 1and 2
D 3and 4

49  You instruct the audit junior to confirm whether the post is opened by more than one individual.
Over which of the following internal control objectives would this provide assurance?

Cash receipts are not misappropriated

All cash receipts that occurred are recorded

Cash receipts are recorded at the correct amounts in the ledger

Cash receipts are posted to the correct receivables accounts and to the general ledger

—_ e~~~
~_— — ~— ~—

A 1 only
B 2 only
C 3and 4
D 1and 4

50 During the course of the audit, the audit team identified numerous significant deficiencies in internal control
which must be reported to management.

Which of the following statements is correct regarding the report to management?
(1) The report must include a description of the deficiencies and an explanation of their potential effects.
(2)  The report includes an explanation of the purpose of the audit.

(3)  The report states that the results of the audit work have enabled the auditor to express an opinion on
the operating effectiveness of internal control.

A (1) and (2) only
B (1) and (3) only
C (2) and (3) only
D (1), (2)and (3)

KLE Co 20 mins

The following scenario relates to questions 51 —

You are an audit manager in the internal audit department of KLE Co, a listed retail company. The internal audit
department is auditing the company's procurement system.

KLE’s ordering department consists of six members of staff: one chief buyer and five purchasing clerks.
51 All orders are raised on pre-numbered purchase requisition forms, and are sent to the ordering department.

In the ordering department, each requisition form is approved and signed by the chief buyer. A purchasing
clerk transfers the order information onto an order form and identifies the appropriate supplier for the
goods.

Part one of the two part order form is sent to the supplier and part two to the accounts department. The
requisition is thrown away.

Which of the following is NOT a likely effect of the deficiencies in the internal control system described?

A Purchases may be made unnecessarily at unauthorised prices

B Subsequent queries on orders cannot be traced back to the original requisition
C The order forms may contain errors that are not identified

D Goods could be ordered twice in error or deliberately
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52  When goods are received, the goods inwards department immediately raises a two-part pre-numbered
Goods Received Note (GRN). ——

. Part one is sent to the ordering department, which then forwards the GRN to the accounts
department
. Part two is filed in order of the reference number for the goods being ordered (obtained from the

supplier's goods despatched documentation), in the goods inwards department.

Which of the following statements are valid recommendations with regards to improving the internal
controls described?

(1)  The ordering department should match orders to GRNs and mark orders as closed once all goods
have been received, to enable any outstanding orders to be chased up.

(2)  The first copy of the GRN should be sent directly to the accounts department, without first going
through the ordering department, to prevent delays in recording the purchase.

(3)  The goods inwards department should review the goods for their condition, in order to identify and
return any damaged goods.

(4)  GRNs should be filed in date order or by purchase order number, instead of by the supplier’s
reference number, to ensure that they can be matched easily to orders.

A 1and 3

B 1,2and 3
C 1,2and 4
D 1,3and 4

53 As part of your audit of the procurement system, you have recommended that the goods inwards
department should ensure that the goods received are valid business purchases, by matching all deliveries
to an authorised order form before issuing a GRN.

Which of the following would be an appropriate test of control to confirm that the control is operating
effectively?

A For a sample of orders, check that there is a matching goods received note

B Check that the numerical sequence of purchase orders is complete

C For a sample of goods received notes check that there is an authorised purchase order
D Check that the numerical sequence of goods received notes is complete

54 KLE Co’s management is keen to increase the range of assignments that the company’s internal audit
undertake.

Which of the following assignments could the internal audit department be asked to perform by
management?

A Undertake 'mystery shopper' reviews, where they enter the store as a customer, purchase goods and
rate the overall shopping experience

B Assist the external auditors by requesting bank confirmation letters
C Provide advice on the implementation of a new payroll package for the payroll department

D Review the company’s financial statements on behalf of the board.
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55 KLE Co’s management is concerned that a number of inefficiencies in the procurement system may be
having a negative financial impact on the company. As a result, they have requested the internal audit
department to carry out a Value for Money audit focused on the company’s procurement practices.

Which of the following best summarises the meaning of 'efficiency’ in the context of a Value for Money
audit?

A The lowest cost at which the appropriate quantity and quality of physical, human and financial
resources can be achieved

B Producing the required goods and services in the shortest time possible
C The extent to which an activity is achieving its policy objectives

D The relationship between goods and services produced and the resources used to produce them

SouthLea (2007 Pilot Paper) (amended) (CBE) 20 mins

The following scenario relates to questions 56 — 60.

SouthLea Co, your audit client, is a large unlisted construction company (building houses, offices and hotels)
employing a large number of workers on various construction sites.

As part of planning for the audit of the financial statements for the year ended 31 December 20X8, you are
reviewing the cash wages systems within the company.

The following information is available concerning the wages systems:

(i) Hours worked are recorded using a clocking in/out system. On arriving for work and at the end of each days
work, each worker enters their unique employee number on a keypad.

(i) ~ Workers on each site are controlled by a foreman. The foreman has a record of all employee numbers and
can issue temporary numbers for new employees.

(iii)  Any overtime is calculated by the computerised wages system and added to the standard pay.

(iv)  The two staff in the wages department make amendments to the computerised wages system in respect of
employee holidays, iliness, as well as setting up and maintaining all employee records.

(v)  The computerised wages system calculates deductions from gross pay, such as employee taxes, and net
pay. Every month a wages clerk checks the gross pay and deductions for a sample of employees. Finally a
list of net cash payments for each employee is produced.

(vi)  Cash is delivered to the wages office by secure courier.

(vii)  The two staff place cash into wages packets for each employee along with a handwritten note of gross pay,
deductions and net pay. The packets are given to the foreman for distribution to the individual employees.

56 In preparation for the audit planning meeting, the audit junior has identified a number of areas requiring
audit focus.

Which TWO of the following are likely to introduce the highest risk of material misstatement?

~

Completeness of wages

Accuracy of deductions from gross pay
Cut-off of starters’ and leavers’ wages
Potential fraud risk factors

1and?2
2and 3

3and 4
1and 4
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57

58

59

60

LEARNING

During the previous audit, the audit team had recommended SouthLea’s management to ensure that any
amendments to standing data on the wages system are reviewed by an authorised manager.

Which of the following is a test of control designed to provide evidence that the recommended internal
control is operating effectively?

D Review overtime lists for evidence of authorisation

D Review the log of amendments to standing data for evidence of review
D Perform a proof in total using the number of employees and average wage
D Obtain printouts of employee wage rates and compare these to HR records

SouthLea’s finance director mentioned to you that an allegation of suspected fraud had been made against a
member of the senior management team during the year. This is currently being investigated by the internal
audit team and the finance director hopes that the audit may shed further light on the matter.

Which of the following statements about the responsibilities of external and internal auditors with
regards to fraud are correct? (Select as many statements as you think is appropriate.)

D The external auditor must maintain an attitude of professional scepticism throughout the audit,
recognising the possibility that a material misstatement due to fraud could exist.

D The internal auditor must always consider the potential of management overriding controls and
modify their audit procedures accordingly when performing internal audit engagements.

D It is not the responsibility of the external auditors to detect fraud within a client.

D The work of internal auditors in reviewing the company’s internal control systems helps management
to fulfill its responsibility for preventing and detecting fraud.

SouthLea has an internal audit department of six staff. The chief internal auditor appoints staff within the
internal audit department, although the chief executive officer (CEQ) is responsible for appointing the chief
internal auditor. The chief internal auditor reports directly to the finance director. The chief internal auditor
decides on the scope of work of the internal audit department. SouthLea does not currently have an audit
committee.

Which of the following recommendations are appropriate in increasing the independence of SouthLea’s
internal audit department? (Select as many recommendations as you think is appropriate.)

(1) The chief internal auditor should be appointed by the board of directors.

(2)  The chief internal auditor should report to the board of directors.

(3)  The finance director should decide on the scope of the internal audit work
[ ] (1)and (2) only

| | (1)and (3) only

| | (2)and (3) only

L | (M (@and@)

You have been told by the finance director that the senior management team is looking to upgrade the
company’s computerised accounting system in a year’s time. This is partly because the senior management
team believes that due to the increasing size and complexity of the business, the company will need more
robust general IT controls in the future.

Which TWO of the following are general IT controls?

Full testing procedures using test data when developing computer applications
One for one checking

Disaster recovery procedures

Hash totals

RN
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Cherry (6/15) (amended) 20 mins

The following scenario relates to questions 61— 65
Cherry Blossom Co (Cherry) manufactures custom made furniture and its year end is 30 April.

You are the audit supervisor of Poplar & Co and are developing the audit programmes for Cherry’s forthcoming
interim audit.

61 As part of audit planning, the audit team needs to obtain and understanding of the company’s system of
internal control. Peter, the audit junior, is unsure what a company’s internal control comprises.

Which of the following is NOT a component of an entity’s internal control?

A The control environment

B Control activities relevant to the audit

C The selection and application of accounting policies
D The information system relevant to financial reporting

62 Cherry purchases its raw materials from a wide range of approved suppliers. When production supervisors
require raw materials, they complete a requisition form and this is submitted to the purchase ordering
department. Requisition forms do not require authorisation and no reference is made to the current
inventory levels of the materials being requested.

Which of the following are the most likely consequences of the internal control deficiency described
here?

1. Fraudulent purchases may be made, leading to funds being diverted to third parties for illegal
purposes

2. Stock-outs may occur, resulting in the company being unable to meet orders and lost revenue

3. Unnecessary purchases may be made, resulting in excess obsolescent raw materials accumulating in
inventory requiring to be written down

4. Raw materials of poor quality may be purchased, resulting in low-quality products being produced,
customer goodwill being lost and going concern risks

A 1and 3
B 2and 3
C 1and 4
D 2 and 4

63 While reviewing Cherry’s purchases cycle, you identified that goods received notes for raw material
purchases are not sequentially numbered.

Which of the following areas would you consider to be most at risk of material misstatement, as a result
of this internal control deficiency?

A Rights and obligations of inventory
B Valuation of payables

C Existence of inventory

D Completeness of payables
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64 You now need to gain an understanding of Cherry’s non-current assets cycle.

Which of the following statements is correct regarding audit procedures concerning the non-current
asset cycle?

A The same ordering documentation may be used in the non-current assets cycle as in the purchases
cycle. If this is the case, it will not be necessary to document the non-current assets cycle.

B Because there are likely to be less capital purchases than standard purchases in the year, it may not
be cost-efficient to undertake tests of controls.

C Because the control risk around the non-current asset cycle is likely to be high, it is important to
perform tests of controls.

D The non-current assets cycle is likely to have a lower risk of material misstatement than the
purchases cycle.

65 Cherry’s internal audit department has provided you with details of the internal controls around the non-
current assets cycle. The controls include the following:

. On receipt, each asset is assigned a unique serial number and this is recorded on the asset and in the
non-current assets register.

Which TWO of the following describe the MOST RELIABLE audit procedures which enable the auditor to
assess whether this control is operating effectively?

1. Select a sample of capital additions on site, agree that a serial number is recorded on the asset and
confirm it is included in the non-current assets register

2. Select a sample of assets recorded on the non-current assets register, confirm that it includes a serial
number for each asset and agree the number to the physical asset

Inspect the non-current asset register and verify that there are no duplicated serial numbers
Observe the receipt of assets to confirm that serial numbers are assigned and recorded

1and 3
2and 3
1and 4
2and 4

OO w>x A~ W

66 Chuck 59 mins

Introduction and client background

You are the audit senior of Blair & Co and your team has just completed the interim audit of Chuck Industries Co,
whose year end is 31 January 20X2. You are in the process of reviewing the systems testing completed on the
payroll cycle, as well as preparing the audit programmes for the final audit.

Chuck Industries Co manufactures lights and the manufacturing process is predominantly automated; however
there is a workforce of 85 employees, who monitor the machines, as well as approximately 50 employees who work
in sales and administration. The company manufactures 24 hours a day, seven days a week.

Below is a description of the payroll system along with deficiencies identified by the audit team.
Factory workforce

The company operates three shifts every day with employees working eight hours each. They are required to clock
in and out using an employee swipe card, which identifies the employee number and links into the hours worked
report produced by the computerised payroll system. Employees are paid on an hourly basis for each hour worked.
There is no monitoring/supervision of the clocking in/out process and an employee was witnessed clocking in
several employees using their employee swipe cards.

BPP @ Questions
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The payroll department calculates on a weekly basis the cash wages to be paid to the workforce, based on the hours
worked report multiplied by the hourly wage rate, with appropriate tax deductions. These calculations are not
checked by anyone as they are generated by the payroll system. During the year the hourly wage was increased by
the Human Resources (HR) department and this was notified to the payroll department verbally.

Each Friday, the payroll department prepares the pay packets and physically hands these out to the workforce, who
operate the morning and late afternoon shifts, upon production of identification. However, for the night shift
workers, the pay packets are given to the factory supervisor to distribute. If any night shift employees are absent on
pay day then the factory supervisor keeps these wages and returns them to the payroll department on Monday.

Sales and administration staff

The sales and administration staff are paid monthly by bank transfer. Employee numbers do fluctuate and during
July two administration staff joined; however, due to staff holidays in the HR department, they delayed informing
the payroll department, resulting in incorrect salaries being paid out.

Required
(@)  For the deficiencies already identified in the payroll system of Chuck Industries Co:

(i) Explain the possible implications of these; and
(i) Suggest a recommendation to address each deficiency. (12 marks)

(b)  Describe substantive procedures you should now perform to confirm the accuracy and completeness of
Chuck Industries’ payroll charge. (6 marks)

(c)  Last week the company had a visit from the tax authorities who reviewed the wages calculations and
discovered that incorrect levels of tax had been deducted by the payroll system, as the tax rates from the
previous year had not been updated. The finance director has queried with the audit team why they did not
identify this non-compliance with tax legislation during last year’s audit.

Required

Explain the responsibilities of management and auditors of Chuck Industries Co in relation to compliance
with law and regulations under ISA 250 Consideration of Laws and Regulations in an Audit of Financial
Statements. (4 marks)

(d)  Chuck Industries has decided to outsource its sales ledger department and as a result it is making 14
employees redundant. A redundancy provision, which is material, will be included in the draft accounts.

Required

Describe substantive procedures you should perform to confirm the redundancy provision at the year end.
(5 marks)

()  Chuck Industries is considering establishing an internal audit (IA) department next year. The finance director
has asked whether the work performed by the IA department can be relied upon by Blair & Co.

Required

Explain the factors that should be considered by an external auditor before reliance can be placed on the
work performed by a company’s internal audit department. (3 marks)

(Total = 30 marks)

67 Greystone (12/10) 59 mins

(@)  Auditors have a responsibility under ISA 265 Communicating Deficiencies in Internal Control to those
Charged with Governance and Management, to communicate deficiencies in internal controls. In particular,
SIGNIFICANT deficiencies in internal controls must be communicated in writing to those charged with
governance.

Required

Explain examples of matters the auditor should consider in determining whether a deficiency in internal
controls is significant (5 marks)
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Greystone Co is a retailer of ladies clothing and accessories. It operates in many countries around the world and
has expanded steadily from its base in Europe. Its main market is aimed at 15 to 35 year olds and its prices are mid
to low range. The company’s year end was 30 September 20X0.

In the past the company has bulk ordered its clothing and accessories twice a year. However, if their goods failed to
meet the key fashion trends then this resulted in significant inventory write downs. As a result of this the company
has recently introduced a just in time ordering system. The fashion buyers make an assessment nine months in
advance as to what the key trends are likely to be, these goods are sourced from their suppliers but only limited
numbers are initially ordered.

Greystone Co has an internal audit department but at present their only role is to perform regular inventory counts
at the stores.

Ordering process

Each country has a purchasing manager who decides on the initial inventory levels for each store, this is not done
in conjunction with store or sales managers. These quantities are communicated to the central buying department
at the head office in Europe. An ordering clerk amalgamates all country orders by specified regions of countries,
such as Central Europe and North America, and passes them to the purchasing director to review and authorise.

As the goods are sold, it is the store manager’s responsibility to re-order the goods through the purchasing
manager; they are prompted weekly to review inventory levels as although the goods are just in time, it can still take
up to four weeks for goods to be received in store.

It is not possible to order goods from other branches of stores as all ordering must be undertaken through the
purchasing manager. If a customer requests an item of clothing, which is unavailable in a particular store, then the
customer is provided with other branch telephone numbers or recommended to try the company website.

Goods received and Invoicing

To speed up the ordering to receipt of goods cycle, the goods are delivered directly from the suppliers to the
individual stores. On receipt of goods the quantities received are checked by a sales assistant against the supplier’s
delivery note, and then the assistant produces a goods received note (GRN). This is done at quiet times of the day
so as to maximise sales. The checked GRNs are sent to head office for matching with purchase invoices.

As purchase invoices are received they are manually matched to GRNs from the stores, this can be a very time
consuming process as some suppliers may have delivered to over 500 stores. Once the invoice has been agreed
then it is sent to the purchasing director for authorisation. It is at this stage that the invoice is entered onto the
purchase ledger.

Required

(b)  As the external auditors of Greystone Co, write a report to management in respect of the purchasing system
which:
(i) Identifies and explains FOUR deficiencies in that system
(i) Explains the possible implication of each deficiency
(iii)y  Provides a recommendation to address each deficiency.

A covering letter is required.

Note: Up to two marks will be awarded within this requirement for presentation. (14 marks)
(c)  Describe substantive procedures the auditor should perform on the year-end trade payables of Greystone

Co. (5 marks)
(d)  Describe additional assignments that the internal audit department of Greystone Co could be asked to

perform by those charged with governance. (6 marks)

(Total = 30 marks)
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68 Blake (12/08) (amended) 59 mins

Introduction

Blake Co assembles specialist motor vehicles such as lorries, buses and trucks. The company owns four assembly
plants to which parts are delivered and assembled into the motor vehicles.

The motor vehicles are assembled using a mix of robot and manual production lines. The "human’ workers normally
work a standard eight hour day, although this is supplemented by overtime on a regular basis as Blake has a full
order book. There is one shift per day; mass production and around the clock working are not possible due to the
specialist nature of the motor vehicles being assembled.

Wages system - shift workers

Shift-workers arrive for work at about 7.00 am and 'clock in' using an electronic identification card. The card is
scanned by the time recording system and each production shift-worker's identification number is read from their
card by the scanner. The worker is then logged in as being at work. Shift-workers are paid from the time of logging
in. The logging in process is not monitored as it is assumed that shift-workers would not work without first logging
in on the time recording system.

Shift-workers are split into groups of about 25 employees, with each group under the supervision of a shift
foreman. Each day, each group of shift-workers is allocated a specific vehicle to manufacture. At least 400 vehicles
have to be manufactured each day by each work group.

If necessary, overtime is worked to complete the day's quota of vehicles. The shift foreman is not required to
monitor the extent of any overtime working although the foreman does ensure workers are not taking unnecessary
or prolonged breaks which would automatically increase the amount of overtime worked. Shift-workers log off at
the end of each shift by re-scanning their identification card.

Payment of wages

Details of hours worked each week are sent electronically to the payroll department, where hours worked are
allocated by the computerised wages system to each employee's wages records. Staff in the payroll department
compare hours worked from the time recording system to the computerised wages system, and enter a code word
to confirm the accuracy of transfer. The code word also acts as authorisation to calculate net wages. The code word
is the name of a domestic cat belonging to the department head and is therefore generally known around the
department.

Each week the computerised wages system calculates:

(i) Gross wages, using the standard rate and overtime rates per hour for each employee,
(i) Statutory deductions from wages, and
(iii)  Net pay.

The list of net pay for each employee is sent over Blake's internal network to the accounts department. In the
accounts department, an accounts clerk ensures that employee bank details are on file. The clerk then authorises
and makes payment to those employees using Blake's online banking systems. Every few weeks the financial
accountant reviews the total amount of wages made to ensure that the management accounts are accurate.

Termination of employees

Occasionally, employees leave Blake. When this happens, the personnel department sends an email to the payroll
department detailing the employee's termination date and any unclaimed holiday pay. The receipt of the email by
the payroll department is not monitored by the personnel department.

Salaries system - shift managers
All shift managers are paid an annual salary; there are no overtime payments.

Salaries were increased in July by 3% and an annual bonus of 5% of salary was paid in November.
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Required
(@)  List FOUR control objectives of a wages system. (2 marks)

(b)  Asthe external auditors of Blake Co, write a management letter to the directors in respect of the shift-
workers wages recording and payment systems which:

(i) Identifies and explains FOUR deficiencies in that system;
(i)  Explains the possible effect of each deficiency;

(iii)  Provides a recommendation to alleviate each deficiency. Note up to two marks will be awarded within
this requirement for presentation. (14 marks)

(c)  List THREE substantive analytical procedures you should perform on the shift managers' salary system. For
each procedure, state your expectation of the result of that procedure. (6 marks)

(d)  Audit evidence can be obtained using various audit procedures, such as inspection. APART FROM THIS
PROCEDURE, in respect of testing the accuracy of the time recording system at Blake Co, explain FOUR
procedures used in collecting audit evidence and discuss whether the auditor will benefit from using each
procedure. (8 marks)

(Total = 30 marks)

69 Tinkerbell (6/11) 59 mins

Introduction

Tinkerbell Toys Co (Tinkerbell) is a manufacturer of children’s building block toys; they have been trading for over
35 years and they sell to a wide variety of customers including large and small toy retailers across the country. The
company’s year end is 31 May 20X1.

The company has a large manufacturing plant, four large warehouses and a head office. Upon manufacture, the
toys are stored in one of the warehouses until they are despatched to customers. The company does not have an
internal audit department.

Sales ordering, goods despatched and invoicing

Each customer has a unique customer account number and this is used to enter sales orders when they are
received in writing from customers. The orders are entered by an order clerk and the system automatically checks
that the goods are available and that the order will not take the customer over their credit limit. For new customers,
a sales manager completes a credit application; this is checked through a credit agency and a credit limit entered
into the system by the credit controller. The company has a price list, which is updated twice a year. Larger
customers are entitled to a discount; this is agreed by the sales director and set up within the customer master file.

Once the order is entered an acceptance is automatically sent to the customer by mail/email confirming the goods
ordered and a likely despatch date. The order is then sorted by address of customer. The warehouse closest to the
customer receives the order electronically and a despatch list and sequentially numbered goods despatch notes
(GDNs) are automatically generated. The warehouse team pack the goods from the despatch list and, before they
are sent out, a second member of the team double checks the despatch list to the GDN, which accompanies the
goods.

Once despatched, a copy of the GDN is sent to the accounts team at head office and a sequentially numbered sales
invoice is raised and checked to the GDN. Periodically a computer sequence check is performed for any missing
sales invoice numbers.

Fraud

During the year a material fraud was uncovered. It involved cash/cheque receipts from customers being diverted
into employees’ personal accounts. In order to cover up the fraud, receipts from subsequent unrelated customers
would then be recorded against the earlier outstanding receivable balances and this cycle of fraud would continue.

The fraud occurred because two members of staff ‘who were related’ colluded. One processed cash receipts and
prepared the weekly bank reconciliation; the other employee recorded customer receipts in the sales ledger. An
unrelated sales ledger clerk was supposed to send out monthly customer statements but this was not performed.
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The bank reconciliations each had a small unreconciled amount but no-one reviewed the reconciliations after they
were prepared. The fraud was only uncovered when the two employees went on holiday at the same time and it was
discovered that cash receipts from different customers were being applied to older receivable balances to hide the
earlier sums stolen.

Required

(@)  Recommend SIX tests of controls the auditor would normally carry out on the sales system of Tinkerbell,
and explain the objective for each test. (12 marks)

(b)  Describe substantive procedures the auditor should perform to confirm Tinkerbell’s year-end receivables
balance. (8 marks)

(c)  Identify and explain controls Tinkerbell should implement to reduce the risk 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 confirm Tinkerbell’s revenue.
(4 marks)

(Total = 30 marks)

70 Tromhone 59 mins

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 20X4. 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.

Required
(@)  Inrespect of the payroll system of Trombone Co:
(i) Identify and explain FIVE deficiencies;

(i)  Recommend a control to address each of these deficiencies; and
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(iii)  Describe a test of control Viola & Co should perform to assess if each of these controls is operating

effectively.
Note: The total marks will be split equally between each part. (15 marks)
(b)  Explain the difference between an interim and a final audit. (5 marks)

(c)  Describe substantive procedures you should perform at the final audit to confirm the 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)

71 Bluesherry (12/10) 39 mins

(a) Explain the purpose of a value for money audit. (4 marks)

(b)  Bluesberry hospital is located in a country where healthcare is free, as the taxpayers fund the hospitals
which are owned by the government. Two years ago management reviewed all aspects of hospital
operations and instigated a number of measures aimed at improving overall ‘value for money’ for the local
community. Management have asked that you, an audit manager in the hospital’s internal audit department,
perform a review over the measures which have been implemented.

Bluesberry has one centralised buying department and all purchase requisition forms for medical supplies
must be forwarded here. Upon receipt the buying team will research the lowest price from suppliers and a
purchase order is raised. This is then passed to the purchasing director, who authorises all orders. The
small buying team receive in excess of 200 forms a day.

The human resources department has had difficulties with recruiting suitably trained staff. Overtime rates
have been increased to incentivise permanent staff to fill staffing gaps, this has been popular, and reliance
on expensive temporary staff has been reduced. Monitoring of staff hours had been difficult but the hospital
has implemented time card clocking in and out procedures and these hours are used for overtime payments
as well.

The hospital has invested heavily in new surgical equipment, which although very expensive, has meant that
more operations could be performed and patient recovery rates are faster. However, currently there is a
shortage of appropriately trained medical staff. A capital expenditure committee has been established, made
up of senior managers, and they plan and authorise any significant capital expenditure items.

Required
(i) Identify and explain FOUR STRENGTHS within Bluesberry’s operating environment; and (6 marks)

(i)  For each strength identified, describe how Bluesberry might make further improvements to provide
best value for money. (4 marks)

(c)  Describe TWO substantive procedures the external auditor of Bluesberry should adopt to verify EACH of the
following assertions in relation to an entity’s property, plant and equipment:

(i) Valuation
(i) Completeness; and
(iii)  Rights and obligations.

Note: Assume that the hospital adopts International Financial Reporting Standards. (6 marks)
(Total = 20 marks)
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AUDIT EVIDENCE
Questions 72 — 99 cover Audit evidence, the subject of Part D of the BPP Study Text for F8.

Expert (12/08) (amended) 20 mins

The following scenario relates to questions 72 — 76.

You are the audit manager in the firm of WSD & Co, an audit firm. You are planning the audit of Truse Co, which
operates as a high street retailer and has 15 shops.

All of the shops are owned by Truse Co and have always been included in the financial statements at cost less
depreciation. The shops are depreciated over 50 years. However, you know from discussions with management that
the company intends to include one of the shops, the flagship store, at a revalued amount rather than cost in the
current accounting period. The revalued amount is expected to be materially above the carrying value of the shop.
The valuation will be based on a management estimate.

Management has explained that the reason for the revaluation is because the flagship store is located in an area
where property prices have risen much more quickly compared to other shop locations. They consider the flagship
store to be significantly undervalued on the statement of financial position.

Management will not depreciate the revalued amount allocated to the flagship store's building because they
maintain the building to a high standard.

72 In his notes for the audit planning meeting, the audit junior made the following statements in relation to the
valuation of the shops:

(1)  Truse Co is allowed under IAS 16 to revalue the flagship shop while continuing to measure its three
other shops at cost less depreciation.

(2)  The revaluation constitutes a change in accounting policy, so we will need to consider the adequacy
of the disclosures made in respect of this.

(3)  The flagship store should be depreciated on its revalued amount
(4)  We must confirm that all repairs and maintenance costs have been capitalised

Which TWO of the above statements are correct?

A 1and 3
B 2 and 4
C 2and 3
D 1and 4

73 Which of the following assertions are relevant to the audit of tangible non-current assets?

(1)  Existence

(2)  Occurrence
(3)  Classification
(4)  Presentation
A 1 only

B 1,3 and 4

C 2,3and 4

D 1,2,3and 4
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74 Which of the following procedures will provide appropriate audit evidence in respect of the
completeness of non-current assets?

A For a sample of assets selected by physical inspection, agree that they are listed on the non-current
assets register

B For a sample of non-current assets listed on the non-current assets register, physically inspect the
asset

C For a sample of assets on the assets register, recalculate the net book values in accordance with the
entity's accounting policies.

D For a sample of assets on the assets register, inspect relevant purchase invoices or deeds.
75  Atthe planning meeting, it was decided that an auditor’s expert should be sought in relation to the valuation
of Truse Co’s properties as the company has not used an independent valuer.

ISA 620 states that the nature, timing and extent of audit procedures to evaluate the work of the auditor’s
expert depend on the circumstances of the engagement.

Which of the following matters should the audit team NOT consider in determining the nature, timing
and extent of these audit procedures?

A The risk of material misstatement associated with Truse Co’s properties
B WSD & Co’s experience with previous work performed by the expert
C Whether the expert is subject to WSD & Co’s quality control policies and procedures
D The existence of any interests in or relationships with Truse Co that might pose a threat to the
expert’s objectivity
76 The audit junior has been assigned to the audit of the bank and cash balances of Truse Co. He has noted
down the audit evidence he plans to obtain in respect of the bank and cash balances:

1. Bank reconciliation carried out by the cashier

2. Bank confirmation report from Truse Co’s bank

3. Verbal confirmation from the directors that the overdraft limit is to be increased
4. Cash count carried out by the audit junior himself

What is the order of reliability of the audit evidence, starting with the most reliable first?

A 4,2,1and 3
B 2,1,4and 3
C 4,3,2and 1
D 2,4,1and 3

Newthorpe (CBE) 20 mins

The following scenario relates to questions 77 — 81.

You are an audit manager, auditing the financial statements of Newthorpe Engineering Co, a listed company, for the
year ended 30 April 20X7.

Newthorpe’s management has provided you with a schedule of the realisable values of the inventories. A full
inventory count was carried out at 30 April 20X7.
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77 Which TWO of the following statements are true regarding the auditor's attendance at the inventory
count?

D It is the auditor's responsibility to organise the inventory count.

D The auditor observes client staff to determine whether inventory count procedures are being
followed.

D The auditor reviews procedures for identifying damaged, obsolete and slow-moving inventory.

D If the results of the auditors' test counts are not satisfactory, the auditor should insist that the
inventory is recounted.

78  Audit tests have confirmed that the inventory counts are accurate and there are no purchases or sales cut-off
errors.

One of the company's factories was closed on 30 April 20X7. The plant and equipment and inventories were
to be sold. By the time the audit work commenced in June 20X7, most of the inventory had been sold.

You have instructed the audit junior to evaluate the valuation of the inventory related to the closing factory at
the year end. The audit junior has sent you a list of planned audit procedures.

Which of the audit procedures below are appropriate in auditing the valuation assertion for the
inventory? [Select as many responses as you feel is appropriate.)

D Agree the selling prices of inventory sold since the year-end to sales invoices and the cash book.

D Assess the reasonableness of management’s point estimates of realisable value of inventory that has

not yet been sold by reviewing sales before the year-end, comparing the values with inventory that
has been sold since the year-end and considering offers made which have not yet been finalised.

D For a sample of inventory sold just before and just after the year end, match dates of sales
invoices/date posted to ledgers with date on related goods despatched notes

D For unsold inventory, assess reasonableness of provisions for selling expenses by comparison of
selling expenses with inventory sold.

79 On 17 March 20X7, Newthorpe’s managing director was dismissed for gross misconduct. It was decided
that the managing director's salary should stop from that date, and that no redundancy or compensation
payments should be made.

The managing director has claimed unfair dismissal and is taking legal action against the company to obtain
compensation for loss of his employment. The managing director says he has a service contract with the
company which would entitle him to two years' salary at the date of dismissal. The directors believe that
there is a 35% chance of the managing director succeeding in his claim.

The financial statements for the year ended 30 April 20X7 record the resignation of the director. However,
they do not mention his dismissal and no provision for any damages has been included in the financial
statements.
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Which of the following options correctly summarises the correct accounting treatment for the legal claim
made by the managing director?

Accounting treatment Reason

D Record a provision The outflow of economic resources is probable and
the amount of obligation can be reliably estimated.

D Record a provision The outflow of economic resources is not probable,
but the prudence principle requires a provision to be
recorded if the amount of obligation can be reliably

estimated.
D No provision but disclose as A present obligation exists, but the outflow of
a contingent liability economic resources is not probable.
D No provision but disclose as A possible obligation exists, depending on whether or
a contingent liability not some uncertain future event occurs.

80  Which of the following audit procedures is likely to provide the auditor with the MOST reliable audit
evidence regarding the legal claim?

D Review the minutes of the disciplinary hearing to understand whether the company has acted in
accordance with employment legislation and its internal rules

D Review correspondence between the company and its lawyers regarding the likely outcome of the
case

D Request a written representation from management supporting their assertion that the claim will not
be successful

D Send an enquiry letter to Newthorpe’s lawyers to obtain their view as to the probability of the claim
being successful

81 The dismissal of Newthorpe’s managing director has alerted you to the possibility that the company may not
have complied with employment regulations. You therefore need to determine the impact that such non-
compliance may have on the audit.

In accordance with ISA 250 Consideration of laws and regulations in an audit of financial statements,
which of the following responsibilities is CORRECT regarding the responsibilities of the auditors of
Newthorpe in relation to compliance with employment regulations?

D To obtain sufficient appropriate evidence regarding complianceas they have a direct effect on the
financial statements

D To perform specific audit procedures to identify possible non-compliance

D The auditors do not have any responsibility as the employment regulations do not have a direct effect
on the financial statements

D To prevent and detect all non-compliance with the regulations

Tirrol (6/09) (amended) (CBE) 20 mins

The following scenario relates to questions 82 — 86.

Your audit firm Cal & Co has just gained a new audit client, Tirrol Co, in a tender in which Cal & Co offered
competitively low audit fees. You are the manager in charge of planning the audit work. Tirrol Co's year end is
30 June 20X9 with a scheduled date to complete the audit of 15 August 20X9. The date now is 3 June 20X9.
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Tirrol Co provides repair services to motor vehicles from 25 different locations. All inventory, sales and purchasing
systems are computerised, with each location maintaining its own computer system. The software in each location
is the same because the programs were written specifically for Tirrol Co by a reputable software house. Data from
each location is amalgamated on a monthly basis at Tirrol Co's head office to produce management and financial
statements.

You are currently planning your audit approach for Tirrol Co. One option being considered is to rewrite Cal & Co's
audit software to interrogate the computerised inventory systems in each location of Tirrol Co (except for head
office) as part of inventory valuation testing. The testing will need to take place while the system is live. You are
aware that July is a major holiday period for Tirrol Co.

82 The audit junior is concerned about various circumstances of the audit, which are likely to increase audit
risk. He has written to you with some suggestions.

Which TWO of the following suggestions are valid?

D We should budget for the extra time required to document an understanding of the entity, its
environment and its systems, and to verify material opening balances.

Given the tight reporting deadline, a combined approach should be adopted on the audit, relying on
tests of controls wherever possible.

We must agree a clear timetable with the client for the testing of the computerized inventory systems,
setting out availability of access to the system, files and personnel required to complete testing.

L] O O

As this is our first year of audit, we should agree separate fees with the client for any additional audit

procedures required. If the client refuses, we should consider withdrawing from the audit as Cal & Co
would be deemed to be lowballing.

83  Which of the following are benefits of using audit software in auditing the inventory of Tirrol Co? (Select
as many responses as you feel is appropriate.)

D The ability to test all 25 of Tirrol Co’s locations using the same audit software, resulting in time and
cost savings

D The ability to search all items for exceptions, thus giving greater assurance over the inventory figure
D The ability to select and extract a sample of inventory data for testing, thus reducing sampling risk

D The ability to test the actual computer files from the originating programme, rather than printouts
from a spook or preview files, thus eliminating exporting errors
84 It has been decided that systematic sampling would be applied to the audit of Tirrol Co’s inventory.
Which of the following sampling methods correctly describes systematic sampling?

D A sampling method which is a type of value-weighted selection in which sample size, selection and
evaluation results in a conclusion in monetary amounts

A sampling method which involves having a constant sampling interval, the starting point for testing
is determined randomly

A sampling method in which the auditor selects a block(s) of contiguous items from within the
population

OO

A sampling method in which the auditor selects a sample without following any particular structured
technique
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85  Tirrol Co's internal audit department is going to assist with the statutory audit. The chief internal auditor will
provide you with documentation on the computerised inventory systems at Tirrol Co. The documentation
provides details of the software and shows diagrammatically how transactions are processed through the
inventory system. This documentation can be used to significantly decrease the time needed to understand
the computer systems and enable audit software to be written for this year's audit.

Which of the following is NOT a matter the audit team should consider in determining whether or not the
internal auditor’s work is adequate for the purposes of the audit?

D Whether the work was properly planned, performed, supervised, reviewed and documented
D Whether there are any significant threats to the objectivity of the internal auditor

D Whether sufficient appropriate evidence was obtained to allow the internal auditors to draw
reasonable conclusions

D Whether the conclusions reached are appropriate in the circumstances and the reports prepared are
consistent with the results of the work done

86  The audit junior has obtained the following extract of the aged inventory report:

Inventory Days in Original cost  Selling price  Costs to sell Carrying
code inventory $) $) %) value ($)
X070003 98 12,000 20,200 2,000 12,000
X079001 127 14,500 16,000 2,500 14,500
X084000 109 18,000 26,000 3,000 23,000

What is the impact on the value of inventory if no adjustments are made to the carrying values above?

D Inventory would be overstated by $5,000

D Inventory and profit for the year would be overstated by $6,000
D Inventory would be understated by $6,200

D Inventory would be understated by $12,700

Wright 20 mins

The following scenario relates to questions 87 — 91.
You are the audit manager in the firm of Wright & Co, a large accountancy firm with 30 offices.

It is January 20X6, and a new intake of graduates and apprentices has recently started work at the Audit department
after completing their first ACCA exams. Julie, one of the new recruits, has been allocated to the audit of Wilbur Co,
your audit client, for the year ended 31 December 20X5. You are responsible for providing guidance to her on her
first audit.

87 After the audit planning meeting, Julie approached you with this query:

‘| know that as auditors, we have to collect audit evidence in order to support our audit opinion. But how can
we tell how much audit evidence we need to get?’

Which of the below factors influence the auditor's judgement regarding the sufficiency of the evidence
obtained?

(1)  The materiality of the account

(2)  The size of the account

(3)  The source and quality of the evidence available
(4)  The amount of time allocated to the audit

A 1and 3
B 2and 4
C 2and 3
D 1and 4
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88

89

90

91

It was decided that analytical procedures should be used at the planning stage of the audit of Wilbur Co.
Julie is unsure what analytical procedures mean.

Which of the following assertions are examples of analytical procedures?
(1)  Comparing the actual revenue for the year with the forecast revenue from the yearly budget
(2)  Castand cross-cast the aged trial balance of accounts payable before selecting any sample to test

(3)  Comparing the gross profit margin calculated from the 20X5 draft financial statements with the gross
profit margin for 20X4

(4)  Calculating the average salary per employee by dividing total payroll costs by the number of
employees in Wilbur Co’s workforce, and comparing this with the industry average

A 1,2and 3
B 1,3and 4
C 2,3and 4
D 1,2,3and 4

At which of the following stages of the audit MUST analytical procedures be used?

(1) Interim audit
(2)  Audit planning
(3)  Audit fieldwork
(4)  Final review

A 2 only

B 2and 3

C 2and 4

D 1,2,3and 4

The audit team has started to perform audit fieldwork on Wilbur Co.

In order to gain assurance over the company’s bank balance, you have asked Julie to arrange for a bank
confirmation letter to be sent to Wilbur Co’s bank.

Which of the following summarises the steps to take in preparing the bank confirmation letter?

A Written on the audit firm’s headed paper; information requested to be sent directly to the auditor
B Written on the client’s headed paper; information requested to be sent directly to the auditor

C Written on the audit firm’s headed paper; information requested to be sent directly to the client
D Written on the client’s headed paper; information requested to be sent directly to the client

The audit fieldwork is drawing to a close. Julie has seen that the audit checklist used by your firm states that
written representations need to be sought from management, but is unsure about what these include.

Which of the following written representations MUST the auditor obtain, in order to comply with the
requirements of ISA 580?

1. The selection and application of accounting policies are appropriate
All transactions have been recorded and are reflected in the financial statements

Significant assumptions used in making accounting estimates are reasonable

&~ w N

Management has provided the auditor with all relevant information agreed in the terms of the audit
engagement

1and 4
2and 4
1,2and 3
1,2,3and 4

O O w >
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92 Redburn (12/09) 59 mins

(@)  Explain the importance of audit planning and state TWO matters that would be included in an audit plan.
(6 marks)

Redburn Co, a publisher and producer of books of poetry, has been a client of your firm of Chartered Certified
Accountants for a number of years. The manager in overall charge of the audit has been discussing the audit plan
with the audit team, of which you are a member, prior to commencement of the work. The audit manager has
informed the team, among other things, that there has been a growing interest in poetry generally and that the
company has acquired a reputation for publishing poets who are still relatively unknown.

During your audit you determine:

(i) Contracts with the poets state that they are given a royalty of 10% on sales. Free copies of the books are
provided to the poets and to some organisations such as copyright libraries and to others, such as reviewers
and university lecturers. No royalties are given on these free copies.

(i)  The computerised customer master file contains a code indicating whether a despatch is to earn a royalty for
the author. This code is shown on the sales invoice and despatch note when they are prepared.

(iii) A computerised royalties file is held, all entries therein bearing the invoice number and date.

(iv)  The company keeps detailed statistics of sales made, including trends of monthly sales by type of customer,
and of colleges where its books are recommended as part of course material, based on reports from sales
staff.

(v)  Bookshops have the right to return books which are not selling well, but about 10% of these are slightly
damaged when returned. The company keeps similar records of returns as it does for sales.

Required
(b)  Describe TWO procedures used to ensure that the sales statistics kept by the company may be relied upon.
(4 marks)
(c)  Describe THREE substantive tests you should perform to ensure that the royalties charge is accurate and
complete, stating the objective of each test. (6 marks)
(d) A material figure in the statement of financial position of Redburn Co is the amount attributed to inventory of
books.
Required

State TWO inherent risks that may affect the inventory figure and suggest ONE control to mitigate each risk.
(4 marks)

(e)  The management of Redburn Co has told you that inventory is correctly valued at the lower of cost and net
realisable value. You have already satisfied yourself that cost is correctly determined.

Required
(i) Define net realisable value; (2 marks)

(i)  State and explain the purpose of FOUR procedures that you should use to ensure that net realisable
value of the inventory is at or above cost. (8 marks)

(Total = 30 marks)
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93 Lily (12/12) 59 mins

Lily Window Glass Co (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.

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 quantities 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
(@)  Forthe inventory count arrangements of Lily Window Glass Co:

(i) Identify and explain SIX deficiencies; and
(i) Provide a recommendation to address each deficiency.

The total marks will be split equally between each part (12 marks)

You are the audit senior of Daffodil & Co and are responsible for the audit of inventory for Lily. You will be attending
the year-end inventory count on 31 December 20X2.

In addition, your manager wishes to utilise computer-assisted audit techniques for the first time for controls and
substantive testing in auditing Lily Window Glass Co’s inventory.

Required

(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)
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()  Forthe 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 computer-assisted audit techniques
(CAATS);

(i) Explain the potential advantages of using CAATS; and
(iii)  Explain the potential disadvantages of using CAATS.
The total marks will be split equally between each part (12 marks)

(Total = 30 marks)

94 Springfield Nurseries (AIR Pilot Paper) (amended) 59 mins

Auditors must obtain sufficient appropriate audit evidence to issue an audit opinion on the financial statements. In
order to gain that evidence, auditors may use a combination of tests of controls and substantive procedures.

Required
(@)  Explain what is meant by:

(i) A test of control
(i) Asubstantive procedure

and give one example of each that may be used when auditing the completeness of revenue (4 marks)

Your firm is the auditor of Springfield Nurseries, a company operating three large garden centres which sell plants,
shrubs and trees, garden furniture and gardening equipment (such as lawnmowers and sprinklers) to the public.

Non-current assets

You are involved in the audit of the company's non-current assets for the year ended 31 December 20X8. The main
categories of non-current assets are as follows:

(i) Land and buildings (all of which are owned outright by the company, none of which are leased)
(i)~ Computers (on which an integrated inventory control and sales system is operated)

(iii) A number of large and small motor vehicles, mostly used for the delivery of inventory to customers
(

ii
iv)  Equipment for packaging and pricing products.
The depreciation rates used are as follows:

(i) Buildings 5% each year on cost
(i)  Computers and motor vehicles 20% each year on the reducing balance basis
(iii)  Equipment 15% each year on cost

Year-end inventory

Although an inventory control system is operated and up-to-date inventory records are maintained, the year end
inventory quantities that are used in determining the year-end inventory value are arrived at by carrying out full
inventory counts at each of the garden centres. The same set of inventory count instructions are provided at each
centre and an extract from these is shown below:

(1) The inventory count will be supervised by the inventory controller for the site and will take place on
1 January 20X9. The count will commence at 6:00am. The centre will be closed on the day of the count. No
sales of inventory will take place on 1 January 20X9, but transfer of inventory between garden centres is
permitted in order to distribute it to where it will be needed most when the centres are re-opened.

(2)  Staff allocated to the count (one member of staff per count area) will be provided with inventory counting
sheets that are produced by the computerised system showing the quantity per the system. These will be
distributed and re-collected by the site inventory controller. Where the amount observed is different to the
amount on the sheet, it should be crossed out and the new quantity written down.

(3)  The inventory controller will then carry out one test count in each area that has been counted. Where an
error is found, the area will be re-counted.

(4)  The quantity for any inventory that looks damaged or unsaleable should be crossed out and allocated a
quantity of zero.
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(5)  Once all the sheets have been collected up and test counts completed, the inventory controller will manually
update the computerised system to reflect the counted quantities. Once the system is updated the count
sheets can be discarded.

Required
(b)  Listand explain the main financial statements assertions tested for in the audit of non-current assets.
(5 marks)
(c)  Listthe sources of evidence available to you to verify the ownership and cost of the land and buildings.
(2 marks)
(d)  Describe the audit procedures you would perform to check the appropriateness of the depreciation rates on
each of the three categories of non-current asset. (5 marks)

(e) Identify and explain SEVEN deficiencies in the inventory counting system highlighted by the extract from
Springfield’s instructions for inventory counting. For each deficiency suggest how it could be overcome.

(14 marks)
(Total = 30 marks)

95 Panda 39 mins

(@)  Explain the five elements of an assurance engagement. (5 marks)

(b)  Panda Co manufactures chemicals and has a factory and four offsite storage locations for finished goods.
Panda Co’s year end was 30 April 20X3. The final audit is almost complete and the financial statements and
audit report are due to be signed next week. Revenue for the year is $55 million and profit before taxation is
$5-6 million.

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

Event 1 — Defective chemicals

Panda Co undertakes extensive quality control checks prior to the despatch of any chemicals. Testing on

3 May 20X3 found that a batch of chemicals produced in April was defective. The cost of this batch was
$0.85 million. In its current condition it can be sold at a scrap value of $0.1 million. 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 May 20X3. 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 $0.9 million and it now has no scrap value.

Required
For each of the two events above:
(i) Explain whether the financial statements require amendment; and

(i) Describe audit procedures that should be performed in order to form a conclusion on any required
amendment.

Note: The total marks will be split equally between each event. (12 marks)

(c)  The directors do not wish to make any amendments or disclosures to the financial statements for the
explosion (event 2).

Required
Explain the impact on the auditor’s report should this issue remain unresolved. (3 marks)
(Total = 20 marks)
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96 Rose (12/12) 39 mins R

(a)

(b)

Identify and explain each of the FIVE fundamental principles contained within ACCA’s Code of Ethics and
Conduct. (5 marks)

Rose Leisure Club Co (Rose) operates a chain of health and fitness clubs. Its year end was 31 October 20X2.
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.

(i) Trade payables and accruals

Rose’s finance director has notified you that an error occurred in the closing of the purchase ledger
at the year end. Rather than it closing on 1 November, it accidentally closed one week earlier on

25 October. All purchase invoices received between 25 October and the year end have been posted to
the 20X3 year-end purchase ledger. (6 marks)

(i)  Receivables

Rose’s trade receivables have historically been low as most members pay monthly in advance.
However, during the year a number of companies have taken up group memberships at Rose and
hence the receivables balance is now material. The audit senior has undertaken a receivables
circularisation for the balances at the year end; however, there are a number who have not responded
and a number of responses with differences. (5 marks)

(iii)  Reorganisation

The company recently announced its plans to reorganise its health and fitness clubs. This will involve
closing some clubs for refurbishment, retraining some existing staff and disposing of some surplus
assets. These plans were agreed at a board meeting in October and announced to their shareholders
on 29 October. Rose is proposing to make a reorganisation provision in the financial statements.

(4 marks)

Required

Describe substantive procedures you would perform to obtain sufficient and appropriate audit evidence in
relation to the above three matters.

Note: The mark allocation is shown against each of the three matters above.
(Total = 20 marks)

97 Donald (06/11) 39 mins

(a)
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The auditor has a responsibility to design audit procedures to obtain sufficient and appropriate evidence.
There are various audit procedures for obtaining evidence, such as external confirmation.

Required
Apart from external confirmation:

(i) State and explain FIVE procedures for obtaining evidence and;
(i) Foreach procedure, describe an example relevant to the audit of purchases and other expenses.

(10 marks)
Donald Co operates an airline business. The company’s year end is 31 July 20X1.

You are the audit senior and you have started planning the audit. Your manager has asked you to have a
meeting with the client and to identify any relevant audit risks so that the audit plan can be completed. From
your meeting you ascertain the following:

In order to expand their flight network, Donald Co will need to acquire more airplanes; they have placed
orders for another six planes at an estimated total cost of $20m and the company is not sure whether these
planes will be received by the year end. In addition the company has spent an estimated $15m on




refurbishing their existing planes. In order to fund the expansion Donald Co has applied for a loan of $25m.
It has yet to hear from the bank as to whether it will lend them the money.

The company receives bookings from travel agents as well as directly via their website. The travel agents are
given a 90-day credit period to pay Donald Co, however, due to difficult trading conditions a number of the
receivables are struggling to pay. The website was launched in 2010 and has consistently encountered
difficulties with customer complaints that tickets have been booked and paid for online but Donald Co has no
record of them and hence has sold the seat to another customer.

Donald Co used to sell tickets via a large call centre located near to their head office. However, in May they
closed it down and made the large workforce redundant.

Required

Using the information provided, describe FIVE audit risks and explain the auditor’s response to each risk in
planning the audit of Donald Co. (10 marks)

(Total = 20 marks)

98 Rocks Forever (AIR 12/05) (amended) 39 mins

You are the audit manager in the firm of DeCe & Co, an audit firm with ten national offices. You are planning the
audit of Rocks Forever, one of your clients.

Rocks Forever. purchases diamond jewellery from three manufacturers. The jewellery is then sold from Rocks
Forever's four shops. This is the only client your firm has in the diamond industry.

They have also said they will not depreciate the revalued amount allocated to the store’s building because they
maintain the building to a high standard.

You are planning to attend the physical inventory count for Rocks Forever. Inventory is the largest account on the
statement of financial position with each of the four shops holding material amounts. Due to the high value of the
inventory, all shops will be visited and test counts performed.

With the permission of the directors of Rocks Forever, you have employed UJ, a firm of specialist diamond valuers
who will also be in attendance. UJ will verify that the jewellery is, in fact, made from diamonds and that the
jewellery is saleable with respect to current trends in fashion. UJ will also suggest, on a sample basis, the value of
specific items of jewellery.

Counting will be carried out by shop staff in teams of two using pre-numbered count sheets.
Required
(@)  Briefly describe the main risks associated with inventory in a company such as Rocks Forever. (3 marks)

(b)  Describe FOUR audit procedures that should be used in obtaining evidence in relation to the inventory count
of inventory held in the shops. For each procedure, explain the reason for the procedure. (8 marks)

(c)  Explain the factors you should consider when placing reliance on the work of UJ. (5 marks)

(d)  Describe the audit procedures you should perform to ensure that jewellery inventory is valued correctly.
(4 marks)

(Total = 20 marks)
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99 Bush-Bahy Hotels 39 mins

[This question does not reflect the style of real exam questions, but
has heen included to aid the learning process.]

(@ () Describe FIVE types of procedures for obtaining audit evidence; and
(i)  Foreach procedure, describe an example relevant to the audit of property, plant and equipment.

Note: The total marks will be split equally between each part. (10 marks)

Bush-Baby Hotels Co operates a chain of 18 hotels located across the country. Each hotel has bedrooms, a
restaurant and leisure club facilities. Most visitors to the restaurant and leisure club are hotel guests; however,
these facilities are open to the public as well. Hotel guests generally charge any costs to their room but other
visitors must make payment directly to the hotel staff.

During the year, senior management noticed an increased level of cash discrepancies and inventory discrepancies,
and they suspect that some employees have been stealing cash and goods from the hotels. They are keen to
prevent this from reoccurring and are considering establishing an internal audit department to undertake a fraud
investigation.

Required

(b)  Explain how the new internal audit department of Bush-Baby Hotels Co could assist the directors in
preventing and detecting fraud and error. (3 marks)

(c)  Describe the limitations of Bush-Baby Hotels Co establishing and maintaining an internal audit department

(2 marks)

The directors would like the internal audit department to have as broad a role as possible, as this will make the
decision to recruit an internal audit department more cost effective.

Required
(d)  Describe additional functions, other than fraud investigations, the directors of Bush-Baby Hotels Co could
ask the internal audit department to undertake. (5 marks)

(Total = 20 marks)
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AUDIT REPORTING
Questions 100 — 117 cover Audit reporting, the subject of Part E of the BPP Study Text for F8.

Chestnut (06/15) (amended) (CBE) 20 mins

The following scenario relates to questions 100 — 104.

You are the audit manager of Chestnut & Co and are reviewing the key issues identified in the files of two audit
clients.

The first audit client is Palm Industries Co (Palm), a listed company. Palm’s year end was 31 March 20X5 and the
draft financial statements show revenue of $28.2m, receivables of $5.6m and profit before tax of $4.8m. The
fieldwork stage for this audit has been completed.

100 A customer of Palm owed an amount of $350,000 at the year end. Testing of receivables in April highlighted
that no amounts had been paid to Palm from this customer as they were disputing the quality of certain
goods received from Palm. The finance director is confident the issue will be resolved and no allowance for
receivables was made with regards to this balance.

Which THREE of the following audit procedures should be performed in order to form a conclusion on
whether the amendment is required to Palm’s 20X5 financial statements?

D Review whether any payments have subsequently been made by this customer since the audit
fieldwork was completed

D Discuss with management whether the issue of quality of goods sold to the customer has been
resolved, or whether it is still in dispute

D Vouch the balance owed by the customer at the year end to sales invoices

D Review the latest customer correspondence with regards to an assessment of the likelihood of the
customer making payment

101  The auditor’s report is due to be signed in the next week or so. You have concluded that the disputed
balance is likely to be irrecoverable, but the directors have not made any changes to the financial statements
in respect of this.

Which of the following options correctly summarises the impact on the auditor’s report if the issue
remains unresolved?

| | Unmodified with key audit matters section
D Disclaimer of opinion

D Qualified ‘except for’

D Adverse opinion

The second audit client is Ash Trading Co (Ash). Ash is a new client of Chestnut & Co, its year end was 31 January
20X5 and the firm was only appointed auditors in February 20X5, as the previous auditors were suddenly unable to
undertake the audit. The fieldwork stage for this audit is currently ongoing.

102 The inventory count at Ash’s warehouse was undertaken on 31 January 20X5 and was overseen by the
company’s internal audit department. Neither Chestnut & Co nor the previous auditors attended the count.
Detailed inventory records were maintained but it was not possible to undertake another full inventory count
subsequent to the year end.

The draft financial statements show a profit before tax of $2-4 million, revenue of $10-1 million and
inventory of $510,000.
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Which of the following correctly summarises the effect of the issue relating to the inventory count at the

year end? o
Material Financial statement impact

D No Current assets are understated

D No Gross profit may be understated

D Yes Opening inventory may be materially misstated

D Yes Gross profit may be overstated

103 The audit engagement partner has requested that additional audit procedures be performed in order to
conclude on the level of adjustment needed in relation to the above inventory issue.

Which TWO of the following audit procedures should be performed in order to form a conclusion as to
whether Ash’s 20X5 financial statements require amendment?

D Obtain a copy of the aged inventory report and use computer assisted audit techniques to verify the
accuracy of the report. Discuss the valuation of slow moving inventory with the production director.

D Review the internal audit reports of the inventory count to identify the level of adjustments made to

the records, in order to assess the reasonableness of relying on the inventory records for the purpose
of the year end audit.

D Perform test counts of inventory in the warehouse and compare these first to the inventory records,
and then from inventory records to the warehouse, in order to assess the reasonableness of the
inventory records maintained by Ash.

D Review Ash’s sales order book for February, March and April 20X5 to estimate the level of inventory o
that will need to be produced in the new accounting period to fulfil customer demand.

104  Alternative procedures performed as Chestnut & Co were unable to attend the inventory count were unable
to provide sufficient appropriate audit evidence regarding the inventory balance in the statement of financial
position.

Which of the following options correctly summarises the impact of the inventory issue on the auditor’s

report?

Audit opinion Disclosure in the auditor’s report
D Qualified Basis for qualified opinion
D Disclaimer Basis for disclaimer of opinion
D Qualified Key audit matters section
D Disclaimer Emphasis of matter

Humphries (12/11) (amended) 20 mins

The following scenario relates to questions 105 —109.

Humphries Co, your audit client, operates a chain of food wholesalers across the country and its year end was
30 September 20X1. The final audit is nearly complete and it is proposed that the financial statements and auditor’s
report will be signed on 13 December. Revenue for the year is $78 million and profit before taxation is $7.5 million.

105  Which of the following audit procedures would identify subsequent events occurring up to the date of the
auditor’s report?

(1) Enquire of management whether there have been any unusual accounting adjustments

(2)  Enquire of management whether there have been any issues of shares/debentures, or changes in
business structure
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(3)  Review management procedures for identifying subsequent events to ensure that such events are
identified

(4)  Obtain written representation that all subsequent events requiring adjustment or disclosure have
been adjusted or disclosed

A 1and?2

B 1and3

C 1,3and 4
D 1,2,3and 4

106  Humphries Co has three warehouses; following extensive rain on 20 November, rain and river water flooded
the warehouse located in Bass. All of the inventory in the warehouse was damaged and has been disposed
of. The insurance company has been contacted. No amendments or disclosures have been made in the
financial statements.

Which of the following statements correctly describe the likely impact this will have on Humphries’
financial statements for the year ended 30 September 20X1?

(1) Inventory should be written down, because the flood damage is an adjusting event
(2)  Inventory should not be written down, because the damage is not an adjusting event

(3)  If amaterial amount of inventory is uninsured, it may be necessary to disclose the event and an
estimate of the financial losses

(4)  Ifinsurance proceeds are more likely than not to be received, a contingent asset should be

recognised
A 1 only
B 2 only
C 1and 4
D 2and 3

107 A customer of Humphries Co has been experiencing cash flow problems and its year-end balance is $0.3m.
The company has just become aware that its customer is experiencing significant going concern difficulties.
The management of Humphries believes that as the company has been trading for many years, they will
receive some, if not full, payment from the customer; hence they have not adjusted the receivable balance.

Which of the following audit procedures should be performed in order to form a conclusion on the
amendment required to Humphries’ 20X1 financial statements?

(1) Reviewing the post year-end period for payments received from the customer in respect of the year
end debt

(2)  Reviewing correspondence with the customer to assess the likelihood of Humphries recovering the
$0.3m

(3)  Writing to the customer to request confirmation of the amount owed to Humphries at the year end

(4)  Ask management to produce a revised cash flow forecast covering at least 12 months after the year

end
A 1and 2
B 2and 3
C 1and 4
D 3and 4
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108 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.

Correspondence has just arrived from the supplier indicating that they are willing to settle the case for a
payment by Humphries Co of $0.6 million. It is likely that the company will agree to this.

Which of the following options correctly summarises the impact on the auditor’s report if the financial
statements are not revised in the light of this new information?

A Unmodified

B Unmodified with emphasis of matter
C Qualified ‘except for’

D Adverse opinion

109 Itis now 13 December 20X1. The auditor’s report has been signed. The financial statements are due to be
issued on 25 December 20X1.

Which of the following statements correctly describes the auditor’s responsibility in relation to
subsequent events occurring between now and 25 December?

A The auditor must design procedures to obtain sufficient appropriate audit evidence that all events up
to that date that may require adjustment or disclosure have been identified

B The auditor must perform procedures on matters examined during the audit, which may be
susceptible to change after the year-end.

C The auditor has no obligation to perform procedures, or make enquiries regarding the financial
statements. Any subsequent events should be noted and considered in the next period’s audit.

D If the auditor becomes aware of a fact that, had it been known to the auditor at the date of the
auditor's report, may have caused the auditor to amend the auditor's report, the auditor shall discuss
the need for any adjustments with management.

Minnie (6/11) (amended) (CBE) 20 mins

The following scenario relates to questions 110 — 114.

You are the audit manager of Daffy & Co and you are briefing your team on the approach to adopt in undertaking
the review and finalisation stage of the audit of the financial statements for the year ended 31 December 20X7.

During the audit of Minnie Co, an uncorrected misstatement was identified with regards to a property balance which
was revalued during the year. The revaluation was carried out by an independent expert valuer and incorrect
assumptions were provided to the valuer. The audit team’s audit procedures have determined that the property is
overvalued by $600,000.

Profit before tax for the year ended 31 December 20X7 is $10m.

110  Which TWO of the following statements correctly describe the auditor’s responsibility in relation to
misstatements?

The auditor must accumulate misstatements over the course of the audit unless they are immaterial.

As part of their completion procedures, auditors shall consider whether the aggregate of uncorrected
misstatements in the financial statements is material

In deciding whether the uncorrected misstatements are material, the auditor shall consider the size
and nature of the misstatements

The auditor is required to consider misstatements relating to transactions and account balances, but
not misstatements related to qualitative disclosures
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111 Which of the following steps should you take first in relation to the uncorrected misstatement in respect
of the revalued property?

D Accumulate the misstatement along with other uncorrected misstatements in a schedule of

unadjusted audit differences. If the aggregate is material, ask the directors to correct the
misstatements.

D Ask the directors to correct the specific misstatement, explaining that it is material to the financial
statements.

D Speak to the expert valuer to assess the methodology used in performing the valuation.

D Modify the audit opinion, because the misstatement is material.

The following additional issues have arisen during the course of the audit of Minnie Co.

(i) Depreciation has been calculated on the total of land and buildings. In previous years it has only been
charged on buildings. Total depreciation is $2.5m and the element charged to land only is $0.7m.

(i)~ Minnie Co’s main competitor has filed a lawsuit for $1m against them alleging a breach of copyright; this
case is ongoing and will not be resolved prior to the auditor’s report being signed. You have concluded that
the outcome of the lawsuit is uncertain. The matter is disclosed as a contingent liability.

112 Which of the following correctly summarises the effect of the depreciation charged on land and buildings
on the financial statements?

Material Financial statement impact
D No No misstatement to the financial statements
D No Expenses are understated
D Yes Profit is understated
D Yes Assets are overstated

113 You have concluded that knowledge of the litigation is not fundamental to understanding the financial
statements.

In the light of this, which of the following options correctly summarises the impact of the lawsuit on the
auditor’s report?

Audit opinion Disclosure in the auditor’s report
D Unmodified Material uncertainty related to going concern
D Unmodified No specific disclosure
D Qualified Basis for qualified opinion
D Adverse Basis for adverse opinion

114 Having commenced audit fieldwork on Minnie Co on 1 February 20X8, the audit was completed on
20 February 20X8. The auditor’s report is due to be signed on 5 March 20X8. Minnie’s board plans to issue
the financial statements on 30 April 20X8.

Which of the following would be the most appropriate date for the directors to sign the written
representation letter?

| | 1 February 20x8
| | 20February 20x8
| | 5March20x8
| | 30 April 20x8
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[Questions 115 — 117 bhelow do not reflect the style of real exam
questions, but have been included to aid the learning process.]

115 Greenfields (12/10) 39 mins

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.

You are the manager responsible for the audit of Greenfields and you are performing the final review stage of the
audit and have come across the following two issues.

Receivable balance owing from Yellowmix Co

Greenfields 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 for
over six months, and Greenfields 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 confirm acceptance of this representation.

Required
(@)  Describe the audit procedures required in respect of accounting estimates. (5 marks)
(b)  For each of the two issues above:

(i) Discuss the appropriateness of written representations as a form of audit evidence; and (4 marks)

(i)  Describe additional procedures the auditor should now perform in order to reach a conclusion on the
balance to be included in the financial statements. (6 marks)

Note: The total marks will be split equally between each issue.

(c)  The directors of Greenfields have decided not to provide the audit firm with the written representation for the
warranty provision as they feel it is unnecessary.

Required

Explain the steps the auditor of Greenfields Co should now take and the impact on the auditor’s report in
relation to the refusal to provide written representation. (5 marks)

(Total = 20 marks)

116 Strawberry (06/12) 39 mins

(a) Explain the three stages of an audit when analytical procedures can be used by the auditor. (3 marks)

You are the audit manager of Kiwi & Co and you have been provided with financial statements extracts and the
following information about your client, Strawberry Kitchen Designs Co (Strawberry), who is a kitchen
manufacturer. The company’s year end is 30 April 20X2.

Strawberry has recently been experiencing trading difficulties, as its major customer who owes $0.6m to
Strawberry has ceased trading, and it is unlikely any of this will be received. However the balance is included within
the financial statements extracts below. The sales director has recently left Strawberry and has yet to be replaced.
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The monthly cash flow has shown a net cash outflow for the last two months of the financial year and is forecast as
negative for the forthcoming financial year. As a result of this, the company has been slow in paying its suppliers
and some are threatening legal action to recover the sums owing.

Due to its financial difficulties, Strawberry missed a loan repayment and, as a result of this breach in the loan
covenants, the bank has asked that the loan of $4.8m be repaid in full within six months. The directors have decided
that in order to conserve cash, no final dividend will be paid in 20X2.

Financial statements extracts for year ended 30 April:
DRAFT ACTUAL

20X2 20X1
$m $m
Current Assets
Inventory 34 1.6
Receivables 1.4 2.2
Cash - 1.2
Current Liabilities
Trade payables 1.9 0.9
Overdraft 0.8 -
Loans 4.8 0.2
Required
(b)  Explain the potential indicators that Strawberry Kitchen Designs Co is not a going concern. (6 marks)

(c)  Describe the audit procedures that you should perform in assessing whether or not the company is a going
concern. (6 marks)

(d)  Having performed the going concern audit procedures, you have serious concerns in relation to the going
concern status of Strawberry. The finance director has informed you that as the cash flow issues are short
term he does not propose to make any amendments to the financial statements.

Required

(i) State Kiwi & Co’s responsibility for reporting on going concern to the directors of Strawberry Kitchen
Designs Co; and (2 marks)

(i) If the directors refuse to amend the financial statements, describe the impact on the auditor’s report.
(3 marks)

(Total = 20 marks)

117 Clarinet (06/14) 39 mins

Clarinet Co (Clarinet) is a computer hardware specialist and has been trading for over five years. The company is
funded partly through overdrafts and loans and also by several large shareholders; the year end is 30 April 2014.

Clarinet has experienced significant growth in previous years; however, in the current year a new competitor,
Drums Design Co (Drums), has entered the market and through competitive pricing has gained considerable market
share from Clarinet. One of Clarinet’s larger customers has stopped trading with them and has moved its business
to Drums. In addition, a number of Clarinet’s specialist developers have left the company and joined Drums.
Clarinet has found it difficult to replace these employees due to the level of their skills and knowledge. Clarinet has
just received notification that its main supplier who provides the company with specialist electrical equipment has
ceased to trade.

Clarinet is looking to develop new products to differentiate itself from the rest of its competitors. It has approached
its shareholders to finance this development; however, they declined to invest further in Clarinet. Clarinet’s loan is
long term and it has met all repayments on time. 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.
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The directors have produced a cash flow forecast which shows a significantly worsening position over the coming
12 months. They are confident with the new products being developed, and in light of their trading history of .
significant growth, believe it is unnecessary to make any disclosures in the financial statements regarding going
concern.

At the year end, Clarinet received notification from one of its customers that the hardware installed by Clarinet for
the customers’ online ordering system has not been operating correctly. As a result, the customer has lost
significant revenue and has informed Clarinet that they intend to take legal action against them for loss of earnings.
Clarinet has investigated the problem post year end and discovered that other work-in-progress is similarly affected
and inventory should be written down. The finance director believes that as this misstatement was identified after
the year end, it can be amended in the 2015 financial statements.

Required

(@)  Describe the procedures the auditors of Clarinet Co should undertake in relation to the uncorrected inventory
misstatement identified above. (4 marks)

(b)  Explain SIX potential indicators that Clarinet Co is not a going concern. (6 marks)

(c)  Describe the audit procedures which you should perform in assessing whether or not Clarinet Co is a going
concern. (6 marks)

(d)  The auditors have been informed that Clarinet’s bankers will not make a decision on the overdraft facility
until after the auditor’s report is completed. The directors have now agreed to include some going concern
disclosures.

Required

Describe the impact on the auditor’s report of Clarinet Co if the auditor believes the company is a going
concern but that this is subject to a material uncertainty. (4 marks)

(Total = 20 marks)
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BJM Co

1 A The external audit is carried out by external auditors, who are independent of the company so that
they can provide an independent opinion on whether the company's financial statements are
prepared, in all material respects, in accordance with an applicable financial reporting framework. The
principal aim of the audit is not in relation to the control system in place, although deficiencies and
recommendations may be suggested by the external auditors as a by-product of the external audit in
a report to management at the conclusion of the audit.

2 B ISA 250 distinguishes between regulations which have a direct effect on the financial statements (in
the sense of directly affecting the determination of balances), and those which do not have a direct
effect but can still have a material effect (such as an operating licence).

The hygiene regulations do not have a direct effect but they may have a material effect. The external
auditor must therefore perform audit procedures to help identify any non-compliance which might
have a material effect on the financial statements, ie any breaches of the hygiene regulations that
could result in material fines or restaurant closures.

3 C This review engagement is an example of an assurance engagement. There are five elements to an
assurance engagement: criteria, report, evidence, subject matter and three-party relationship
(CREST).

4 D A review engagement, such as a review of compliance with hygiene regulations, is an assurance

engagement where the practitioner carries out limited procedures on BJM's internal controls relating
to hygiene compliance.

As the procedures are limited, the practitioner will gain only enough evidence to provide a negative
expression of opinion. This means the practitioner gives assurance that nothing has come to his or
her attention which indicates that BJM's internal controls relating to hygiene compliance are not, in
all material respects, compliant with national regulation.

5 C The fees from the review engagement are likely to be very lucrative, so there is a risk that YHT & Co
will not seek adjustments during the external audit process for fear of upsetting the Board of BJM
and losing the review engagement work.

The provision of non-audit services to unlisted audit clients is not specifically prohibited. While YHT
& Co should be alert to self-review threats, in this case it seems unlikely: the scenario states that the
review engagement does not include the provision of accounting advice or the preparation of figures
in the financial statements. A firm is not required to turn down work when a 15% limit is exceeded.
Where fee income from a listed audit client is expected to exceed 15% of the audit firm's total fee
revenue, this fact should be disclosed to those charged with governance and a separate review may
be required. However, the 15% fee cap is not a major concern to YHT in this instance because BJM is
unlisted.

Conoy

6 The correct answers are:

The chief internal auditor should not be part of the audit committee. Establishing an audit committee will
mean that there is a specialist group of individuals which is responsible for monitoring high quality internal
controls

The audit committee should be formed of independent non-executive directors, and so the remaining
shareholders should not be appointed to the audit committee.

Although the existence of an audit committee may result in a more efficient external audit there is no direct
link between the existence of the audit committee and the audit fee.
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7 The correct answer is:
Appointing the external auditor

The audit committee will make recommendations regarding whether the external auditor is re-appointed or
whether an alternative audit firm should be used. However, the external auditor is actually appointed by the
shareholders at a general meeting of the company.

8 The correct answers are:
The position of the internal audit department will be strengthened within the organisation

The effectiveness of the internal audit department will be improved as the audit committee will monitor and
review its performance on a regular basis

Conoy's internal audit department is currently poorly supported and reports directly to the Board, which
does not understand its reports. Establishing an audit committee will strengthen the position of the internal
audit department by providing a greater degree of independence from management. The audit committee
will also monitor and review the effectiveness of internal audit.. The audit committee should report to the
board as it undertakes tasks on behalf of the board, as opposed to the board reporting to the audit
committee. Although the audit committee provides an independent channel of communication between the
external auditor and the Board, it is not involved in planning the external audit in any way.

9 The correct answer is:

The audit committee will have at least one member who has relevant financial experience, so that they can
monitor the integrity of the financial statements

Conoy's finance director has left and had not yet been replaced. It appears that no-one else has appropriate
financial reporting knowledge required by Conoy. The audit committee should contain at least one member
who has financial experience so that they can monitor the integrity of the financial statements. This may give
the bank the confidence they need before they lend Conoy the money.

Guaranteeing the loan or standing in as interim finance director are not acceptable options, as that will
impair the independence of the audit committee.

Substantiating evidence for information used in financial reporting is a function of internal audit, not the
audit committee.

10 The correct answer is:

The audit committee will support RWG & Co's viewpoint in the event of any disputes with the management
of Conoy

The audit committee will be an impartial platform for the external auditors to raise issues they have not been
able to resolve with Conoy's management. However, RWG & Co cannot assume that the audit committee will
always support its viewpoint.

Stark

11 B Including Mr Day's daughter, Zoe, is unusual but should not raise any significant risks to the audit.
The gift of the balloon flight represents a self-interest threat.

The tax fee represents a self-interest threat as Ali & Co will want to save as much tax as possible in
order to charge as high a tax fee as possible. There is also an intimidation threat created by the
request as the finance director may make Ali & Co feel that it has to accept the method of calculating
tax fees in order to keep Stark as a tax client.

The fact that Stark expects Ali & Co to represent it in a dispute with the tax authorities creates an
advocacy threat to audit independence.

12 C Gifts and hospitality should only be accepted where the value is trivial and inconsequential. In this
case it is likely that the value of the gift is too high, so the balloon flight should be declined.
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13 D Stark is a public interest entity, so the audit engagement partner should only remain on the audit
team for a maximum of seven years before being rotated. It would also be beneficial for an
independent review partner to be appointed but Mr Day should not take on this role as, following
rotation, he should have no involvement with the audit client for a 'cooling off' period of two years.

14 c This is the process by which the IAASB develops new standards.

15 C There is no blanket prohibition on disclosure, nor is there any general right of the police or taxation
authorities to demand information. Auditors have an implied contractual duty of confidentiality. There
is no statutory duty of confidentiality.

16 L V Fones

Text references. Chapter 4.

Top tips. The majority of this question is ethics-based. A lot of the marks can be gained purely through drawing on
the knowledge of ethical threats and safeguards, which you should have gained during your studies. The most likely
cause of missing out on marks in a question like this is not addressing all of the requirements, or answering a
different question to that asked. Remember to read the question very carefully and take a minute to make sure you
have understood it, and are ready to answer all the requirements.

In part (a) you should notice that there are essentially two requirements — stating the five threats and listing one
example of each. Don't lose out on half the marks here because of only stating the threats and not providing an
example for each.

Try to keep your answer to (c) to an appropriate length so that it does not eat into your time available for other
questions. Five marks suggest that describing five valid steps will be sufficient.

Easy marks. The easier parts to this question were (a) and (c), as they were largely knowledge based. Part (b) was
more difficult as it required application of ethical knowledge to the scenario. Overall this question is a relatively
straightforward question on ethical threats and safeguards, and engagement acceptance.

Examination Team's comments. Part (a) was very well answered by the vast majority of candidates. A significant
minority of candidates confused the requirement for threats with that of the fundamental principles; unfortunately
these answers gained no marks. In addition some candidates did not provide an example of each threat, choosing
instead to explain the threat in more detail.

Part (b) (i) was well answered by most candidates. Some candidates did not explain the threats in sufficient detail,
sometimes just identifying the issue and not explaining how this was an ethical threat.

Part (b) (ii) required methods for avoiding the threats, candidates performance here was generally satisfactory.
Some answers tended to be quite brief and to include unrealistic steps, such as resigning as auditors to reduce the
risk of fee dependence, not allowing the finance director and partner to be friends.

Part (c) for 5 marks required the steps an auditor should perform prior to accepting a new audit engagement. This
question was well answered by most candidates.

0 ) o
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Marks

(@) 1/2 mark for each threat and 1/2 per example of a threat
— Self-interest
— Self-review
— Advocacy
— Familiarity
— Intimidation

(b) Up to 1 mark per ethical threat and up to 1 mark per managing
Method
— Staff discount
— Secondment
—Total fee income
— Finance director and partner good friends
— Qutstanding fees
Threats —Max 5
Methods — Max 5 10
(c) Up to 1 mark per step
— Compliance with ACCA's Code of Ethics and Conduct
— Competent
— Write outgoing auditor
— Permission to contact old auditor
— 0Old auditor permission to respond
— Review response
— Client screening procedures

1Bl

(@)  Ethical threats and examples

Compliance with the fundamental principles of professional ethics may potentially be threatened by a wide
range of different circumstances. These threats generally fall into five categories:

Self-interest
Self-review
Advocacy
Familiarity
Intimidation

An example of a circumstance that may create each threat is given in the table below.

Threat category Example

Self interest A financial interest in a client's affairs where an audit firm owns shares in the
client

Self Review A firm prepares accounting records and financial statements and then audits
them

Advocacy Acting as an advocate on behalf of an assurance client in litigation

Familiarity Senior members of staff at an audit firm with a long association with a client.

Intimidation Client threatens to sue the audit firm for previous work
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Tutorial note: There are a number of examples you could have stated for each threat category, however only

one of each was needed.

The audit team have previously been offered a 10%
discount on luxury phones from LV Fones (LV)
which will potentially have a high value. As only
goods with a trivial and inconsequential value can
be received, if the same discount is again offered, it
will constitute a self-interest threat.

The offer for the discount should be declined if the
value is significant.

An audit senior was seconded to LV to over the
financial controller role for three months during the
year. The audit senior probably prepared a
significant proportion of the records to be audited;
this creates a self-review threat as he will review his
own work during the audit.

Only if it turns out the senior was only involved on
areas unrelated to the financial statements being
audited should be allowed to remain on the audit
team, otherwise he should be removed from the
assignment to avoid the threat to independence.

The fee income from LV is 16% of Jones & Co's
total fees. If, after accounting for non-recurring fees
such as the secondment, it remains at this
percentage of total fees on a recurring basis there is
likely to be a self interest threat because of undue
dependence on this client. Where recurring fees
exceed 15% for listed companies, objectivity is
impaired to such an extent that mandatory
safeguards are needed according to the ACCA Code
of ethics and conduct (ACCA Code).

The firm should consider whether the further work
should be accepted and also consider appointing an
external quality control reviewer. Going forward, the
firm needs to assess the recurring fee position for
LV and consider refusing further offers of work
where this will take them over the 15% threshold. If
the threshold is breached for two consecutive years
the threat can be mitigated by applying the
mandatory safeguards of disclosing the position to
the board and arranging an independent pre-
issuance or post-issuance engagement review.

The partner and finance director of LV have been on
holiday together and appear to have a longstanding
close relationship. This results in a familiarity and
self interest threat. Both are senior in their
respective organisation and any onlooker would
perceive independence to be threatened.

Ideally the partner should be rotated off the audit
and replaced with another partner.

The overdue fees (20% of the total fee) may be
perceived as a loan which is prohibited, but may
also create a self-interest threat. This is because
Jones & Co may be less robust than they should be
when it disagrees with management out of fear they
may not recover the fees.

The reasons for non payment should be
determined, and if possible an agreement reached
whereby LV repays the fees prior to the
commencement of any further audit work.

Steps prior to accepting a new audit engagement

Ensure that there are no independence or other ethical problems likely to cause conflict with the ACCA Code

and other applicable ethical guidelines.

Ensure the firm is professionally qualified to act, considering whether the firm may be disqualified on legal

or ethical grounds

Ensure the firm's existing resources are adequate, including consideration of available time, staff and

technical expertise

Communicate with present auditors having obtained the client's permission and enquire whether there are
reasons/circumstances behind the change which the new auditors ought to know.

BPP
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Consider the response from the existing auditor for any issues that could impact on the acceptance decision.

Tutorial note: Although five steps were needed to gain full marks, other steps you may have come up with
include:

Undertake client screening procedures such as considering management integrity and assessing whether
any conflict of interest with existing clients would arise.

Carry out further client screening procedures such as assessing the level of audit risk of the client and
whether the expected engagement fee would be sufficient for the level of anticipated risk.

17 Orange

Text references. Chapters 3, 4 and 6.

Top tips. This question tests your knowledge of responsibilities regarding fraud, ethics and the benefits of
establishing an audit committee.

Part (a) asks for an explanation of auditors' responsibilities in relation to the prevention and detection of fraud. Note
that the question is not asking about the responsibilities of management so there will be no marks for discussing
these.

Part (b) asks for an explanation of six ethical threats based on a scenario and for each threat, how it might be
reduced to an acceptable level. A two column approach would work well here. Read through the information
carefully identifying the problem. Make sure that you link the problem to a particular threat eg self-interest threat,
self-review threat. When thinking about how the threat can be reduced consider appropriate safeguards. Remember
in some cases safeguards will not be adequate to reduce the threat to an acceptable level.

Part (c) asks for an explanation of the benefits of an audit committee to the company. Make sure that you tailor
your answer to the company in question rather than producing a standard list of benefits.

Easy marks. There are few easy marks as such although part (c) is probably the most straightforward part of the
question.

Examination Team's comments. The focus of part (a) was what the auditors' responsibilities were; it did not
require an explanation of directors' responsibilities, however many candidates did provide this and there were no
marks available for this. Candidates also wanted to focus on what was not the auditors responsibility, namely to
prevent fraud and error. In addition some answers strayed onto providing procedures for detecting fraud and error
rather than just addressing responsibilities.

Parts (b) and (c) were well answered. In (c) where candidates did not score well this was usually because they only
identified rather than explained the ethical threat. .

Marks

(@) Upto1 mark per well explained point

Per ISA 240 — obtain reasonable assurance that the financial statements are

free from material misstatement, whether caused by fraud or error

Identify and assess the risks of material misstatement due to fraud

Obtain sufficient appropriate audit evidence

Respond appropriately to fraud or suspected fraud identified during the

audit

Maintain professional scepticism throughout the audit

Discussion within the engagement team 4
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LEARNING MEDIA



Marks

(b)  Upto 1 mark per ethical threat and up to 1 mark per managing method,
max of 6 for threats and max 6 for methods
Engagement partner attending listing meeting
Preparation of financial statements
Assistant finance director as review partner on audit
Total fee income
Pressure to complete audit quickly and with minimal issues
Weekend away at luxury hotel
Provision of loan at preferential rates 12

(¢)  Upto 1 mark per well explained point
Improve the quality of the financial reporting
Improve the internal control environment of the company
Non-executives will bring outside experience to the executive directors
The finance director will be able to raise concerns with the audit committee
The audit committee will be responsible for appointing the external auditors
Establishing an audit committee will improve the independence of IA
Provide advice on risk management to the executive directors

{=1FN

(@)  The auditor's responsibilities in relation to the prevention and detection of fraud and error

The auditor's responsibilities regarding the detection of fraud and error are set out in ISA 240 The auditor’'s
responsibilities relating to fraud in an audit of financial statements. The ISA sets out that the auditor is
responsible for obtaining reasonable assurance that the financial statements are free from material —
misstatement, whether caused by fraud or error. The risk of not detecting fraud is higher than that from
error due to the nature of fraud.

The auditor is responsible for maintaining professional scepticism throughout the audit, and must consider
the possibility of management of override of controls and recognise that audit procedures effective for
detecting errors may not be effective for detecting fraud.

In accordance with ISAs the auditor is required to identify and assess the risks of material misstatement due
to fraud at the financial statement level and at the assertion level. The auditor must determine overall
responses to address those risks and is required to design and perform further audit procedures whose
nature, timing and extent are responsive to them.

A discussion must also take place amongst the audit team that places particular emphasis on how and
where the financial statements may be susceptible to fraud.

(b)  Ethical threats and how they might be reduced

The engagement partner has been asked to attend This represents a significant threat to independence
meetings with potential investors. and it is unlikely that safeguards would be adequate
to reduce it to an acceptable level. The request

This represents an advocacy threat as this may be : :
should be politely declined.

interpreted as the audit firm promoting investment
in Orange Financial Co.
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Current & Co have been asked to produce the
financial statements of Orange Financials Co.

This represents a possible self-review threat as
Currant & Co would be both preparing and auditing
the same information.

As Orange Financials Co is not a listed company the
preparation and audit of financial statements is not
prohibited by ethical standards. However the
company is in the process of seeking a listing which
increases audit risk as it is likely that potential
investors will rely on these financial statements to
make investment decisions.

As the company is in the process of obtaining a
listing the threat to independence may be assessed
as too high if Currant & Co both prepares and
audits the financial statements.

If Currant & Co does choose to prepare the financial
statements it should ensure that there are two
separate teams, one which prepares the financial
statements and one which performs the audit.

The assistant finance director of Orange Financials
Co has joined Currant & Co as a partner and it has
been suggested that he should be the independent
review partner.

This represents a self-review threat as the same
individual would be responsible for reviewing the
audit of financial statements which he has been
involved in preparing.

This individual must not be involved in the audit of
Orange Financials Co and another partner should be
appointed as the review partner.

Current & Co would like to conduct other
assignments for Orange Financials Co.

This gives rise to a potential self-interest threat as
the total fees generated from this client may form a
substantial proportion of the fees of the firm which
may have an impact on the firm's objectivity.

The other work will only be available when Orange
Financials Co obtains its listing. The company will
then be a public interest entity so Currant & Co will
need to consider whether the these additional fees
together with existing fees represent 15% of the
firm's total fees for two consecutive years. Where
this is the case disclosure must be made to those
charged with governance and a review (pre or post
issuance) must be conducted .

Orange Financials Co has indicated that the other
work will only be awarded to Currant & Co if it
completes the audit with minimal issues.

This gives rise to an intimidation threat as the audit
team may feel under pressure not to perform a
thorough audit in order to comply with this request.

The audit partner should explain to the finance
director that the firm is required to perform the
audit in accordance with auditing and quality
control standards. As a result all relevant issues and
questions will have to be investigated thoroughly in
order to obtain sufficient appropriate evidence to
form the audit opinion. The length of time this will
take cannot be guaranteed.

If the finance director is unwilling to accept this and
continues to put undue pressure on Currant & Co
the firm should consider resigning from the
engagement.

The audit team has been offered a luxury weekend
away once the stock exchange listing has been
completed.

This represents a self-interest threat as the
independence of the audit team may be affected by
their wish to go on the holiday.

As the value of the hospitality is unlikely to be
inconsequential no safeguards would be adequate
to reduce the threat to an acceptable level. The offer
of the weekend away should be declined politely.
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A senior member of the audit team has been offered | If the loan had been made at normal commercial

a short-term loan at significantly reduced rates. rates then the senior would be able to accept
This constitutes a self-interest threat as the without any consequences for independence.
decisions made by this member of the audit team In this case as the terms are preferential the loan
could be influenced by a wish to take advantage of must be declined.

the offer.

(c)  Benefits of an audit committee
The benefits of having an audit committee for Orange Financials Co include the following:

. The introduction of non-executive directors will provide the Orange Financials Co with a wide range of
different expertise which can be used to help the executive directors to make key decisions.

. It can help to improve the internal control environment of the company as the audit committee will
have the time to devote to this issue

. It will provide the auditors with an independent point of reference in the event of a disagreement
arising during the course of the audit.

. The audit committee will be able to assist the finance director by reviewing the financial statements. It
will also be able to provide advice on risk management to the executive directors and reduce the
opportunity for fraud. This will lead to increased confidence in the credibility and objectivity of the
financial reports.

. It will provide a channel for the external auditors to communicate through. The audit committee is
normally also responsible for the appointment of the external auditors which enhances independence.

. If Orange Financials Co have an audit committee, the internal auditors will be able to report to the
audit committee rather than the main board, enhancing their objectivity.

18 Salt & Pepper

Text references. Chapters 2 and 4

Top tips. This question tests your knowledge of audit acceptance procedures, preconditions, engagement letters
and ethical threats.

Part (a) focuses on the steps which an audit firm should take prior to accepting a new audit client, and the
preconditions of audit.

Part (b) required four matters to be included in an audit engagement letter.
Part (c) requires students to identify and explain ethical risks.
Easy marks. Lots of easy marks should be available here: notably in parts (b) and (c).

Examination Team's comments. In part (a)(i), some candidates focused solely on obtaining professional clearance
from the previous auditors and it was not uncommon to see a whole page on the detailed steps to be taken. The
question requirement was steps prior to accepting an audit; it was not the process for obtaining professional
clearance. Those that focused solely on this area would not have scored enough marks to pass this part of the
question. Candidates are reminded to answer the question actually asked as opposed to the one they wish had been
asked.

Part (a)(ii) for 3 marks required the steps the firm should take to confirm whether the preconditions for the audit
were in place. Where it was answered, candidates performed unsatisfactorily on this question. Answers tended to
be in two camps, those who had studied preconditions and were able to score all three marks and those who had
not studied it and so failed to score any marks. This is a knowledge area and has been tested in a previous diet.
Candidates must practice past exam questions and ensure they study the breadth of the syllabus.

BPP @ Answers
LEARNING MEDIA




Marks

(@ (i) Up to 1 mark per well described point.
- Compliance with ACCA's Code of Ethics and Conduct
- Competent
- Reputation and integrity of directors
- Level of risk of Cinnamon audit
- Fee adequate to compensate for risk
- Write to outgoing auditor after obtaining permission to
contact
- Review response for any issues 5
(ii) Up to 1 mark per valid point.
- Determination of acceptable framework
- Agreement of management responsibilities
- Preparation of financial statements with applicable framework
- Internal controls
- Provide auditor with relevant information and access
- If preconditions are not present discuss with management
- Decline if framework unacceptable
- Decline if agreement of responsibilities not obtained 3
(b) %2 mark per valid point.
- Objective/scope
- Responsibilities of auditor
- Responsibilities of management
- Identification of framework for financial statements
- Form/content reports
- Elaboration of scope
- Form of communications
- Some misstatements may be missed
- Arrangement for audit
- Written representations required
- Fees/billing
- Management acknowledge letter
- Internal auditor arrangements
- Obligations to provide working papers to others
- Restriction on auditor's liability
- Arrangements to make draft financial statements available 2
(c)  Upto 1 mark per well explained ethical risk and up to 1 mark per well

explained step to reduce risk, max of 5 marks for risks and max 5 marks for

steps to reduce.
- Duration of audit no more than two weeks

- Free accounts preparation service

- Engagement letters not updated

- Contingent fees

- Timing of audit

- Contact previous auditor of Cinnamon Brothers Co 10
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(@)  Client acceptance procedures
(i) Prior to accepting the audit

Prior to accepting Cinnamon as an audit client, Salt & Pepper should carry out the following
procedures.

(1) Ensure the firm is professionally qualified to act: Salt & Pepper will need to consider whether
it could be disqualified to audit Cinnamon on legal or ethical grounds. This includes evaluating
any threats to auditor independence and ensuring that the engagement is compliant both with
the ACCA's Code of Ethics and Conduct and with local legislation.

(2)  Ensure existing resources are adequate: Salt & Pepper will need to ensure that it has the
staff and technical expertise required to perform the audit competently within the timescale
agreed.

(3)  Obtain references: Salt & Pepper will need to verify the identity, reputation and integrity of
Cinnamon's directors. If necessary, references should be obtained for the directors.

(4)  Consider the associated risk: Based on the knowledge obtained about Cinnamon's business
and its directors, Salt & Pepper will need to determine the level of risk associated with the
audit engagement. It will need to assess whether the level of risk is acceptable to the firm, and
whether the proposed audit fee is appropriate in the light of the associated risk.

(5)  Communicate with the predecessor auditors: Salt & Pepper should enquire about
Cinnamon's reason for not reappointing its previous auditor. It should obtain permission from
Cinnamon's directors to contact the outgoing auditor, and then communicate with the
outgoing auditor to confirm whether there have been any actions by the client which would on
ethical grounds preclude Salt & Pepper from accepting the engagement. The outgoing auditor
will also require the directors' permission to respond to Salt & Pepper's request. —

If the directors refuse to allow Salt & Pepper to communicate with the outgoing auditor, or
withholds permission for the outgoing auditor to respond, Salt & Pepper should not accept
the audit engagement.

(i) Preconditions for the audit
Auditors must only accept a new audit engagement if the preconditions for the audit are present.

To determine whether the preconditions for the audit are present, Salt & Pepper should do the
following.

) Determine whether Cinnamon's financial reporting framework is acceptable. Factors to
consider include the nature of the entity, the purpose of the financial statements, the nature of
the financial statements, and whether law or regulation prescribes the applicable financial
reporting framework.

o Obtain agreement from Cinnamon's management that it acknowledges and understands its
responsibilities for the following:

- Preparing the financial statements in accordance with the applicable financial reporting
framework

- Instituting a system of internal control sufficient to enable the preparation of financial
statements which are free from material misstatement

- Providing Salt & Pepper with access to all information of which management is aware
that is relevant to the preparation of the financial statements, with additional
information that the auditor may request, and with unrestricted access to entity staff
from whom the auditor determines it necessary to obtain audit evidence

If these preconditions are not present, the auditor shall discuss the matter with Cinnamon's
management. Salt & Pepper should not accept the audit engagement if:

. It has determined that the financial reporting framework to be applied is not acceptable.
. Management's agreement referred to above has not been obtained.
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(b)  Matters to be included within an audit engagement letter

ISA 210 Agreeing the Terms of Audit Engagements requires the audit engagement letter to include the
following:

The objective and scope of the audit
The auditor's responsibilities
Management's responsibilities

Identification of the applicable financial reporting framework for the preparation of the financial
statements

Reference to the expected form and content of any reports to be issued by the auditor and a
statement that there may be circumstances in which a report may differ from its expected form and
content.

In addition to the above, an audit engagement letter may also make reference to the following matters:

Elaboration of scope of audit, including reference to legislation, regulations, ISAs, ethical and other
pronouncements

Form of any other communication of results of the engagement

The fact that due to the inherent limitations of an audit and those of internal control, there is an
unavoidable risk that some material misstatements may not be detected, even though the audit is
properly planned and performed in accordance with ISAs

Arrangements regarding planning and performance, including audit team composition
Expectation that management will provide written representations

Agreement of management to provide draft financial statements and other information in time to
allow auditor to complete the audit in accordance with proposed timetable

Agreement of management to inform auditor of facts that may affect the financial statements, of
which management may become aware from the date of the auditor's report to the date of issue of
the financial statements

Fees and billing arrangements

Request for management to acknowledge receipt of the letter and agree to the terms outlined in it
Involvement of other auditors and experts

Involvement of internal auditors and other staff

Arrangements to be made with predecessor auditor

Any restriction of auditor's liability

Reference to any further agreements between auditor and entity

Any obligations to provide audit working papers to other parties

(Note: Only four matters were required, but we have listed additional possible answers for your reference.)
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Ethical risks and steps to mitigate the risks

Salt & Pepper guarantees that its audits will not last
longer than two weeks.

The amount of time required to complete an audit
depends upon the nature of each audit client's
business and the level of associated risk. To restrict
the duration of all audits to two weeks, regardless of
the level of complexity and risks of the business, will
result in sufficient and appropriate audit evidence
not being obtained. Salt & Pepper would be at risk of
giving incorrect audit opinions, leading to possible
litigation. The firm would contravene the ACCA Code
of Ethics.

Salt & Pepper should retract the 'two-week
guarantee' immediately, and explain to its audit
clients that the duration of audits will depend upon
the level of complexity and risk associated with each
business. The completion date of the audit will be
agreed with each client at the planning stage, but
this may need to change if any circumstances cause
the auditor to re-evaluate the company's level of
assessed risk.

Salt & Pepper is offering a free accounts preparation
service to new audit clients.

The preparation of the accounts, which the firm will
then audit, gives rise to a self-review threat. In
addition, the fact that the accounts preparation
service is offered for free may be considered low-
balling which is not unacceptable but may result in
the quality of the services provided being damaged.

Salt & Pepper should ensure that a separate team is
allocated to the accounts preparation work.

It must not offer the accounts preparation service to
listed clients.

It is important that the firm demonstrates that
appropriate time and appropriately-qualified staff are
assigned to its audit engagements, and that the ISAs
are adhered to.

Salt & Pepper has decided not to update the
engagement letters of existing clients. This goes
against the requirements of ISA 210.

Salt & Pepper should review the need for updating
engagement letters on an annual basis.

An existing client has suggested that their audit fee
should be based on a percentage of their final pre-
tax profit.

This constitutes a contingent fee. Contingent fee
structures create a self-interest threat which cannot
be mitigated. They are therefore prohibited for audit
services by the ACCA Code of Ethics.

Salt & Pepper should decline the client's proposal,
and explain that audit fees would be based on the
level work required to obtain sufficient appropriate
audit evidence.

Salt & Pepper plans to rely on more junior staff to
carry out the audit of a new client, Cinnamon, during
a busy period for the firm.

The risks associated with the Cinnamon audit are
difficult to assess, as this is the first year that Salt &
Pepper is performing the audit. Junior staff is
unlikely to have sufficient knowledge and experience
to determine the amount of audit work required,
thus increasing the risk of giving an incorrect audit
opinion.

Salt & Pepper needs to re-assess its resourcing
plans, and allocate an appropriate number of
experienced audit staff to the Cinnamon audit
engagement. If this is not possible, Salt & Pepper
should discuss with the client the possibility of
changing the timing of the audit to a period when
adequate staff resources are available.

Salt & Pepper has not contacted Cinnamon's
outgoing auditor.

It is important for the firm to communicate with the
outgoing auditor, as it needs to understand whether
there are any actions by the client which would
preclude the firm from accepting the engagement on
ethical grounds.

Salt & Pepper should contact the previous auditors,
to confirm the reason behind the change of auditor
and to ascertain that there are no ethical issues
precluding the firm from acting as Cinnamon's
auditor.
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Bridgford

19 The correct answer is:

Audit strategy Detailed audit plan
(1) and (4) (2) and (3)

The audit strategy includes areas such as identifying the characteristics of the engagement; the reporting
objectives, timing and nature of communications, knowledge gained from previous audits and during the
preliminary risk assessments and the nature, timing and extent of resources in terms of using appropriate
personnel.

The availability of the client's data and staff (including internal audit) and the potential for using CAATs are
included in the characteristics of the engagement.

The auditor will take the overall audit strategy and convert it into @ more detailed audit plan. This will include
the allocation of work to audit team members and the audit procedures to be undertaken for each area of
the financial statements.

20 The correct answer is:

Performance materiality refers to the amounts set by the auditor at higher than the materiality level for
particular classes of transactions, account balances or disclosures where the materiality level might
otherwise mean that such items are not tested.

The auditor sets performance materiality at amount which is lower than the materiality level for the financial
statements as a whole. This is so that the impact of misstatements for particular classes of transactions,
account balances or disclosures will be considered even if they are not material to the financial statements
as a whole.

21 The correct answer is:

Perform a trend analysis on current year and prior year monthly revenue, to identify whether revenue is
overstated as a result of fraud or error

An overstatement of revenue would result in a reduction, not an increase in receivables' days.
22 The correct answer is:
Valuation of receivables

The audit risk relates to the concern about receivables taking 127 days to settle their invoices rather than the
permitted 90 days (3 month credit terms), and that some customers are refusing to pay for products due to
the reliability issues encountered. This means that receivables may be overstated and therefore the valuation
of receivables is a concern.

Despite the worsening working capital position indicated by the increase in receivables days, on its own it is
unlikely to give rise to doubts over Bridgford's going concern status.

23 The correct answer is:
Discuss with directors whether a training manual exists for the new inventory system

The auditor must determine whether the data was accurately transferred in to the new inventory system and
whether it operates reliably. Whilst it is important that staff have been trained on the new inventory system,
the other responses are more relevant as they focus on gathering evidence over the accuracy of the transfer
and the level of errors in the system on a day to day basis.
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24

25

26

27

28

The correct answer is:
The risk assessment will enable the audit senior to produce an accurate budget for the audit assignment

Whilst an audit firm is a commercial and profit making organisation, ISA 315 is not concerned with the
auditor's budget but rather with ensuring that the auditor has a sufficient understanding of the business so
that they can select appropriate audit procedures, in order to minimise the risk of undetected material
misstatements.

The correct answer is:

Obtain a breakdown of the income recorded from the cash that was collected in buckets, and vouch a
sample of entries back to the volunteer in order to determine which volunteer collected the relevant
donations

This will provide evidence of the occurrence of income, but the key risk here is completeness of income.
The correct answer is:

The auditor is responsible for obtaining reasonable assurance that the financial statements are free from
material misstatement whether caused by fraud or error

The directors, or rather here the trustees, are ultimately responsible for the prevention and detection of fraud
and error within EuKaRe. The auditor needs to obtain reasonable assurance that the financial statements are
not materially misstated due to fraud or error.

The correct answers are:

EuKaRe's finance department rely on volunteers who may not have accounts experience

There may be high staff turnover because of the nature of the work.

There may be a lack of segregation of duties in place due to a lack of clearly defined roles at EuKaRe.
Understaffing in the finance department at certain times due to ad hoc nature of volunteer working hours.

The fact that EuKaRe has a detailed constitution which explains how the charity's income can be spent is a
positive influence on the control environment, as it indicates that there is a benchmark in place against
which the suitability of EuKaRe's expenditure can be measured.

The fact that the income of EuKaRe is primarily cash increases inherent risk but does not automatically mean
that the control environment is weak.

The correct answers are:

Testing of internal controls over cash
Customer experience audits
Checking compliance with laws and regulation

Organisations can often benefit from all types of internal audit assignments. EuKaRe is a charity which has a
significant amount of cash and which must comply with specific charity regulations, so it can definitely
benefit from having an internal audit function review its internal controls over cash, and its compliance over
cash.

EuKaRe would also benefit from customer experience audits because the business will only survive and
grow if it is perceived to provide a good level of support to disadvantaged children. There is no evidence that
EuKaRe has complicated IT systems, so a review of IT systems would be of less benefit than the other
assignments.

South

29

30

B ISA 315 requires auditors to use analytical procedures and inquiry when obtaining an understanding
of South and its environment. They should also use observation and inspection.

c The main aim of planning is not to ensure the audit is completed within budget restraints but that it is
carried out in an effective manner as described by the other statements.
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31 C The audit risk relates to the concern that South may have capitalised costs which are revenue in
nature. As such the appropriate response is to review the invoices which have been capitalized not
just for their amount but also to determine the nature of the expense to which the invoice relates.

32 D The audit risk relates to the concern that the system may not be reliable, that not all invoices have
been recorded and that staff may not be familiar with the system. All of the responses are therefore
valid with the exception of response (2). This involves vouching the revenue per the system back to
till receipts. Given that one concern is that revenue is understated, testing should be from the till
receipts to the system to ensure that all sales have been recorded.

33 B The concern over deficiencies in South's internal controls is a valid concern, but the review of legal
correspondence is unlikely to be an appropriate response to this as the auditor would need to review
internal controls. The impact on the reputation of South is also a valid concern as it could have
implications for the viability of the company but again it is unlikely that information specifically
relating to this would be available in the legal correspondence reviewed.

Mason

34 C There is a risk that the revenue for the annual fees is not properly recognised in the period to which it
relates, leading to revenue (and deferred income) being materially misstated in the financial
statements. Revenue should be recognised according to the accounting period in which the related
performance obligations of the contract are met.

35 C The auditor should obtain a breakdown of the capitalised costs and vouch them back to invoices to
determine whether they relate to a capital or revenue expense. They can then determine whether they
have been recognised appropriately in accordance with IAS 16 Property, plant and equipment.

36 B The key risk here is going concern. It is possible that the company will lose one of only four
customers. In addition a bank loan is being renegotiated and it is expected that costs will increase.
This may threaten Mason's ability to continue as a going concern.

37 C All of the responses are valid with the exception of contacting the customer directly

38 D Specialist equipment has been removed from the aircraft and is now included in inventory. Inventory
should be valued at the lower of cost and net realisable value, not at amortised cost. The fact that the
equipment has been replaced suggests that its net realisable value is lower than its cost. This may
mean that inventory is overstated in the financial statements.

39 Sleeptight

Text references. Chapters 6 and 13.

Top tips. This 30 mark case study style question contains a mixture of knowledge-based questions and questions
requiring application to a long scenario.

Part (a) requires you to recall your knowledge of professional scepticism and judgement. In part (i), notice that
your examples of areas to apply professional judgement should be limited to the planning stage.

Part (b)(i) worth 16 marks contains a common requirement where you are asked to explain audit risks and then
suggest appropriate responses. Audit risks will be related to potential material misstatements of the financial
statements and this should be in the forefront of your mind throughout when you are answering this part of the
question. When you are explaining your risk you should therefore state how the financial statements are affected.

Responses are the auditor's responses, not management responses. These will therefore be procedures or actions
the auditor will carry out to mitigate the risks.

In part (b)(ii) you should have realised that the auditor must attend the inventory count and is required to perform
certain procedures specified by ISA 501.

In part (d), although you would assess the reliability of the expert, don't forget there are also other important
procedures such as reviewing the disclosures and the revaluation adjustments.
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Easy marks. In part (a), easy marks are available for explaining professional scepticism and defining professional
judgement.

Marks
(@ (i) Professional scepticism
1 mark per valid point up to a maximum of 3
(i)  Professional judgement
1 mark per valid point up to a maximum of 3
(b) (i) Risks and responses
1 mark per well explained risk (maximum of 8) and 1 mark for
each valid response (maximum of 8) up to a total maximum of 16
(i)  Inventory count attendance
1 mark per valid point up to a maximum of 4
(c) Audit procedures for value of property and disclosure
Up to 1 mark per procedure to a maximum of 4
Maximum marks 30

(@ () Professional scepticism

Professional scepticism is an attitude that includes having a questioning mind, being alert to
conditions which may indicate possible misstatement due to error or fraud, and subjecting audit —
evidence to a critical assessment rather than just taking it at face value.

It is important that professional scepticism is maintained throughout the audit to reduce the risks of
overlooking unusual transactions, of over-generalising when drawing conclusions, and of using
inappropriate assumptions in determining the nature, timing and extent of audit procedures and
evaluating the results of them.

Professional scepticism is necessary to the critical assessment of audit evidence. This includes
questioning contradictory audit evidence and the reliability of documents and responses from
management and those charged with governance.

(i) Professional judgement

Professional judgement is the application of relevant training, knowledge and experience in making
informed decisions about the appropriate courses of action in the circumstances of the audit
engagement. The auditor must exercise professional judgement when planning an audit of financial
statements.

Professional judgement will be required in many areas when planning. For example the determination
of materiality for the financial statements as a whole and performance materiality levels will require
professional judgement.

Professional judgement will also be required when deciding on the nature, timing and extent of audit
procedures.
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The firm has recently been appointed as
auditor. There is a lack of cumulative
knowledge and understanding of the
business, which may result in a failure to
identify events and transactions which impact
on the financial statements. Furthermore,
opening balances may be misstated.

The directors only work part time at Sleeptight
and there is no finance director. This may
promote a weak control environment,
resulting in undetected errors or frauds.

The requirement for customers to pay 40% on
ordering and the remainder following delivery
could result in revenue recorded before it
should be, if the deposit is recorded as a sale
and not deferred until delivery. This would
result in revenue being overstated.

Alternatively, revenue could be understated if
the final payment were only recognised when
it is received, rather than on delivery of the
bed.

The two year guarantee on the beds gives rise
to a provision, the measurement of which
involves a high degree judgement, and
therefore carries a risk of misstatement. This
risk is increased by the fact the loan
covenants are profit-related and there is an
incentive to manipulate areas of the financial
statements based on judgements.

Contractors are required to invoice at the end
of each month but often there is delay in
receiving these. There is therefore a risk the
company will not accrue for costs, resulting in
incomplete liabilities and understatement of
expenses.

The current year raw materials costs for
materials also in inventory last year are based
on prices at least a year old. They should be
based on the actual cost or reasonable
average cost. Given that prices fluctuate the
value of year end raw materials may be over
or undervalued due to price rises/decreases
occurring during the year.

Adopt procedures to ensure opening balances are
properly brought forward and corresponding amounts
are correctly classified and disclosed.

Review previous auditor's working papers and consider
performing additional substantive procedures on opening
balances.

The controls will need to be documented and evaluated.
If these are weak the level of substantive testing will need
to be increased accordingly.

Enquire of management the point at which revenue is
actually recognised, and review the system of accounting
for deposits to ensure they are not included in revenue
until goods delivered and signed for.

For a sample of transactions within 8 weeks of the year
end, ensure the revenue recorded is only in respect of
beds delivered to customers in the same period and
ensure they have been signed for.

Establish the basis of the amount provided for and
assumptions made by the financial controller.

Re-perform any calculations and establish the level of
warranty costs in the year, and compare with the
previous provision.

Review the level of repair costs incurred post year-end
and use these to assess the reasonableness of the
provision.

Review invoices and payments to contractors after the
year end, and if they relate to work undertaken before the
year end, ensure they are included as accruals.

For a sample of materials to include the cost of wood,
compare material costs to actual prices on invoices.
Investigate and resolve any significant differences and
evaluate the potential impact on the inventory value in the
financial statements.
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The finished goods value is to be estimated by
Anna Jones, who appears to be basing her
estimate on order value rather that applying
the IAS 2 rule that goods should be valued at
the lower of cost and NRV. This could result
in inventory being overstated in the financial
statements.

The new workshop is undergoing
refurbishment that could result in
inappropriate treatment of capital or non
capital items, potentially misstating non-
current assets, or repair costs in the
statement of profit or loss. Again, this risk is
increased by the fact the loan covenants are
profit related and there is an incentive to
manipulate areas of the financial statements
based on judgements.

The new premises purchase was funded by a
bank loan which may not be classified
correctly between current and non-current
liabilities, or may not be properly presented or
disclosed as required by IFRSs.

There is a risk the company may fail to
comply with the loan covenants, resulting in
the loan being recalled. This could then
possibly lead to going concern issues.

(Note: Only eight risks and eight related responses were needed to gain 16 marks.)

(i) ISA 501 Audit evidence — specific considerations for selected items sets out the responsibilities of
auditors in relation to the physical inventory count. It states that where inventory is material, auditors
shall obtain sufficient appropriate audit evidence regarding its existence and condition by attending

the physical inventory count.

At the count attendance, Mills & Co will need to evaluate management's instructions and procedures
for recording and controlling the result of the physical inventory count.

They must also observe the performance of the count procedures to assess whether they are

properly carried out.

In addition Mills & Co should inspect the inventory to verify that it exists and look for evidence of
damaged or obsolete inventory. They will also perform test counts to assess the accuracy of the

counts carried out by the company.

Mills & Co are also required by ISA 501 to perform audit procedures over the entity's final inventory

For beds awaiting despatch, establish the lower of cost
and NRV and compare with the figures provided by Anna
Jones. Investigate any differences evaluate the potential
impact on the inventory value in the financial statements.

Obtain a breakdown of the related costs and establish
which are included as non-current assets and which are
treated as repair costs. Review the nature of items
included in non-current assets to ensure only capital
items included and review repairs to ensure no capital
items are included.

Reperform the calculation of the split between current
and non-current liabilities and ensure the loan is properly
presented and terms are disclosed as required by IFRSs.

Obtain and review (or re-perform) covenant calculations
to identify any breaches. If there are any, the likelihood of
the bank demanding repayment will need to be assessed,
along with the potential impact on the company. The
need to avoid breaching the covenants reinforces the
audit team's need to maintain professional scepticism in
areas that could be manipulated.

records to determine whether they accurately reflect the count results.

Procedures in relation to property valuation and related disclosures

Obtain a copy of the valuer's report and consider the reliability of the valuation after taking account of:

. The basis of valuation
o Independence/objectivity
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) Qualifications
. Experience
. Reputation of the valuer.

Compare the valuation with the value of other similar properties in the locality and investigate any significant
difference.

Reperform the calculation of the revaluation adjustments and ensure the correct accounting treatment has
been applied.

Inspect notes to the financial statements to ensure appropriate disclosures have been made in accordance
with IFRSs.

40 Raisin

Study text reference. Chapters 4 and 18.

Top Tips. The scenario gives you the figures to calculate materiality in a fairly obvious way (by stating that the 'draft
financial statements show revenue of $12.5m, net profit of $400,000, and total assets of $78m’). This is almost
always a hint that you're going to have to calculate materiality at some point in your answer, and the opportunity to
do so comes up straight away in part (a)'s requirement for 'matters to consider' in relation to audit evidence. These
are easy marks, so to make sure you get them, calculate materiality, and then apply it to the scenario by stating
whether or not the matter in question is actually material.

Note, also, that you're asked to explain audit evidence that you should expect to find during your file review.

There were plenty of points in the scenario that you should have picked up on for your answer to part (b). Quality
control is a new addition to the F8 syllabus, so it's likely to appear in the exams. Make sure you are familiar with
this topic. You should have been looking to pass this part of question well — but without exceeding the time
allocation for it!

Easy marks. The calculation of materiality in part (a) offers easy marks.

Marks
(@)  Trade receivable

Generally 1 mark per matter/evidence point:

Matters

Correct calculation and assessment of materiality (max 1% marks)
Receivable impaired

Consider any inventory in relation to Cherry Co
Qualification re material misstatement

Evidence

— Initial correspondence with administrators of Cherry Co
—  Confirmation with the administrators

—  Agreement to receivables ledger

—  Recalculations of impairment losses

—  Review of inventory schedules

Maximum 6

(b)  Quality control matters
Up to 2 marks for each point evaluated from ideas list
— No audit planning meeting — lack of direction
—  Absence of manager and senior — lack of supervision
- Junior assigned difficult audit work (goodwill and WIP)
— Junior helped out with inventory count — lack of understanding/supervision
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Marks
— Junior asked to challenge FD — inappropriate delegation

— Audit running out of time — poor planning?
— Changed sample size — inappropriate response to time pressure
— Changed item selected in sample — inappropriate response to time pressure
Maximum 14
Total 20

(@)  Trade receivable
Materiality for whole receivable

$30,000
$12.5m

$300,000
$400,000

$300,000
$78m

The receivable is not material to the statement of financial position. It would, however, be material to the
statement of profit or loss if an impairment loss were recognised in relation to it.

Materiality on revenue: =2.4%

Materiality on net profit: =75%

Materiality on total assets: =<1%

Accounting treatment

IFRS 9 Financial Instruments requires receivables to be recognised at fair value. The fair value of the Cherry
Co receivable is the 25% that the administrators suggest it may be able to pay, ie $75,000. $225,000 should I
therefore be recognised as an impairment loss in the statement of profit or loss.

Calculating materiality for the impairment loss:

Materiality on revenue: M =1.8%
$12.5m

Materiality on net profit: M =56%
$400,000

This is clearly material to profit for the year.
Inventory

As Cherry Co is a customer, it is possible that Sultana Co is holding inventory or work in progress that was
ordered by Cherry Co. Raisin & Co needs to ascertain whether this is the case, and if so whether the
inventory can in fact be sold. If it cannot be, then it may be impaired and should be written down,
recognising the loss in profit for the year.

Audit opinion

If Sultana Co does not amend its financial statements, the audit opinion will be modified due to a material
misstatement. This would probably be an 'except for' qualification as the misstatement is material but not
pervasive.

Audit evidence

o External documentation confirming the insolvency of Cherry Co and the possible repayment of only
25% of the receivable

. Confirmation from the administrator of the 25% to be paid, including an indication of when this is
likely to happen

. Agreement of the amount owed from the receivables listing to the ledger
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. Review of inventory documentation, and evidence of enquiries made of management, regarding the
value and the potential recoverability of any inventory relating to contracts with Cherry Co

. Calculations regarding the amount to be recognised as an impairment loss
(b)  Selection of engagement staff

The fact that the junior had only worked on two audits before this is not a problem. However, it is important
that they be given work appropriate to their level of skill and experience. This does not appear to have
happened here, as detailed below.

No audit planning meeting

The audit planning meeting, led by the partner, is a crucial part of the audit. It is the best way of giving the
team an understanding of the client, and should discuss both the overall strategy and the detailed audit plan,
perhaps going into difficulties that have been experienced in previous years and which could come up again.
The discussion should focus on what individual members of the team need to do. This is particularly
important for less experienced and junior members of the team.

Audit manager away

The manager should not have given the senior responsibility for the audit while they were away on holiday
for three weeks. It is important that an audit is properly supervised, and it may have been more appropriate
for another manager to take responsibility for the audit.

Senior busy

Not only is there a question mark over whether they have the experience to manage the audit, but the senior
was also busy with other assignments and thus unable to devote sufficient time to this one. It is very
important that someone is available to supervise junior members of the audit team. This is not happening
here.

It is also possible that the lack of attention paid by both the manager and the senior has led to the
misstatements in respect of the trade receivables not being picked up by the audit team.

Junior auditing goodwill and inventory

Goodwill is a complex accounting area to audit, and should not be given to a junior to do. The same can be
said of inventory and in particular work-in-progress. A junior is very unlikely to have developed the
judgement needed to audit these areas. This seems to be the case here, as shown by the junior's error at the
inventory-take (see below).

Inventory count

The junior helped the client's staff to count raw materials at the inventory count, when they should instead
have been observing that the client's staff were counting them correctly and in accordance with the count
procedures. This would seem to imply that the junior had not been properly briefed on their responsibilities
at the inventory count, as this is a basic error.

It is likely that more audit evidence will be needed to be done on inventory as a result of this error.
Junior asked to challenge FD

It is not appropriate for a junior to be asked to challenge a client's finance director regarding an accounting
issue that they are unlikely to understand fully. This should have been done by either the audit manager or
the partner, as they would be in a position to understand the technical issues involved, and would carry
sufficient authority with the client to make the challenge effective.

Running out of time to complete procedures

Pressure of time is an important contributor to audit risk. Audit time budgets should allow staff enough time
to complete the audit to the required quality. It is also possible that the lack of supervision of the audit
team's work has led to the audit being conducted inefficiently, with inadequate monitoring of progress and
discussion of issues as they arise.
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Reduction of sample sizes

It is clearly unacceptable to reduce sample sizes as a way of saving time. The sample sizes detailed in the
audit plan should have been designed to gather sufficient appropriate audit evidence. Reducing the sample
size beneath this point increases detection risk, and the risk of the auditor giving the wrong opinion.

Basis of sample selection

Selecting a sample on the basis of the ease of finding evidence for an item, is not an appropriate basis.
Indeed, this might actively increase detection risk as it means by definition that those items for which
evidence is not readily available, or might not even exist, are not tested.

Conclusion

The litany of failures above suggests that this engagement has not been adequately supervised, and that the
audit work performed is inadequate in some areas. A detailed review should be performed so that any other
shortcomings can be addressed.

Doubt is also cast over the sufficiency of the firm's quality control procedures. This matter should be
referred to the relevant partner for consideration.

41 Abrahams

Text references. Chapters 6 and 13.

Top tips. The first requirement in part (a) was straightforward and you should have been able to explain each
component (inherent risk, control risk and detection risk) in turn. Note that the definition of audit risk itself was not
required. The example of a factor which would increase audit risk in relation to each component required more
thought as often auditors think of how to reduce these risks. However if you know what decreases the risk, it is not
difficult to work out what increases it. For example, increasing sample sizes can decrease detection risk, so not
selecting an appropriate sample size will increase it. There are a number of factors to choose from in each case, but
only one example was required for each - so only give one and then move on.

Part (b) tested the important area of identifying and responding to audit risks. It should be clear from your answer
how each risk impacts on a financial statement assertion or area, since this is the nature of an audit risk. If there is
no clear link the chances are you have identified a business risk that may not be a relevant audit risk. Your response
should be clear and include a specific action rather a general response of, for example, 'do more work on this area'.

Part (c) asks for substantive procedures in relation to gaining evidence over two specific aspects of inventory
(inventory held by a third party and standard costs used in the inventory valuation). In (ii) there is always a danger
that standard costs are not updated enough to take account of movements in actual costs so your tests should
focus on this, for example comparing standard costs with actual costs per invoices or wages records.

Easy marks. Easy marks were available in (a) for explaining the components of audit risk.
Examination Team's comments. Part (a) was knowledge based and candidates performed well.

Part (b) for 10 marks required a description of five audit risks and responses for Abrahams. Many candidates
performed inadequately on this part of the question. As stated in previous examiner's reports, audit risk is a key
element of the Audit & Assurance syllabus and candidates must understand audit risk. The main area where
candidates continue to go wrong is that they did not actually understand what audit risk relates to. Hence they
provided answers which considered the risks the business would face or 'business risks', which are outside the
scope of the syllabus.

Part (c) was answered unsatisfactorily by most candidates, especially (cii) on standard costs. Candidates seemed to
see 'inventory valuation' in the requirement and so produced generic tests for verifying that inventory should be at
the lower of cost and NRV. This was not what the question required. Candidates did not seem to understand that
standard costing was an acceptable option for calculating the cost of inventory and hence they needed to test how
close an approximation to actual cost standard cost was.

BPP @ Answers
LEARNING MEDIA




Marks

(a) Up to 1 mark for each component of audit risk (if just a component is

given without an explanation then just give 0-5) and up to 1 mark for

each example of factor which increases risk.

Inherent risk

Control risk

Detection risk 6
(b)  Upto 1 mark per well explained risk and up to 1 mark for each well

explained response. Overall max of 5 for risks and 5 for responses.

Development expenditure treatment

Standard costing for valuation of inventory

Expert possibly required in verifying work in progress

Third party inventory locations

New accounting system introduced in the year

Lack of support by IT staff on new system may result in errors in

accounting system

New finance obtained; loans and equity finance treatment

Loan covenants and risk of going concern problems

Revaluation of land and buildings

Reduced reporting timetable 10

(c) 1 mark per well explained procedure, maximum of 2 marks for each of (i)
and (ii)
(i) Third party locations
Letter requesting direct confirmation
Attend inventory count
Review other auditor reports and documentation 2
(i) Standard costing
Discuss with management basis of standard costs
Review variances
Breakdown of standard costs and agree to actual costs

18l

(@)  Audit risk is made up of the following components:

Inherent risk is the susceptibility of an assertion about a class of transaction, account balance or disclosure
to a misstatement that could be material either individually or when aggregated with other misstatements,
before consideration of any related controls.

Factors which may increase inherent risk include:

- Changes in the nature of the industry the company operates in

- A high degree of regulation over certain areas of the business

- Going concern issues and loss of significant customers

- Expanding into new territories

- Events or transactions that involve significant accounting estimates

- Developing new products or services, or moving into new lines of business
- The application of new accounting standards

- Accounting measurements that involve complex processes

- Pending litigation and contingent liabilities

Control risk is the risk that a misstatement, that could occur in an assertion about a class of transaction,
account balance or disclosure and that could be material, either individually or when aggregated with other
misstatements, will not be prevented, or detected and corrected on a timely basis by the entity's internal
control.
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The following factors may increase control risk:

- Changes in key personnel such as the departure of key management
- A lack of personnel with appropriate accounting skills

- Deficiencies in internal control

- Changes in the IT environment

- Installation of significant new IT systems related to financial reporting

Detection risk is the risk that the procedures performed by the auditor to reduce audit risk to an acceptably

low level will not detect a misstatement that exists and that could be material, either individually or when

aggregated with other misstatements.

Detection risk is affected by sampling and non-sampling risk. Factors which may result in an increase

include:

- Poor planning

- Inappropriate assignment of personnel to the engagement team

- Failing to apply professional scepticism

- Inadequate supervision and review of the audit work performed

- Incorrect sample sizes
- Incorrect sampling techniques performed

(Note: Only one example of a factor increasing the relevant risk was needed for each component.)

Audit risks and responses

Abraham's finance director intends to capitalise the
$2-2 million of development expenditure incurred.
This material amount should only be capitalised if
the related product can generate future profits as set
out in IAS 38 /ntangible Assets. There is a risk at
least some of the expenditure does not meet the
criteria. This will mean assets and profits are
overstated.

An analysis showing developments costs in relation
to each product should be obtained and reviewed.
Testing should be carried out to ensure the technical
and commercial feasibility of each product and
where it can't be proven that future economic
benefits will result from the product developed, the
related costs should be expensed.

At the year end it is anticipated that there will be
significant levels of work in progress, likely to
constitute a material balance. The pharmaceuticals
production process is likely to be complex and the
audit team may not be sufficiently qualified to assess
the quantity and value of work in progress. Therefore
they be unable to gain sufficient evidence over a
material area of the financial statements.

Nate & Co should assess their ability to gain the
required level of evidence and if it is not sufficient,
they should approach an independent expert to value
the work in progress. This should be arranged after
obtaining consent from Abrahams' management and
in time for the year-end inventory count.

Abrahams use standard costing to value inventory
and under IAS 2 Inventories the standard cost
method may be used for convenience, but only if the
results approximate actual cost. However, standard
costs have not been updated since the product was
first manufactured, leading to a risk that standard
costs are out of date. If they are, this could mean
inventory is over or under valued in the statement of
financial position.

Standard costs used for inventory valuation should
be compared to actual cost for an appropriate
sample of inventory items. Any significant variations
should be discussed with management to gain
evidence that the valuation is reasonable and
inventory is fairly stated.
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Approximately one-third of the warehouses storing
finished goods for Abrahams belong to third parties.
Sufficient and appropriate audit evidence will need to
be obtained to confirm the quantities of inventory
held in these locations in order to verify existence
and completeness.

Additional procedures, including attending inventory
counts at third party warehouses, will be required to
ensure that inventory quantities have been confirmed
across all locations.

In September a new accounting package was
introduced. The fact the two systems were not run in
parallel increases the risk that errors occurring
during the changeover were not highlighted, and all
areas of the financial statements could potentially be
affected.

The new system will need to be fully documented by
the audit team including relevant controls. Testing
should be performed to ensure the closing data on
the old system was correctly transferred as the
opening data on the new system, and that
transactions have not been duplicated on both
systems and therefore include twice.

The IT manager who developed the bespoke system
left the company two months after the changeover
and his replacement is not due to start until just
before the year end. Without an IT manager's
support in the interim, errors may occur and may
not be picked up due to a lack of knowledge or
experience of the system. This could potentially
result in misstatements in many areas of the
financial statements.

This audit team will need to ascertain from the
finance director how this risk of misstatement is
being mitigated. During the audit the audit team
should remain alert throughout the audit for
evidence of errors, particularly when testing
transactions occurring between September and
January.

$1 million of equity finance and $2-5 million of long-
term loans has been raised during the year. The
accounting treatment and disclosure of these can be
complex with the equity finance to be allocated
correctly between share capital and share premium,
and the loan to be properly presented as a non-
current liability. Disclosures need to be sufficient to
comply with IFRSs.

The audit team must ensure the split of the equity
finance is correct and that total financing proceeds
of $3.5 million were received. Disclosures relating to
the equity and loan finance should be reviewed to
ensure compliance with relevant IFRSs.

The loan has covenants attached to it. If these are
breached then the loan would be repayable straight
away and would need to be classified as a current
liability, potentially resulting in a net current liability
position on the statement of financial position. If the
company did not have sufficient cash available to
repay the loan balance the going concern status of
the company could be threatened.

Obtain and review (or re-perform) covenant
calculations to identify any breaches. If there are any
the likelihood of the bank demanding repayment will
need to be assessed and the potential impact on the
company. The need to avoid breaching the
covenants reinforces the audit team's need to
maintain professional scepticism in areas that could
be manipulated.

The finance director has announced that all land and
buildings will be revalued as at the year end. The
revaluation surplus or deficit is likely to be material
and if the revaluation is not carried out and recorded
in accordance with |IAS 16 Property, Plant and
Equipment, non-current assets may be under or
over-valued.

Review the reasonableness of the valuation and
assess the competence, experience and
independence of the individual performing the
valuation. The surplus/deficit should be recalculated
to ensure that land and buildings are included at a
reasonable amount in the statement of financial
position.
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The already short reporting timetable for Abrahams If it is confirmed with the finance director that the

is likely to be reduced. This could increase detection | time available at the final audit is to be reduced then
risk because there is pressure on the team to obtain | the ability of the team to gather sufficient appropriate
sufficient and appropriate evidence in a shorter time | evidence should be assessed. If it is not realistically
scale, which could adversely influence judgement on | possible to perform all the required work at a final
the size of samples and the extent of work needed. audit then an interim audit should take place in late
December or early January to reduce the level of
work to be done at the final audit.

(Note: Only five risks and five related responses were required.)
(c) () Substantive procedures for inventory held at third party warehouses

- Attend any inventory count at the third party warehouses to review the controls in operation,
to ensure the completeness and existence of inventory and to perform any necessary test
counts.

- Request direct written confirmation of quantities of inventory balances held at year end from
the third party warehouse providers and request confirmation of any damaged or slow moving
goods.

- Review any available reports by the auditors of the third parties owning the warehouses in
relation to the adequacy of controls over inventory.

- Inspect any documentation relating to third party inventory.
(i) Substantive procedures to confirm standard costs used for inventory valuation

- Obtain an analysis of the standard costs used in inventory valuation and compare them with
the costs shown on actual invoices or in wages records to see if they are reasonable

- Analyse the variances between standard and actual costs and discuss the reason for these
with management and the action taken in respect of any variances.

- Discuss with management how standard costs are formulated and applied to the inventory
valuation, and the procedures in place to ensure these are updated to account for movements
in actual cost when necessary.

42 Recorder

Text references. Chapters 6, 7 and 16.

Top tips. This question is packed with several requirements, both scenario-based and knowledge-based. In part (b),
you must link your answer to audit risk in order to score marks. Be as specific as possible in describing the impact
each fact would have on the financial statements and on the audit. Likewise, when describing auditor's responses,
be as specific as possible: whenever you can, use the audit procedures that you would have memorised using the
'‘AEIOU" mnemonic.

Easy marks. You should have found part (d) straightforward.

Examination Team's comments. As in previous diets, in part (b) some candidates tended to only identify facts
from the scenario such as 'Recorder purchases goods from a supplier in South Asia and the goods are in transit for
two weeks' but failed to describe how this could impact audit risk; this would only have scored %2 marks. To gain 1
mark the point needed to be developed to also explain that this could result in issues over the completeness of
inventory.

More so than in previous diets, candidates disappointingly provided business risks rather than audit risks with
answers such as stock outs due to the two week transit period and possible damage to inventory during transit. As
a result these candidates then provided responses related to how management should address these business risks
rather than how the auditor should respond. This meant that out of a potential 2 marks per point, candidates would
only score %2 marks for the identification of the issue from the scenario.
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Additionally, many candidates performed poorly with regards to the auditor's responses. Many candidates gave
business advice, such as changing the salesmen's bonus structure or provided vague responses such as perform
detailed substantive testing or maintain professional scepticism. Responses which start with 'ensure that...... "are
unlikely to score marks as they usually fail to explain exactly how the auditor will address the audit risk. Audit
responses need to be practical and should relate to the approach (ie what testing) the auditor will adopt to assess
whether the balance is materially misstated or not.

Part (c) for 3 marks required substantive procedures for confirming the directors' bonus payment made during the
year. Candidates' performance was disappointing.

Unfortunately, many candidates focussed on the authorisation of the bonus; this is not a substantive procedure and
would not have scored any marks. A significant minority thought that the directors' bonus was based on sales
which was not the case. The scenario stated that salesmen's bonuses were based on sales, hence candidates either
confused these two items or failed to read the scenario properly. They then looked to recalculate the bonus based
on sales levels which was not appropriate in the circumstances.

A number of vague procedures were suggested such as obtaining written representations or reading board minutes
without explaining what for. Analytical procedures were suggested; however they were unlikely to be valid
procedures as bonuses by their very nature tend to vary each year.

Marks

(@)  Upto 1 mark per well described risk and up to 1 mark for each well explained
response. Overall maximum of 5 marks for risks and 5 marks for responses.
New client leading to increased detection risk
Cut-off of goods in transit
Continuous (perpetual) inventory counts
Sales cut-off
Overstatement of receivables
Valuation of land and buildings
Directors' bonus remuneration 10

(b)  Upto 1 mark per well explained procedure
Attend one of the continuous (perpetual) inventory counts to review whether
the controls are adequate
Review the schedule of counts to confirm completeness of all inventory lines
Review the adjustments made to the inventory records to gain an
understanding of the level of differences arising
If significant differences, discuss with management how they will ensure that
year-end inventory will not be under or overstated
Attend the inventory count at the year end to undertake test counts to confirm
the completeness and existence of inventory 3

(c)  Upto1 mark per well described procedure
Cast schedule of directors' remuneration including the bonus paid
Agree the individual bonus payments to the payroll records
Confirm the amount of each bonus paid by agreeing to the cash book and
bank statements
Review the board minutes to confirm whether any additional bonus payments
relating to this year have been agreed
Obtain written representation from management
Review disclosures and assess whether these are in compliance with local
legislation 3

(d)  Upto 1 mark per well explained safeguard.

Notify Recorder Communications Co and its competitor
Advise seek independent advice
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Separate engagement teams

Procedures prevent access to information
Clear guidelines on security and confidentiality
Confidentiality agreements

Monitoring of safeguards

Audit risks and auditor's response to each risk

Marks

1=1FN

Increased detection risk due to the fact that
Recorder is a new client.

Ensure that the audit team is made up of suitably
experienced staff.
Ensure that sufficient time is allocated to obtain an

understanding of Recorder's business and assess
the entity's risks of material misstatement.

Increased risk of material misstatement around cut-
off of inventory, purchases and payables as a result
of purchased goods taking two weeks to arrive at the
company's central warehouse.

Perform detailed cut-off testing of goods in transit
around the year end to ensure that cut-off has been
correctly applied.

Increased risk of material misstatement related to
the completeness, existence and valuation of
inventory under the perpetual inventory system, if all
inventory is not counted at least once a year.

Review the inventory count instructions and perform
audit procedures to determine whether all inventory
is counted at least once a year.

Assess the adequacy of internal controls around
inventory records to determine whether the
inventory records can be relied upon.

Increased risk of material misstatements due to
sales cut-off, as a result of the sales-based bonus
scheme encouraging sales staff to maximise their
current year bonus.

Increase sales cut-off testing, and perform additional
audit procedures on post year-end cancellations to
identify cut-off errors.

Increased risk of over-valuation of receivables,
highlighted by the considerable increase of the
receivables balance compared to the prior year, and
concerns about the creditworthiness of some
customers.

Perform extended testing of post-year end cash
payments and review the aged receivables ledger.
Consider the adequacy of the allowance for
receivables.

Risk of material misstatements relating to the
valuation of land and buildings, if recent
revaluations do not comply with IAS 16.

Obtain an understanding of the revaluation process
through discussions with management, and review
the process for compliance with IAS 16.

Review the disclosures of the revaluation in the
financial statements for compliance with IAS 16.

Non-compliance with local legislation concerning the
disclosure of directors’' remuneration, currently
included within wages and salaries.

Discuss the matter with management. Review
disclosures required by local legislation in the
financial statements to gain assurance over
compliance.

Audit procedures where continuous (perpetual) counts for year-end inventory is used

. Agree the total on the inventory listing to the continuous inventory records, using CAATS, to check

for accuracy

. Attend at least one of the continuous inventory counts: observe the count and review the inventory
count instructions to confirm that the procedures are as rigorous as those for a year-end inventory

count.
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Review the schedule of counts undertaken/to be undertaken during the year to confirm whether all
inventory lines have been counted (or are due to be counted).

Review corrections to the inventory records to determine the amount of corrections made and the
reason for the corrections. Confirm whether the corrections have been authorised by a manager.

Where significant differences arise, enquire of management the actions they will take to ensure that
the valuation of inventory is accurate.

(c)  Substantive procedures for directors' bonus payments

Cast the addition of the schedule of director's bonus payments and ensure the totals are in
agreement with the disclosure in the financial statements.

Compare the bonuses with both the previous year's bonuses and with expectations, taking into
account the knowledge obtained during the audit (for example, whether the performance targets, if
any, have been met).

Agree the bonus payments to payroll records for the individual directors and agree the amounts paid
on the bank statements to the payroll records.

Review board meeting minutes and meetings of any remuneration committee for evidence of any
bonuses not disclosed.

Review the cash book for any unusual transactions which suggest undisclosed directors'
emoluments.

Review the disclosure of directors' bonuses and consider whether they are in accordance with
applicable accounting standards and local legislation.

(d)  Conflicts of interest

Both Recorder Communications Co and its competitor should be notified that Piano & Co would be
acting as auditors for each company and, if necessary, consent obtained.

Advising one or both clients to seek additional independent advice.

The use of separate engagement teams, with different engagement partners and team members; once
an employee has worked on one audit, such as Recorder Communications Co, then they would be
prevented from being on the audit of the competitor for a period of time. This separation of teams is
known as building a 'Chinese wall'.

Procedures to prevent access to information, for example, strict physical separation of both teams,
confidential and secure data filing.

Clear guidelines for members of each engagement team on issues of security and confidentiality.
These guidelines could be included within the audit engagement letters.

Potentially the use of confidentiality agreements signed by employees and partners of the firm.

Regular monitoring of the application of the above safeguards by a senior individual in Piano & Co
not involved in either audit.

43 Walters

Text references. Chapters 7 and 18.

Top tips. In part (a), make sure you read the requirement carefully and calculate the required number of ratios. The
risks and the auditor's response to each risk need to be clearly explained: the ratios must be linked to the audit
risks, and specific audit procedures should be stated. Again, you will not be awarded marks for vague responses
such as 'check cut-off is appropriate.’

Easy marks. Part (a)(i) should not pose a problem, and part (b) also contains easy marks.
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Marks

(@ (i) 5 mark per ratio calculation per year
Operating margin
Inventory days
Payable days
Current ratio
Quick ratio 3
(i) Upto 1 mark per well explained audit risk, maximum of 6 marks for risks and
up to 1 mark per audit response, maximum of 6 marks for responses
Management manipulation of results
Sales cut-off
Revenue growth
Misclassification of costs between cost of sales and operating
Inventory valuation
Receivables valuation
Going concern risk 12
(b) 1 mark per well explained point — If the procedure does not clearly explain how this
will help the auditor to consider going concern then a %2 mark only should be

awarded:
Review cash flow forecasts

Review bank agreements, breach of key ratios
Review post year-end sales and order book
Review suppliers correspondence

Inquire of lawyers for any litigation
Subsequent events
Board minutes
Management accounts
Consider additional disclosures under IAS 1
Written representation 5
20
(@ (i) Additional ratios
20X4 20X3
Operating PBT/Revenue 4.5/23 =19.6% 4/18 = 22.2%
margin
Inventory Inventories/COS 2.1/11 x 365 = 70 days 1.6/10 x 365 = 58 days
days x 365 days
Payable Payables/COS 1.6/11 x 365 = 53 days 1.2/10 x 365 = 44 days
days x 365 days
Current ratio | Current assets/Current 6.6/2.5=2.6 6.91.2=5.8
liabilities
Quick ratio (Current assets — (6.6-2.1)25=1.8 (6.9-1.6)/1.2=44
inventories)/Current
liabilities

(Note: Only three ratios were required.)
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Audit risks and responses:

Management were disappointed with the 20X3
results and are under pressure to improve the
trading results in 20X4. There is a risk that
management have a greater incentive to
manipulate the results by adopting a more
aggressive approach in relation to accounting
estimates (ie provisions).

The audit team will need to remain alert to the risk
of creative accounting throughout the audit. It is
important that they exercise professional
scepticism and evaluate any assumptions made by
management in auditing accounting estimates.
Current year balances should be compared to the
prior year to highlight any unusual trends.

A generous sales-related bonus scheme has
been introduced for the company's salesmen.
This increases the risk of misstatements
arising from sales cut-off as the sales staff
seek to maximise their bonus.

Increased sales cut-off testing will be required.
Post year-end sales returns should be reviewed, as
they may provide evidence of incorrect cut-off.

Revenue has grown by 28%, while cost of
sales has only increased by 10%. The gross
profit margin has increased significantly.
Although the bonus scheme and the
advertising campaign may explain the growth
in revenue, the fact that the cost of sales has
seen a corresponding increase need to be
investigated.

Inquiries should be made of management
regarding the reason why cost of sales has not
increased in line with sales. Substantive
procedures should be performed on an increased
sample of costs, with an aim to identify any costs
omitted or misclassified.

Although the gross margin has increased from
44.4% 10 52.2%, the operating margin has
decreased from 22.2% to 19.6%. This trend is
unusual. While the bonus scheme and
advertising campaign could account for some
of the increase in operating expenses, there is
a possibility that costs may have been
misclassified from cost of sales to operating
expenses.

The classification of costs between cost of sales
and operating expenses will be compared with the
prior year to ensure consistency.

A detailed breakdown of operating expenses and
cost of sales should be reviewed for evidence of
misclassification.

The main components of costs of sales and
operating expenses should be identified and
compared to the prior year. Any unusual trends
(for example, significant costs in the prior year not
present in the current year, and vice versa) should
be discussed with management.

The inventory valuation policy has been
changed, with additional overheads to be
included within inventory.

Inventory days have increased from 58 to 70
days.

There is a risk that inventory is overvalued.

The change in the inventory valuation policy should
be discussed with management. The additional
overheads included should be reviewed, to confirm
that they are related to production.

Detailed cost and net realisable value testing
should be performed and the aged inventory report
should be reviewed to assess whether a write-
down is required.

Receivables days have increased from 61 to 71
days and management have extended the
credit period given to customers.

This leads to an increased risk of
unrecoverable receivables.

Extended post year end cash receipts testing and a
review of the aged receivables ledger should be
performed to assess the need for any write-offs or
provision.
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The current ratio and quick ratio have both Detailed going concern testing to be performed

decreased significantly. In addition, the during the audit. Cash flow forecasts covering at

company's positive cash balance of $2.3m in least 12 months from the year end should be

20X3 has become an overdraft of $0.9m. reviewed, and the assumptions discussed with
management.

Taken together with the growth in revenue and
the increase in operating expenses, this may
indicate overtrading. A going concern risk
should be considered.

(b)  Going concern procedures

Note. Only five procedures were required.

44 Sycamore

Obtain Walters' cash flow forecast and review the cash payments and receipts. Assess the
assumptions for reasonableness and discuss the findings with management to understand if the
company will have sufficient cash flows.

Review any current agreements with the bank to determine whether any covenants in relation to the
overdraft have been breached.

Read minutes of the meetings of shareholders, the board of directors and important committees for
reference to financing difficulties and for evidence of any future financing plans.

Review the company's post year-end sales and order book to assess the levels of trade. Evaluate
whether the revenue figures in the cash flow forecast are reasonable.

Review post year-end correspondence with suppliers to identify any restriction in credit that may not
be reflected in the cash flow forecasts.

Inquire of the lawyers of Walters as to the existence of litigation and claims.

Perform audit tests in relation to subsequent events to identify any items that might indicate or
mitigate the risk of going concern not being appropriate.

Review post year end management accounts to assess if it is in line with cash flow forecast.

Consider whether any additional disclosures as required by IAS 1 Presentation of financial statements
in relation to material uncertainties over going concern should be made in the financial statements.

Confirm the existence, legality and enforceability of arrangements to provide or maintain financial
support with related and third parties and assess the financial ability of such parties to provide
additional funds.

Consider Walter's position concerning any unfulfilled customer orders.

Obtain a written representation confirming the director's view that Walters is a going concern.

Text references. Chapters 1 and 6.

Top tips. In part (b), make sure that you explain both the audit risk and the auditor's response to the risk. Using a
two-column format can help. Make sure that you discuss audit risks — the risks which have an impact on the
financial statements — only. Talking about business risks in general will not get you marks!

Easy marks. Parts (a) and (c) both offer easy marks. If you know the material well, you should score good marks

there.
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Marks

(@  Upto 1 mark per point.
- Per ISA 240 — obtain reasonable assurance that the financial statements are
free from material misstatement, whether caused by fraud or error
- [dentify and assess the risks of material misstatement due to fraud
- Obtain sufficient appropriate audit evidence
- Respond appropriately to fraud or suspected fraud identified during the audit
- Maintain professional scepticism throughout the audit
- Discussion within the engagement team 4

(b)  Upto 1 mark per well described risk and up to 1 mark for each well explained
response. Overall max of 6 marks for risks and 6 marks for responses.
- Fraud of previous finance director
- Competence of new finance director
- Treatment of capitalised development expenditure
- New loan finance obtained
- Completeness of finance costs
- Loan covenants
- Post year-end sales returns
- Goods in and out during the inventory count
- Profit on disposal of plant and equipment 12

(c) (i) Up to 1 mark per well explained valid point.

- Description of review engagements
- Difference to external audit 2

(i)  Upto1 mark per well described valid point.
- Level of assurance of external audit
- Level of assurance of review engagements

8

(@)  Fraud responsibility

Maple & Co must conduct an audit in accordance with ISA 240 The Auditor's responsibilities relating to
fraud in an audit of financial statements and are responsible for obtaining reasonable assurance that the
financial statements taken as a whole are free from material misstatement, whether caused by fraud or error.

In order to fulfil this responsibility, Maple & Co is required to identify and assess the risks of material
misstatement of the financial statements due to fraud.

They need to obtain sufficient appropriate audit evidence regarding the assessed risks of material
misstatement due to fraud, through designing and implementing appropriate responses. In addition, Maple
& Co must respond appropriately to fraud or suspected fraud identified during the audit.

When obtaining reasonable assurance, Maple & Co is responsible for maintaining professional scepticism
throughout the audit, considering the potential for management override of controls and recognising the fact
that audit procedures which are effective in detecting error may not be effective in detecting fraud.

To ensure that the whole engagement team is aware of the risks and responsibilities for fraud and error,
ISAs require that a discussion is held within the team. For members not present at the meeting, Sycamore's
audit engagement partner should determine which matters are to be communicated to them.
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(b)  Audit risks and auditors' responses
Audit risks

Sycamore's previous finance director left in December after it was discovered that he had been committing
fraud with regards to expenses claimed.

There is a risk that he may have undertaken other fraudulent transactions; these would need to be written off
in the statement of profit or loss. If these have not been uncovered, the financial statements could include
errors.

The new finance director was appointed in January 2015 and was previously a financial controller of a bank.
Sycamore is a pharmaceutical company which is very different to a bank; there is a risk that the new finance
director is not sufficiently competent to prepare the financial statements, leading to errors.

During the year, Sycamore has spent $1.8 million on developing new products; these are at different stages
and the total amount has been capitalised as an intangible asset.

However, in order to be capitalised it must meet all of the criteria under IAS 38 Intangible Assets. There is a
risk that some projects may not reach final development stage and hence should be expensed rather than
capitalised. Intangible assets and profit could be overstated.

Sycamore has borrowed $2.0 million from the bank via a ten-year loan. This loan needs to be correctly split
between current and non-current liabilities in order to ensure correct disclosure.

Also as the level of debt has increased, there should be additional finance costs. There is a risk that this has
been omitted from the statement of profit or loss, leading to understated finance costs and overstated profit.

The loan has a minimum profit target covenant. If this is breached, the loan would be instantly repayable and
would be classified as a current liability.

If the company does not have sufficient cash flow to meet this loan repayment, then there could be going —
concern implications. In addition, there is a risk of manipulation of profit to ensure that covenants are met.

There have been a significant number of sales returns made subsequent to the year end. As these relate to
pre year-end sales, they should be removed from revenue in the draft financial statements and the inventory
reinstated. If the sales returns have not been correctly recorded, then revenue will be overstated and
inventory understated.

During Sycamore's year-end inventory count there were movements of goods in and out. If these goods in
transit were not carefully controlled, then goods could have been omitted or counted twice. This would
result in inventory being under or overstated.

Surplus plant and equipment was sold during the year, resulting in a profit on disposal of $210,000. As there
is a minimum profit loan covenant, there is a risk that this profit on disposal may not have been correctly
calculated, resulting in overstated profits.

In addition, significant profits or losses on disposal are an indication that the depreciation policy of plant and
equipment may not be appropriate. Therefore depreciation may be overstated.

Auditors' responses

Discuss with the new finance director what procedures they have adopted to identify any further frauds by
the previous finance director.

In addition, the team should maintain their professional scepticism and be alert to the risk of further fraud
and errors.

During the audit, careful attention should be applied to any changes in accounting policies and in particular
any key judgemental decisions made by the finance director.

A breakdown of the development expenditure should be reviewed and tested in detail to ensure that only
projects which meet the capitalisation criteria are included as an intangible asset, with the balance being
expensed.
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During the audit, the team would need to confirm that the $2 million loan finance was received. In addition,
the split between current and non-current liabilities and the disclosures for this loan should be reviewed in
detail to ensure compliance with relevant accounting standards.

The finance costs should be recalculated and any increase agreed to the loan documentation for
confirmation of interest rates and cashbook and bank statements to confirm the amount was paid and is not
therefore a year-end payable.

Review the covenant calculations prepared by Sycamore and identify whether any defaults have occurred; if
so, determine the effect on the company.

The team should maintain their professional scepticism and be alert to the risk that profit has been
overstated to ensure compliance with the covenant.

Review a sample of the post year-end sales returns and confirm if they relate to pre year-end sales, that the
revenue has been reversed and the inventory included in the year-end ledgers.

In addition, the reason for the increased level of returns should be discussed with management. This will
help to assess if there are underlying issues with the net realisable value of inventory.

During the final audit, the goods received notes and goods despatched notes received during the inventory
count should be reviewed and followed through into the inventory count records as correctly included or
not.

Recalculate the profit and loss on disposal calculations and agree all items to supporting documentation.

Discuss the depreciation policy for plant and equipment with the finance director to assess its
reasonableness.

() (i) Review engagements

Review engagements are often undertaken as an alternative to an audit, and involve a practitioner
reviewing financial data, such as six-monthly figures. This would involve the practitioner undertaking
procedures to state whether anything has come to their attention which causes the practitioner to
believe that the financial data is not in accordance with the financial reporting framework.

A review engagement differs to an external audit in that the procedures undertaken are not nearly as
comprehensive as those in an audit, with procedures such as analytical review and enquiry used
extensively. In addition, the practitioner does not need to comply with ISAs as these only relate to
external audits.

(i)  Levels of assurance
The level of assurance provided by audit and review engagements is as follows:

External audit — A high but not absolute level of assurance is provided, this is known as reasonable
assurance. This provides comfort that the financial statements present fairly in all material respects
(or are true and fair) and are free of material misstatements.

Review engagements — where an opinion is being provided, the practitioner gathers sufficient
evidence to be satisfied that the subject matter is plausible; in this case limited assurance is given
whereby the practitioner confirms that nothing has come to their attention which indicates that the
subject matter contains material misstatements.
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45 Smoothbrush

Text references. Chapter 6, 13 and 16.

Top tips. Maintaining focus is essential on a long 30 mark question such as this one. A common theme throughout
this question is the risk of answering the question you hoped would come up, rather than the question actually
being asked.

In part (a), just because you see the words 'audit risks' it doesn't mean you should straight away start describing
the audit risk model. You are asked to identify and explain (two mini-requirements) audit risks for the actual audit
client described in the question. Therefore you need to work methodically through the scenario, pick out a suitable
number of risks and explain each of them to gain as many of the 10 marks as you can.

For example, new systems such as the new inventory system in the scenario always carry the risk they may have
not been properly implemented and could impact on year end inventory balances. Limit your answer to audit risks
only; that is, only those that relate to the audit of the financial statements.

Part (b) is a discussion question. You should know why assessing risks at the planning stage is important, in order
to focus audit work on important areas and help ensure the audit is performed efficiently and effectively.

Part (c) has two mini-requirements: First to list and secondly to explain suitable controls. Make sure you do both.
Also limit your answer to controls over the assertions specified in the question. Commit to memory the fact you
want controls over completeness and accuracy only, otherwise you may find yourself listing and explaining controls
over all assertions, many of which will be gaining no marks.

In part (d), even though you have just answered a question on controls, you need to switch your mindset to
substantive procedures, and be careful not to mix these up with tests of control. Also, you are now looking at
valuation of inventory only in part (i), so substantive tests will be concentrated on looking at the different aspects of
valuation. Inventory is valued at the lower of cost and NRV, so you need to make sure NRV is above cost by I
reviewing post year end sales and test that unit costs are in agreement with supporting documents such as
purchase invoices. You also need to ensure any damaged items are correctly valued. These thought processes
should help you identify appropriate tests. Part (ii) focuses on provisions/contingent liabilities and a different
assertion, completeness. You should have picked up on the possible need for a provision as a result of the FD's
dismissal and suggested specific procedures in respect of this matter.

Easy marks. Part (b) is a relatively straightforward requirement that does not require application to the scenario. A
good knowledge of the importance of risk assessment will enable you to gain the majority of the marks on this part.
In part (d) you should be familiar with the standard tests over valuation of inventory.

Examination Team's comments. Many candidates performed inadequately on part (a) of the question. Audit risk is
a key element of the Audit & Assurance syllabus and candidates must understand audit risk. A number of
candidates wasted valuable time by describing the audit risk model. This generated no marks as it was not part of
the requirement. Candidates are reminded that they must answer the question asked as opposed to the one they
wish had been asked. The main area where candidates lost marks is that they did not actually understand what audit
risk relates to. Hence they provided answers which considered the risks the business would face or 'business risks,’'
which are outside the scope of the syllabus.

Part (b) for 4 marks required a discussion of the importance of assessing risk at the planning stage of an audit. This
was well answered by the majority of candidates with many identifying that assessing risk would lead to an effective
audit with the focus of testing being on high risk areas only.

Part (c) for 10 marks required an identification and explanation of controls over the continuous/perpetual inventory
counting system in order to ensure completeness and accuracy of the inventory records. This question proved to be
challenging for a number of candidates and there were some unsatisfactory answers. Many identified controls, such
as 'the inventory team should be independent of the warehouse staff' but failed to then explain these controls, this o
would have restricted their marks to %2 mark per control as opposed to the 112 marks available for an identification
and explanation.

Part (d) for 6 marks required three substantive procedures each to confirm the valuation of inventory and the
completeness of provisions or contingent liabilities. Performance was mixed for this question; candidates were
generally able to provide adequate substantive procedures for provisions or contingent liabilities. The requirement
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to consider valuation of inventory, which is a topic which is regularly examined, was on the whole inadequately
answered. Candidates seemed to ignore the requirement to consider valuation and often structured their answers
\ with headings such as existence or rights and obligations. Clearly many failed to read the question properly.

(@) 1/2 mark for each identification of risk and up to 1 per description of the risk

Sole supplier to Homewares, NRV of inventory
Recoverability of receivable as credit period extended
Valuation of plant and equipment

Cut-off

New system

Inventory provision

Provision/contingent liability

Inherent risk increased

Perpetual inventory counts

(b)  Upto 1 mark per valid point

ISA 315 requirement (1/2 mark only for ISA ref)
Early identification of material errors
Understand entity

[dentification of unusual transactions/balances
Develop strategy

Efficient audit

Most appropriate team

Reduce risk incorrect opinion

Understanding fraud, money laundering

Assess risk going concern

(¢)  1/2 mark for each identification of a control and up to 1 mark per well explained
description of the control

Team independent of warehouse
Timetable of counts

Inventory movements stopped

No pre-printed quantities on count sheets
Second independent team

Direction of counting floor to records
Damaged/obsolete goods to specific area
Records updated by authorised person

(d)  Upto 1 mark per substantive procedure
Inventory:

Cost to purchase invoice

NRV to sales invoice

Manufactured items to invoices/time sheets/production overheads
Review aged inventory reports

Compare aged items to 1% provision

Total level of adjustment over year

Follow up items noted at inventory count

Inventory days

Gross margin

Marks

10

Marks

10

Max 3
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Provisions:
- Discuss with management

- Review correspondence with FD

- Write to lawyers
- Review board minutes
- Obtain written representation

Marks awarded for tests for additional provisions and contingent liabilities

Total marks

Identified risks at the planning stage

Marks

Max 3

Extending the credit period to
Homewares results in irrecoverable
receivables and liquidity problems

A four month credit period may result in debts up to three
months older than under previous credit terms. These older
balances may ultimately become irrecoverable or resultant cash
flow problems may impact on the gong concern status of the
company.

Inventory may be overvalued because
Smoothbrush sells the majority of its
goods at reduced prices.

Inventory should be stated at the lower of cost and net
realisable value (NRV) in accordance with IAS 2. Selling prices
are heavily discounted for goods sold to Homewares, and the
NRV of some inventory items may be below cost but with no
adjustment having been made to write down inventory.

Plant and equipment is overvalued in
the financial statements (FS)

Per IAS 16 and |AS 36, plant and equipment should be included
in the FS at the lower of its carrying value and recoverable
amount. The redundant plant and equipment at the production
facility will probably need to be valued at scrap value, but may
be included at a higher value of cost less depreciation.

Cut-off treatment of purchases and
inventory may not be correct

Smoothbrush records its inventory when received for imported
goods from South Asia but the fact that paint can be in transit
for up to two months means it is possible that a liability and
purchase are recognised pre year end, but without a
corresponding inventory entry being made. All entries should
be made in the same period, the correct period being that in
which the risks and rewards of ownership pass to
Smoothbrush.

The new inventory system was
inadequately implemented resulting in
misstated inventory balances.

Smoothbrush introduced a continuous/perpetual inventory
counting system in the year to be used for recording year end
inventory. If any stage of the system implementation was
flawed, then inventory in the financial statements could be
misstated.
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Inventory is overstated because Previously Smoothbrush maintained an inventory provision of
inventory that is obsolete or damaged is | 1%. Presumably there was a rationale for this provision

no longer provided for. (audited in the past). The regular reviews may not be sufficient
to replace the previous rational and without a provision,
inventory may be overvalued.

Provisions or contingent liability The company's finance director (FD) intends to sue

disclosures may not be complete. Smoothbrush for unfair dismissal following his pre-year end
departure, and the company does not intend to make any
provision/disclosures in respect of this. Under IAS 37, the
approach taken by management is only permitted if the
likelihood of paying out is remote. If there is a present
obligation, a probable outflow of resources to settle the
obligation and a reliable estimate can be made of the obligation,
then a provision should be recognised. If the obligation is only
possible, a contingent liability should be disclosed.

Top tip: There are other risks you could have identified and explained, such as the risks arising if the
inventory counts are not complete and accurate, but only seven were needed to gain full marks.

(b)  Importance of assessing risks at the planning stage

ISA 315 says that the auditor shall identify and assess the risks of material misstatement at the financial
statement level and at the assertion level for classes of transactions and related disclosures, and account
balances and related disclosures.

It is very important that auditors carry out this risk assessment at the planning stage because:
. It helps the auditor gain an understanding of the entity for audit purposes

. It helps the auditor focus on the most important areas of the financial statements (where material
misstatements are more likely), therefore increasing efficiency

. The risk assessment will form the basis of the audit strategy and the more detailed audit plan

. Once the risks have been assessed, audit team members of sufficient skill and experience can be
allocated to maximise the chance of those risks being addressed.

Top tip: Other valid points could have been made here, such as risk assessment as aiding in assessing going
concern and the assessment of fraud risks. However stating the ISA 315 requirement along with four valid
points relating to the importance of risk assessment would have gained full marks on this question.

(c)  Controls over inventory system: completeness and accuracy

An inventory count team independent of the There should be segregation of duties between
warehouse team is used. those who have day-to-day responsibility for
inventory and those who are checking it to help
prevent fraud and error. The current team including
a member of warehouse staff is inadequate and two
internal auditors should be used if possible.

Pre-printed inventory sheets are used stating Using sheets with quantities already filled in means
code/descriptions, but without quantities. counters could potentially agree the current
quantities to avoid counting and save time. The lack
of quantities forces a count to be undertaken in
each case.
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Damaged/obsolete goods are moved to a
designated area for inspection, but left on the
sheets. They are provided against if necessary.

Rather than removing damaged/obsolete items
from the sheet (and losing the audit trail), they
should be written down or provided against to
ensure that they are included at the lower of cost
and NRV. A member of the finance team should
make the assessment as to what needs writing
down.

Movements of inventory are not allowed into or out
of the area being counted during inventory counts.

Allowing movements in and out of inventory during
counts could result in double counting, or inventory
not being counted at all. Therefore such movements
should be stopped during the count.

A sample of independent checks of the counts
carried out by a separate team. Items to be checked
are determined after the first count has been
completed.

By counting a sample of inventory lines again this
should help to ensure completeness and accuracy
of the counts, and act as an incentive for the first

team to carry out counts more accurately initially.

As a separate exercise after the counts of items on
the sheets, teams check a sample of items that are
physically present are correctly included on the
sheets.

A count performed from the records to the
warehouse will only test for existence or
overstatement of inventory line quantities.

Testing for completeness requires a different
approach where inventory in the warehouse is
compared to the records to identify goods
physically present but not recorded.

Inventory count sheets are compared to the
inventory records after the count. Where
adjustments are needed, the reason for them is
investigated and they are processed on a timely
basis by appropriate personnel.

Only authorised individuals should be able to
amend the records in which year end inventory will
be based. On a periodic basis, senior finance team
members should review the types and levels of
adjustments for indications of fraud.

Top tip: You may have come up with other valid controls here. As long as they meet the control objective for the
assertions specified in the question, and are adequately explained, you will have gained marks for these. Other valid
controls include the monitoring of timetabling of the counts to ensure all areas are covered at least once a year.

(d)

Substantive procedures to confirm:

(i) Valuation of inventory

Verify the cost of imported paint and materials to produce manufactured paint to supplier invoice

costs (for a statistical sample)

Confirm that the recorded inventory costs do not exceed the NRV by comparing the costs with the

value of paint sales made after the year end

Review aged inventory reports and investigate older items to ensure they are valued at the lower of

NRV or are already provided against.

(i) Completeness of provisions/contingent liabilities

Discuss with management the reason for not providing for or disclosing a potential payment to the
director for unfair dismissal and corroborate the responses with documentary evidence where

possible

Review correspondence with the old financial director and the company's lawyers to help assess the
likelihood of a claim being successful and to try and assess whether a reliable estimate of any

potential payment is possible.
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Obtain written representations from directors confirming that they believe a potential liability is only a
remote probability, and that is the reason for including no provision or disclosure on the matter.

Top tips: There are a number of other procedures you may have come up with for (d) (i) and (ii), but only three of
each were required.

For (i) other procedures include following up on damaged items identified at inventory counts, verifying labour
costs for manufactured items against timesheets, confirming production overhead allocation is appropriate, and
analytical procedures such as reviewing inventory days against the previous year's or comparing gross margin with
that of the previous year.

In (ii) you may have suggested writing to the company's lawyers in respect of the unfair dismissal claim and
reviewing board minutes for details to support managements' assessment of the claim.

Flowers Anytime

46 D

47 B
48 B
49 A
50 A

KLE

51 A

52 D

The first step should be to document the system of internal control — this is done using the flowchart
and internal control evaluation questionnaire. The second step should be to confirm our
understanding of the system — this is done with a walk-through test. Tests of control are then
performed to obtain audit evidence about the effectiveness of the design and operation of internal
controls. Finally, if controls testing reveal any deficiencies in internal controls that have not been
previously identified, the audit strategy and the audit plan should be revised as required.

In Option A, the descriptions of ICQs and ICEQs are reversed. Neither ICQs nor ICEQs are likely to
capture how internal controls deal with unusual transactions: narrative notes are needed to do this.
Both ICQs and ICEQs give the impression that all controls are of equal importance. The significance
of each control would only be highlighted in narrative notes.

A sequence check of the invoices is an effective control, be it carried out manually or electronically.
Order forms should have four, not three parts. No copy of the order is sent to accounts receivables
clerk —as a result, the recording of receivables may be incomplete or delayed, and outstanding
balances may remain uncollected. The sales clerk should not be reviewing the standing data himself
— this review should be performed by an independent, senior member of staff. Sales invoices should
be posted automatically to the sales daybook and the accounts receivables ledger immediately after
the order is taken.

This simply reduces the risk that cash will be misappropriated. It does not provide any assurance that
subsequent recording will be complete or accurate.

ISA 265 Communicating deficiencies in internal control to those charged with governance and
management states that the pu