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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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ASSURANCE
(INTERNATIONAL)

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 and Revision Kit, which has been reviewed by the ACCA examination
team, we:

Discuss the best strategies for revising and taking your ACCA exams
Ensure you are well prepared for your exam

Provide you with lots of great guidance on tackling questions
Provide you with three mock exams

Provide ACCA exam answers as well as our own for selected questions

Our Passcards also support this paper.
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MARCH 2017 AND JUNE 2017
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going to press, BPP Learning Media makes no warranty that
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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:

e 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. (s 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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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 paper Audit and Assurance Services (AAS) are included because their style and content
are very similar to that of the current P7 exam. The questions have been amended to reflect the current exam format.

Time Page number

allocation
Marks Mins Question Answer

Parts A and B: Regulatory environment and

professional and ethical considerations

1 Lark (6/12) 15 29 3 85
2 Plant (12/12) 16 31 3 87
3 Becker (12/08) 20 39 4 91
4 Peaches (12/09) 16 31 5 95
5 Chester (12/13) 20 39 5 97
6 Smith & Co (6/08) 17 33 6 101
7 Carter (6/10) 20 39 6 104
8 Ryder (6/14) 20 39 7 107
9  Clifden (6/09) 17 33 8 110
10 Bunk (6/15) 20 39 9 113
11 Grape (12/09) 36 70 9 117
12 Retriever (6/13) 25 49 10 124
13 Nate & Co (12/07) 20 39 1 129
14 Weston (12/14) 20 39 12 132
15 Spaniel & Bulldog (6/13) 20 39 13 136
16 Raven (6/12) 15 29 13 139
17 Dragon Group (6/09) 34 66 14 142
Part D and E: Audit of historical financial

information and other assignments

18 Ted (6/15) 35 68 16 147
19 Francis (12/14) 25 49 18 154
20 Mac (6/10) (amended) 26 51 19 161
21 Distant 15 29 20 165
22 Juliet (6/10) 20 39 20 167
23 Apricot (12/09) 16 31 21 170
24 Faster Jets (12/14) 20 39 22 173
25 Magpie (6/12) 37 72 23 177
26 Adder (6/15) 25 49 25 183
27 Setter (6/13) 20 39 26 189
28 Lamont (AAS 6/07) 20 39 27 194
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Time Page number

allocation
Marks Mins Question  Answer
29 Papaya (12/09) 36 70 27 196
30 Bill (6/11) (amended) 39 76 28 201
31 Mizzen (12/13) 25 49 30 207
32 Parker (6/13) 35 68 32 212
33 Lapwing (6/12) 33 64 34 218
34 Azure Airline (AAS 12/04) 35 68 36 223
35 Stow (12/13) 35 68 37 228
36 Cooper (6/14) 20 39 39 234
37 Butler (6/11) (amended) 32 62 40 239
38 Grohl (12/12) 40 78 42 244
39 Champers (6/09) (amended) 36 70 44 250
40 Grissom (6/10) (amended) 38 74 46 255
41 Jacob (6/11) 18 35 47 260
42 Waters (6/14) 25 49 48 262
43 Oak (12/11) (amended) 41 80 49 266
44 Dasset (12/13) 20 39 51 272
45 Soprano (6/15) 20 39 52 276
46 Willow (12/11) (amended) 27 53 52 280
47 Jovi (12/12) 28 55 54 283
48 Kobain (12/12) 16 31 57 287
49 Cuckoo Group 34 66 58 290
50 Bluebell (12/08) (amended) 36 70 59 292
51 Robster (6/09) (amended) 17 33 61 298
52 Connolly (12/14) 35 68 61 301
53 Adams (6/14) 35 68 63 307
54 Sci-Tech (12/07) (amended) 34 66 65 314
55 Rosie (6/08) (amended) 36 70 67 318
56 Medix (6/08) (amended) 36 70 69 324
57 Yew (12/11) 18 35 72 329
58 Snipe (6/12) 15 29 73 331
59 Nassau Group (6/11) (amended) 18 35 73 334
60 Cinnabar Group (AAS 6/02) 15 29 74 337
61 Poodle (6/13) 20 39 75 339
62 Dexter (12/08) 20 39 76 343
63 Bradley (12/14) 20 39 76 346
64 Lychee (12/09) 16 31 77 351
65 Marr (6/14) (amended) 20 39 77 354
66 Pluto (6/09) 17 33 78 357
67 Burford (12/13) 20 39 79 360
68 Blod (6/08) 17 33 80 363
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69 Axis & Co (Pilot paper) (amended)

Time Page number

70 Dylan (12/12)

71 Darren (6/15)

 allocation
Mins Question Answer
15 29 81 366
16 31 81 368
20 39 82 371

Mock exam 1
Mock exam 2

Mock exam 3 (ACCA September/December 2015 Exam)

n Finding questions
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Topic index

Listed below are the key Paper P7 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 may find this index useful.
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REGULATORY ENVIRONMENT
International regulatory frameworks for audit and assurance services

Money laundering
Laws and regulations

PROFESSIONAL AND ETHICAL CONSIDERATIONS
Code of Ethics for Professional Accountants

Fraud and error
Professional liability

PRACTICE MANAGEMENT

Quality control

Advertising, publicity, obtaining professional work and fees
Tendering

Professional appointments

AUDIT OF HISTORICAL FINANCIAL INFORMATION
Planning, materiality and assessing the risk of material misstatement

Evidence
Evaluation and review

Group audits
OTHER ASSIGNMENTS

Audit-related and assurance services

Prospective financial information

Forensic audits

Internal audit

Outsourcing

The audit of performance information (pre-determined objectives) in
public sector

REPORTING
Auditor's reports

Reports to those charged with governance and management
Other reports

CURRENT ISSUES AND DEVELOPMENTS

Professional and ethical

Transnational audits

The audit of social, environmental and integrated reporting
Other current issues
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Helping you with your revision

BPP Learning Media — ACCA Approved Content Partner

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 the ACCA examination team review:
o We look at the dos and don'ts of revising for, and taking, ACCA exams

. We focus on Paper P7; 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

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

. Our Top tips 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 examining teams reward.

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

. We refer to the 2016 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 exam.

Mock exam 3 is the ACCA September/December 2015 exam paper. This exam is compiled from questions selected
by the examination team from the September 2015 and December 2015 exams. They do not reflect the entire
September or December exams but contain questions most appropriate for students to practise.

m Helping you with your revision ARG M @



Revising P7

Paper P7 is a challenging higher level paper consisting of two compulsory case-study style questions in Section A
(worth a total of 60 marks) and two out of three short scenario questions in Section B (worth a total of 40 marks).

The P7 examination team has stated that planning and risk assessment are key areas which are likely to form part
of a compulsory question. Evidence is also likely to feature in Section A. Reporting could come up in either a
compulsory or optional question (although it has tended to be optional), similarly ethical and professional issues.
Current issues could come up anywhere on the paper so it is important that students do not ignore this area and
make sure they keep up to date by reading Student Accountant and reviewing the accountancy and financial press.
It has been a feature of P7 in recent years for questions to mix together several different syllabus areas. One
consequence of this is to make it more difficult for candidates to avoid areas of the syllabus that they do not like.

One of the general features of Professional level papers is the availability of professional marks. These will generally
be awarded in Section A and comprise four marks. They will be awarded for the degree of professionalism with
which answers are presented. For example, if you are asked to set out your answer as a letter or a report, marks will
be awarded for presentation — using the correct heading at the start, and including an appropriate introduction and
conclusion. Other professional marks could be awarded for the form of your answer such as the structure or logical
flow of arguments. Where professional marks are available then the question requirement will state this.

To summarise, although this paper does contain an optional element, 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.

You should use the Passcards and any brief notes you have to revise the syllabus, but you mustn't spend all your
revision time passively reading. Question practice is vital; doing as many questions as you can in full will help
develop your ability to analyse scenarios and produce relevant discussion and recommendations.

Make sure you leave enough time in your revision schedule to practise Section A questions, as these questions are
compulsory in the exam. The scenarios and requirements of Section A questions are more complex and will
integrate several parts of the syllabus, so practice is essential. Also ensure that you attempt all three mock exams
under exam conditions.

BPP @ Revising P7 _
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Passing the P7 exam

Displaying the right qualities and avoiding weaknesses

The following are examples of things to avoid — and note our comments about action to take in each case.

Failure to complete the paper

This problem can be avoided by ensuring that you have a very disciplined exam
technique and that you set times in which to answer questions and, when that
time is over, you move on to the next question. Lots of practice at answering
questions in timed conditions will help you to discipline yourself in this way.
Remember, it is easier to get marks at the outset of answering a question
(when all the marks are still available) than to get the last few remaining marks
for a question (when you have made all the easy points and are struggling with
the most difficult aspects of the question).

Not reading the question

We recommend that you read each question more than once. Try to force
yourself to read slowly as well. Although the exam is time-limited, reading the
question properly is a good investment.

Lack of comprehension and
analytical skills

These are higher level skills which you have to learn at this level and the best
way to enhance them is to practise as many questions as you can. In addition,
once you have completed your own answer, you should always work through
the suggested answer referring back to the question so that you can see the
links that have been made.

Lack of lower level assumed
knowledge

You should endeavour not to commence your P7 studies until you have
completed your F8 studies. It is not possible to pass P7 unless you have a very
firm understanding of basic auditing theory. The same goes for paper P2; it is
important that you retain your knowledge of corporate reporting from paper P2,
and that you are up to date with the latest standards and developments.

Lack of awareness of current
issues

You should ensure that you keep up to date with current issues in the auditing
and business world, by reading examination team articles as a minimum, but
preferably by keeping an eye on the accountancy press throughout your
studies.

Failure to respond in a
practical/commercial way

The answer to this problem is to practice lots of questions, read other people's
answers to questions in this Kit and on the ACCA website and to try and think
about how you would respond in practice if it were one of your clients.

Lack of relevant practical
experience

You may not be able to do anything about this if you are not employed in a
relevant field. However, if you can, do. For example, if you can discuss with
your managers the necessity of getting relevant experience and they are able to
meet that need, try and obtain as much relevant experience as you can. If not,
the best you can do is follow the advice for the previous point, which should
stand you in good stead.

Inability to reach a
conclusion/make a decision

You must get into the habit of drawing conclusions where the requirement is to
do so. Again, practise questions where this is required, and, when reading
questions note whether you are required to draw a conclusion or make a
decision.

Poor exam technique/time
allocation

This point links to the first point made above. There is a great deal of guidance
concerning exam technique in this kit. Read it and put it into practice.

Revising P7
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Choosing which questions to answer first

We recommend that you spend time at the beginning of your exam carefully reading through all of the questions in
the paper, and each of their requirements. Once you feel familiar with your exam paper we then recommend that
you attempt the compulsory Section A question first, ensuring that you spend adequate time reading and planning
before you begin to write up your answer. Comments from examination teams of other syllabuses that have similar
exam formats suggest that students appear less time-pressured if they do the big compulsory questions first.

During the second half of the exam, you can put Section A aside and concentrate on the two Section B questions
you've chosen.

However our recommendations are not inflexible. If you really think the Section A questions looks a lot harder than
the Section B questions you've chosen, then do those first, but DON'T run over time on them. You must leave
yourself plenty of time to tackle the Section A questions. When you come back to it, once you have had time to
reflect, you should be able to generate more ideas and find the question is not as bad as it looks.

Remember also that small overruns of time during the first half of the exam can add up to your being very short of
time towards the end.

Tackling questions

You'll improve your chances by following a step-by-step approach to Section A scenarios along the following lines.

Step 1 Read the background

Usually the first couple of paragraphs will give some background on the company and what it is
aiming to achieve. By reading this carefully you will be better equipped to relate your answers to the
company as much as possible.

Step 2 Read the requirements

There is no point reading the detailed information in the question until you know what it is going to
be used for. Don't panic if some of the requirements look challenging — identify the elements you are
able to do and look for links between requirements, as well as possible indications of the syllabus
areas the question is covering.

Step 3 Identify the action verbs

These convey the level of skill you need to exhibit and also the structure your answer should have. A
lower level verb such as define will require a more descriptive answer; a higher level verb such as
evaluate will require a more applied, critical answer. It should be stressed that higher level
requirements and verbs are likely to be most significant in this paper.

Action verbs that are likely to be frequently used in this exam are listed below, together with their
intellectual levels and guidance on their meaning.

BPP @ Revising P7
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1 Define Give the meaning of

1 Explain Make clear

1 Identify Recognise or select

1 Describe Give the key features

2 Distinguish Define two different terms, viewpoints or
concepts on the basis of the differences between
them

2 Compare and Explain the similarities and differences between

contrast two different terms, viewpoints or concepts

2 Contrast Explain the differences between two different
terms, viewpoints or concepts

2 Analyse Give reasons for the current situation or what has
happened

3 Assess Determine the strengths/weaknesses/
importance/significance/ability to contribute

3 Examine Critically review in detail

3 Discuss Examine by using arguments for and against

3 Explore Examine or discuss in a wide-ranging manner

3 Criticise Present the weaknesses of/problems with the
actions taken or viewpoint expressed, supported
by evidence

3 Evaluate/critically Determine the value of in the light of the

evaluate arguments for and against (critically evaluate

means weighting the answer towards
criticisms/arguments against)

3 Construct the case Present the arguments in favour or against,
supported by evidence

3 Recommend Advise the appropriate actions to pursue in terms

the recipient will understand

Also make sure you identify all the action verbs; some question parts may have more than one.
Step 4 Identify what each part of the question requires

Think about what frameworks or theories you could choose if the question doesn't specify which one
to use.

When planning, you will need to make sure that you aren't reproducing the same material in more
than one part of the question.

Also you're likely to come across part questions with two requirements that may be at different
levels; a part question may for example ask you to explain X and discuss Y. You must ensure that you
fulfill both requirements and that your discussion of Y shows greater depth than your explanation of
X (for example by identifying problems with Y or putting the case for and against Y).

m Revising P7 BPP @
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Step 5

Step 6

Step 7

Step 8

Step 9

Check the mark allocation to each part

This shows you the depth anticipated and helps allocate time.

Read the whole scenario through, highlighting key data

Put points under headings related to requirements (eg by noting in the margin to what part of the
question the scenario detail relates).

Consider the consequences of the points you've identified

Remember that you will often have to provide recommendations based on the information you've
been given. Consider that you may have to criticise the code, framework or model that you've been
told to use. You may also have to bring in wider issues or viewpoints, for example the views of
different stakeholders.

Write a brief plan

Your plans should be produced within your answer book.

Make sure you identify all the requirements of the question in your plan — each requirement may have
sub-requirements that must also be addressed. If there are professional marks available, highlight in
your plan where these may be gained (such as preparing a report).

Write the answer

Make every effort to present your answer clearly. The pilot paper and exam papers so far indicate that
the examining team will be looking for you to make a number of clear points. The best way to
demonstrate what you're doing is to put points into separate paragraphs with clear headers.

Remember that depth of discussion will be important. Discussions will often consist of paragraphs containing 2-3
sentences. Each paragraph should:

. Make a point

. Explain the point (you must demonstrate why the point is important)

. lllustrate the point (with material or analysis from the scenario, perhaps an example from real-life)

In this exam a number of requirement verbs will expect you to express a viewpoint or opinion, for example
construct an argument, criticise, evaluate. When expressing an opinion, you need to provide:

. What the question wants. For instance, if you are asked to criticise something, don't spend time discussing
its advantages. In addition if a scenario provides a lot of information about a situation, and you are (say)
asked to assess that situation in the light of good practice, your assessment is unlikely to be favourable.

° Evidence from theory or the scenario — again we stress that the majority of marks in most questions will be
given for applying your knowledge to the scenario.

BPP
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Gaining the easy marks

Knowledge of the core topics that we list under topics to revise should present you with some easy marks. The pilot
paper suggests that there will be some marks available on certain part questions for definitions, explanations or
descriptions that don't have to be related to the scenario. However don't assume that you can ignore all the
scenarios and still pass!

As P7 is a Professional level paper, 4 professional level marks will be awarded. Some of these should be easy to
obtain. The examining team has stated that some marks may be available for presenting your answer in the form of
a letter, presentation, memo, report or briefing notes. You may also be able to obtain marks for the style and layout
of your answer.

Reports should always have an appropriate title. They should be formally written, with an introductory paragraph
setting out the aims of the report. You should use short paragraphs and appropriate headings, with a summary of
findings as a conclusion.

Memoranda and Briefing notes should have the following information at the beginning:
Subject; name of recipient; name of author; date

The language can be less formal than a report but the content should still have an introduction and conclusion, and
be divided into small paragraphs with appropriate headings.

Letters should be addressed appropriately to the correct person and be dated. They should have a short
introductory paragraph, a conclusion and should be in a formally writing style. Letters beginning with 'Dear
Sir/Madam' should end with 'Yours faithfully'.
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Exam information

The exam paper
The exam is a three hour and fifteen minute paper consisting of two sections.

Section A will consist of two compulsory 'case study' style questions. These will include detailed information
including, for example, extracts from financial statements and audit working papers. The questions will include a
range of requirements covering different syllabus areas.

Section B questions will tend to be more focused towards specific topic areas, such as ethical issues and auditor's
reports. Short scenarios will be provided as a basis for these questions.

Number of
marks
Section A: Two compulsory questions:
Question one 35
Question two 25
Section B: Choice of two from three questions (20 marks each) 40
100

Question format

The format of questions in P7 is slightly different between section A and section B. Section A questions will feature
scenarios, with simple requirements such as 'Respond to the partner's request’, or 'Draft the briefing notes as
requested’. You will have to work out for yourself what you need to include in your answer, using the breakdown of
the mark allocation which will be included within the scenario. Section B questions will feature requirements akin to
those in your previous ACCA exams.

The format of Question One is now fixed. The question will be for 35 marks and will feature instructions in the form
of an email included within the question scenario itself, with four professional marks available.
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Examinable documents

A full list of examinable documents was not available at the time the BPP Study Text for this paper went to print.
Therefore the list of examinable documents for Paper P7 is printed in full below.

The accounting knowledge that is assumed for Paper P7 is the same as that examined in Paper P2. Therefore,
candidates studying for Paper P7 should refer to the Accounting Standards listed under Paper P2.

Note. P7 will only expect knowledge of accounting standards and financial reporting standards from Paper P2.
Knowledge of exposure drafts and discussion papers will not be expected.

Title P8 P7

‘ International Standards on Auditing (ISAs)

Glossary of Terms v v
International Framework for Assurance Assignments v v
Preface to the International Standards on Quality Control, Auditing, Review, v v
Other Assurance and Related Services

ISA 200 Overall Objectives of the Independent Auditor and the Conduct of an Audit in v v
Accordance with ISAs

ISA 210 Agreeing the Terms of Audit Engagements v v

ISA 220 Quality Control for an Audit of Financial Statements v

ISA 230 Audit Documentation v v

ISA 240 The Auditor's Responsibilities Relating to Fraud in an Audit of Financial v v
Statements

ISA 250 Consideration of Laws and Regulations in an Audit of Financial Statements v v

ISA 260 Communication with Those Charged with Governance v v

ISA 265 Communicating Deficiencies in Internal Control to Those Charged with v v
Governance and Management

ISA 300 Planning an Audit of Financial Statements v v

ISA 315 Identifying and Assessing the Risks of Material Misstatement through v v

Understanding the Entity and Its Environment

ISA 320 Materiality in Planning and Performing an Audit v v
ISA 330 The Auditor's Responses to Assessed Risks v v
ISA 402 Audit Considerations Relating to an Entity Using a Service Organisation v v
ISA 450 Evaluation of Misstatements Identified During the Audit v v
ISA 500 Audit Evidence v v
ISA 501 Audit Evidence — Specific Considerations for Selected Items v v
ISA 505 External Confirmations v | Vv
ISA 510 Initial Audit Engagements — Opening Balances v v
ISA 520 Analytical Procedures v v
ISA 530 Audit Sampling v v
ISA 540 Auditing Accounting Estimates, Including Fair Value Accounting Estimates v v
and Related Disclosures
ISA 550 Related Parties v
ISA 560 Subsequent Events v v

Revising P7 BPP @
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Title

International Standards on Auditing (ISAs)

ISA 570 Going Concern v v

ISA 580 Written Representations v v

ISA 600 Special Considerations - Audits of Group Financial Statements (Including the v
Work of Component Auditors)

ISA 610 Using the Work of Internal Auditors v v

ISA 620 Using the Work of an Auditor's Expert v v

ISA 700 Forming an Opinion and Reporting on Financial Statements v v

ISA 701 Communicating Key Audit Matters in the Independent Auditor's Report v v

ISA 705 Modifications to the Opinion in the Independent Auditor's Report v v

ISA 706 Emphasis of Matter Paragraphs and Other Matter Paragraphs in the v v
Independent Auditor's Report

ISA 710 Comparative Information — Corresponding Figures and Comparative Financial | ¥ v
Statements

ISA 720 The Auditor's Responsibilities Relating to Other Information in Documents v v
Containing Audited Financial Statements

Amendments | Conforming amendments to other ISAs v v

Amendments | Addressing Disclosures in the Audit of Financial Statements — Revised ISAs v v
and Related Conforming Amendments
International Standards on Assurance Engagements (ISAES) ‘ ‘

ISAE 3000 Assurance Engagements other than Audits or Reviews of Historical Financial v v
Information

ISAE 3400 The Examination of Prospective Financial Information v

ISAE 3402 Assurance Reports on Controls at a Service Organisation v

ISAE 3420 Assurance Engagements to Report on the Compilation of Pro Forma Financial v
Information Included in a Prospectus

International Auditing Practice Notes (IAPNs)

IAPN 1000 Special considerations in auditing financial instruments -

International Standards on Quality Control (ISQCs)

I1SQC 1 Quality Controls for Firms that Perform Audits and Reviews of Financial v
Statements, and Other Assurance and Related Services Engagements
International Standards on Related Services (ISRSs) ‘ ‘

ISRS 4400 Engagements to Perform Agreed-Upon Procedures Regarding Financial v
Information

ISRS 4410 Compilation Engagements v
International Standards on Review Engagements (ISREs) ‘ ‘

ISRE 2400 Engagements to Review Financial Statements v v

ISRE 2410 Review of Interim Financial Information Performed by the Independent v
Auditor of the Entity

BPP
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Title

Exposure Drafts (EDs)

IAASB Responding to Non-Compliance or Suspected Non-Compliance with v
Laws and Regulations

|IESBA Responding to Non-Compliance with Laws and Regulations v
IESBA Responding to a Suspected lllegal Act v
Other Documents ‘ ‘
ACCA Code of Ethics and Conduct v v
IESBA Code of Ethics for Professional Accountants (Revised May 2015) v
ACCA Technical Factsheet 145 — Anti Money-Laundering Guidance for the v
Accountancy Sector

The UK Corporate Governance Code as an example of a code of best practice v v
(Revised September 2014)

FRC Guidance on Audit Committees (Revised September 2012) as an v
example of guidance on best practice in relation to audit committees

IAASB Practice Alert Challenges in Auditing Fair Value Accounting Estimates v
in the Current Market Environment (October 2008)

IAASB Practice Alert Audit Considerations in Respect of Going Concern in the v
Current Economic Environment (January 2009)

IAASB Applying ISAs Proportionately with the Size and Complexity of an v
Entity (August 2009)

IAASB XBRL : The Emerging Landscape (January 2010) v
IAASB Auditor Considerations Regarding Significant Unusual or Highly v
Complex Transactions (September 2010)

IAASB Questions and Answers Professional Scepticism in an Audit of v
Financial Statements (February 2012)

IESBA Staff Questions and Answers on Implementing the Code of Ethics v
IAASB Staff Questions & Answers - Applying ISQC1 Proportionately with the v
Nature and Size of a Firm (October 2012)

IAASB A Framework for Audit Quality: Key Elements that Create an v
Environment for Audit Quality (February 2014)

Note. Topics of exposure drafts are examinable to the extent that relevant articles about them are published in
Student Accountant.
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Analysis of past papers

The table below provides details of when each element of the syllabus has been examined and the question number
and section in which each element appeared.

With the introduction of the four exam sessions, ACCA will continue to publish the same number of exams, two per
year, and at the same times, after the December and June exam sessions. These exams will be compiled from
questions selected from the two preceding sessions. The first of this kind was published in December 2015,
compiled from September 2015 and December 2015 exams, and this has been included in the analysis below.

Covered
in Text

chapter

Regulatory
environment

1 International 2(d)
regulatory frameworks
for audit and
assurance services

1 Money laundering 2(b) 3(a) 2 (c)

1 Laws and regulations 2(b) 3(b)

Professional and
ethical considerations

2 Codes of ethics for 4 3(a), 1, 4(b) | 1(c) 1 | 1@), | 1(b), | 2(b) | 3(@) | 2(a) | 3(b), | 4(b)
professional 4 4(b) | —(c) 4 (b) | 3(b) | 3(b), 4 (b) 4
accountants 5 4

@)
3 Fraud and error 4 2(d)
(@)

3 Professional liability 5(b)
Practice Management

4 Quality control 5(c) 4 2 1(b) 2 (b)

(@)
5 Advertising, publicity, 4(a) 1(b) 4 (a) 4 (b)

obtaining professional
work and fees

5 Tendering 4(a) 3(a)

5 Professional 3(a) | 4(a)
appointments

Assignments

6,7,8, | The audit of historical 1, 1, 1,2, | 1,3, | 1,8, 1,2, | 1(a), | 1), | 1,2, | 1(a), 1 1,2
9,10 financial information 2(a) | 2(a), | 3(a), | 4(a) 5 (@ |[3(a)-| 2(b), | 2(@) | 3(b) | 2(c), | 3(b) (a)-
including: 3(b), | 5(a) 3 (b), | 3(a) | =(b), 3(@) | 5(a (b)5
(i) Planning, 5(a)- 4 | 5@ | —(b), | 3(a) -(c)
materiality and (b) (b) 5(a) | —(c)
assessing the risk 5 5(a)
of misstatement —(b)
- (b)(
(if) Evidence c)
(iii) Evaluation and
review
11 Group audits 5(b) 1) | 5 1(a) 5 (b)
(a)
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Covered

in Text
chapter
Other assignments
12 Audit-related services 3 2 4
12 Assurance services 2(a),
2(b)
13 Prospective financial 2(a) 2(a) 2(a) 3
information
14 Forensic audits 3(c) 2 3(c) 4(a) 2(c)
(b) —(b)
15 Social and 3(b) 2(b) 2(a),
environmental auditing 2(b)
15 Public sector audit of 2(b)
performance
information
16 Internal audit and 4(b) 4 (a) 2(b),
outsourcing (b)
Reports
17 Auditor's reports 5@ | 5 | 50b)| 5 |5(0b)| 5 5 | 5(b) | 5() | 5() | 5@) | 5(a)
—(b) —(b)
17 Reports to 5(b)
management
17 Other reports
Current issues and
developments
1,23 Professional, ethical 4(c) 4(b)
and corporate
governance
11 Transnational audits
18 Other current issues 5(a) 4(a) 3@ | 4(3)
IMPORTANT!
The preceding table gives a broad idea of how frequently major topics in the syllabus are examined. It should not be
used to question spot and predict for example that Topic X will not be examined because it came up two sittings
ago. The examiner's reports indicate that the examiner is well aware some students try to question spot. You can
assume that she will therefore take care to ensure that the exams avoid falling into a predictable pattern, and may
examine the same topic two sittings in a row for example.
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Useful websites

The websites below provide additional sources of information of relevance to your studies for P7 Advanced Audit
and Assurance.

. 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.
o 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.

o www.ifac.org
This site has links to the IAASB and the IESBA, for up-to-date information on auditing issues.
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REGULATORY ENVIRONMENT AND PROFESSIONAL AND ETHICAL CONSIDERATIONS

Questions 1 to 9 cover Regulatory environment and Professional and ethical considerations, the subjects of Parts A
and B of the BPP Study Text for Paper P7.

1 Lark (6/12) 29 mins

(@)  Youare a manager in Lark & Co, responsible for the audit of Heron Co, an owner-managed business which
operates a chain of bars and restaurants. This is your firm's first year auditing the client and the audit for the
year ended 31 March 20X2 is underway. The audit senior sends a note for your attention:

'When | was auditing revenue | noticed something strange. Heron Co's revenue, which is almost entirely
cash-based, is recognised at $5.5 million in the draft financial statements. However, the accounting system
shows that till receipts for cash paid by customers amount to only $3.5 million. This seemed odd, so |
questioned Ava Gull, the financial controller about this. She said that Jack Heron, the company's owner, deals
with cash receipts and posts through journals dealing with cash and revenue. Ava asked Jack the reason for
these journals but he refused to give an explanation.

'While auditing cash, | noticed a payment of $2 million made by electronic transfer from the company's bank
account to an overseas financial institution. The bank statement showed that the transfer was authorised by
Jack Heron, but no other documentation regarding the transfer was available.

'Alarmed by the size of this transaction, and the lack of evidence to support it, | questioned Jack Heron,
asking him about the source of cash receipts and the reason for electronic transfer. He would not give any
answers and became quite aggressive.'

Required
(i) Discuss the implications of the circumstances described in the audit senior's note; and (6 marks)
(i) Explain the nature of any reporting that should take place by the audit senior. (3 marks)

(b)  Youare also responsible for the audit of Coot Co, and you are currently reviewing the working papers of the
audit for the year ended 28 February 20X2. In the working papers dealing with payroll, the audit junior has
commented as follows.

'Several new employees have been added to the company's payroll during the year, with combined payments
of $125,000 being made to them. There does not appear to be any authorisation for these additions. When |
questioned the payroll supervisor who made the amendments, she said that no authorisation was needed
because the new employees are only working for the company on a temporary basis. However, when
discussing staffing levels with management, it was stated that no new employees have been taken on this
year. Other than the tests of controls planned, no other audit work has been performed.’

Required

In relation to the audit of Coot Co's payroll, explain the meaning of the term 'professional skepticism', and
recommend any further actions that should be taken by the auditor. (6 marks)

(Total = 15 marks)

2 Plant (12/12) 31 mins

(@)  Youare an audit manager in Weller & Co, an audit firm which operates as part of an international network of
firms. This morning you received a note from a partner regarding a potential new audit client:

'| have been approached by the audit committee of the Plant Group, which operates in the mobile
telecommunications sector. Our firm has been invited to tender for the audit of the individual and group
financial statements for the year ending 31 March 20X3, and | would like your help in preparing the tender
document. This would be a major new client for our firm's telecoms audit department.

The Plant Group comprises a parent company and six subsidiaries, one of which is located overseas. The
audit committee is looking for a cost effective audit, and hopes that the strength of the Plant Group's
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governance and internal control mean that the audit can be conducted quickly, with a proposed deadline of
31 May 20X3. The Plant Group has expanded rapidly in the last few years and significant finance was raised
in July 20X2 through a stock exchange listing.'

Required

Identify and explain the specific matters to be included in the tender document for the audit of the Plant
Group. (8 marks)

(b)  Weller & Co is facing competition from other audit firms, and the partners have been considering how the
firm's revenue could be increased. Two suggestions have been made:

1 Audit partners and managers can be encouraged to sell non-audit services to audit clients by including
in their remuneration package a bonus for successful sales.

2 All audit managers should suggest to their audit clients that as well as providing the external audit
service, Weller & Co can provide the internal audit service as part of an 'extended audit' service.

Required

Comment on the ethical and professional issues raised by the suggestions to increase the firm's revenue.
(8 marks)

(Total = 16 marks)

3 Becker (12/08) 39 mins

You are a senior manager in Becker & Co, a firm of Chartered Certified Accountants offering audit and assurance
services mainly to large, privately owned companies. The firm has suffered from increased competition, due to two
new firms of accountants setting up in the same town. Several audit clients have moved to the new firms, leading to
loss of revenue, and an over staffed audit department. Bob McEnroe, one of the partners of Becker & Co, has asked
you to consider how the firm could react to this situation. Several possibilities have been raised for your
consideration:

1 Murray Co, a manufacturer of electronic equipment, is one of Becker & Co's audit clients. You are aware that
the company has recently designed a new product, which market research indicates is likely to be very
successful. The development of the product has been a huge drain on cash resources. The managing director
of Murray Co has written to the audit engagement partner to see if Becker & Co would be interested in making
an investment in the new product. It has been suggested that Becker & Co could provide finance for the
completion of the development and the marketing of the product. The finance would be in the form of
convertible debentures. Alternatively, a joint venture company in which control is shared between Murray Co
and Becker & Co could be established to manufacture, market and distribute the new product.

2 Becker & Co is considering expanding the provision of non-audit services. Ingrid Sharapova, a senior
manager in Becker & Co, has suggested that the firm could offer a recruitment advisory service to clients,
specialising in the recruitment of finance professionals. Becker & Co would charge a fee for this service based
on the salary of the employee recruited. Ingrid Sharapova worked as a recruitment consultant for a year
before deciding to train as an accountant.

3 Several audit clients are experiencing staff shortages, and it has been suggested that temporary staff
assignments could be offered. It is envisaged that a number of audit managers or seniors could be seconded
to clients for periods not exceeding six months, after which time they would return to Becker & Co.

Required

Identify and explain the ethical and practice management implications in respect of:

(@) A business arrangement with Murray Co (7 marks)
(b)  Arecruitment service offered to clients (7 marks)
(c)  Temporary staff assignments (6 marks)

(Total = 20 marks)
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4 Peaches (12/09) 31 mins

(@)  Following the International Audit and Assurance Standards Board's Clarity Project, many revised and redrafted
ISAs were effective for audits of financial statements for periods ending on or after 15 December 2010. One of
the objectives of the Clarity Project was to clarify mandatory requirements. This was done by changing the
wording used in the ISAs to indicate requirements which are expected to be applied in all audits. Some argue
that this introduced a more prescriptive (rules-based) approach to auditing, and that a principles-based
approach is more desirable.

Required

(i) Contrast the prescriptive and the principles-based approaches to auditing; and (2 marks)
(i) Outline the arguments for and against a prescriptive (rules-based) approach to auditing. (5 marks)

(b)  You are a manager in the audit department of Peaches & Co, a firm of Chartered Certified Accountants. One
of your responsibilities is to act as a mentor to new recruits into the department. A new junior auditor, Glen
Rambaran, has asked you to answer some questions which relate to issues encountered in his first few weeks
working at Peaches & Co. The questions are shown below.

(i) When | was on my initial training course, there was a session on ethics in which the presenter talked
about being intimidated by a client. | assume this does not mean physical intimidation, so what is an

intimidation threat? (3 marks)
(i) 1 know that Peaches & Co is facing competition from a new audit firm, and that our firm is advertising

its services in a national newspaper. What are the rules on advertising for new clients? (3 marks)
(iii) 1 heard one of the audit managers say that our firm had lost an audit client to a competitor because of

lowballing. What is lowballing and is it allowed? (3 marks) .
Required

For each of the three questions raised, provide a response to the audit junior, in which you identify and
explain the ethical or professional issue raised.

(Total = 16 marks)

5 Chester (12/13) 39 mins

You are an audit manager in Chester & Co, and you are reviewing three situations which have recently arisen with
respect to potential and existing audit clients of your firm.

Tetbury Co's managing director, Juan Stanton, has approached Chester & Co to invite the firm to tender for its audit.
Tetbury Co is a small, owner-managed company providing financial services such as arranging mortgages and
advising on pension plans. The company's previous auditors recently resigned. Juan Stanton states that this was due
to 'a disagreement on the accounting treatment of commission earned, and because they thought our controls were
not very good.' You are aware that Tetbury Co has been investigated by the financial services authority for alleged
non-compliance with its regulations. As well as performing the audit, Juan would like Chester & Co to give business
development advice.

The audit of Stratford Co's financial statements for the year ended 30 November 20X3 will commence shortly. You
are aware that the company is in financial difficulties. Stratford Co's managing director, Colin Charlecote, has
requested that the audit engagement partner accompanies him to a meeting with the bank, where a new loan will be
discussed and the draft financial statements reviewed. Colin has hinted that if the partner does not accompany him
to the meeting, he will put the audit out to tender. In addition, an invoice relating to interim audit work performed in
August 20X3 has not yet been paid.

Banbury Co is a listed entity, and its audit committee has asked Chester & Co to perform an actuarial valuation on
the company's defined benefit pension plan. One of the audit partners is a qualified actuary and has the necessary
skills and expertise to perform the service. Banbury Co has a year ending 28 February 20X4, and the audit planning
is due to commence next week. Its financial statements for the year ended 28 February 20X3, in respect of which the
audit report was unmodified, included total assets of $35 million and a pension liability of $105,000.
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Required

[dentify and discuss the ethical and other professional issues raised, and recommend any actions that should be
taken in respect of:

(@)  Tetbury Co (8 marks)
(b)  Stratford Co (6 marks)
(c)  Banbury Co (6 marks)

(Total = 20 marks)

6 Smith & Co (6/08) 33 mins

You are an audit manager in Smith & Co, a firm of Chartered Certified Accountants. You have recently been made
responsible for reviewing invoices raised to clients and for monitoring your firm's credit control procedures. Several
matters came to light during your most recent review of client invoice files:

Norman Co, a large private company, has not paid an invoice from Smith & Co dated 5 June 20X7 for work in
respect of the financial statement audit for the year ended 28 February 20X7. A file note dated 30 November 20X7
states that Norman Co is suffering poor cash flows and is unable to pay the balance. This is the only piece of
information in the file you are reviewing relating to the invoice. You are aware that the final audit work for the year
ended 28 February 20X8, which has not yet been invoiced, is nearly complete and the auditor's report is due to be
issued imminently.

Wallace Co, a private company whose business is the manufacture of industrial machinery, has paid all invoices
relating to the recently completed audit planning for the year ended 31 May 20X8. However, in the invoice file you
notice an invoice received by your firm from Wallace Co. The invoice is addressed to Valerie Hobson, the manager
responsible for the audit of Wallace Co. The invoice relates to the rental of an area in Wallace Co's empty warehouse,
with the following comment handwritten on the invoice: 'rental space being used for storage of Ms Hobson's
speedboat for six months — she is our auditor, so only charge a nominal sum of $100". When asked about the
invoice, Valerie Hobson said that the invoice should have been sent to her private address. You are aware that
Wallace Co sometimes uses the empty warehouse for rental income, though this is not the main trading income of
the company.

In the 'miscellaneous invoices raised’ file, an invoice dated last week has been raised to Software Supply Co, not a
client of your firm. The comment box on the invoice contains the note: 'referral fee for reccommending Software
Supply Co to several audit clients regarding the supply of bespoke accounting software'.

Required

Identify and discuss the ethical and other professional issues raised by the invoice file review, and recommend what
action, if any, Smith & Co should now take in respect of:

(@  Norman Co (8 marks)
(b)  Wallace Co (5 marks)
(c)  Software Supply Co (4 marks)

(Total = 17 marks)

7 Carter (6/10) 39 mins

You are a manager in the audit department of Carter & Co, and you are dealing with several ethical and professional
matters raised at recent management meetings, all of which relate to audit clients of your firm:

1 Fernwood Co has a year ending 30 June 20Y0. During this year, the company established a pension plan for
its employees, and this year end the company will be recognising for the first time a pension deficit on the
statement of financial position, in accordance with IAS 19 Employee Benefits. The finance director of
Fernwood Co has contacted the audit engagement partner, asking if your firm can provide a valuation service
in respect of the amount recognised.
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2 The finance director of Hall Co has requested that a certain audit senior, Kia Nelson, be assigned to the audit
team. This senior has not previously been assigned to the audit of Hall Co. On further investigation it
transpired that Kia Nelson is the sister of Hall Co's financial controller.

3 Collier Co has until recently kept important documents such as title deeds and insurance certificates in a safe
at its head office. However, following a number of thefts from the head office the directors have asked if the
documents could be held securely at Carter & Co's premises. The partners of Carter & Co are considering
offering a custodial service to all clients, some of whom may want to deposit tangible assets such as
paintings purchased as investments for safekeeping. The fee charged for this service would depend on the
value of item deposited as well as the length of the safekeeping arrangement.

4 Several audit clients have requested that Carter & Co provide technical training on financial reporting and tax
issues. This is not a service that the firm wishes to provide, and it has referred the audit clients to a training
firm, Gates Co, which is paying a referral fee to Carter & Co for each audit client which is referred.

Required

Identify and evaluate the ethical and other professional issues raised, in respect of:

(@)  Fernwood Co (6 marks)
(b)  Hall Co (6 marks)
(c)  Collier Co (5 marks)
(d)  Gates Co (3 marks)

(Total = 20 marks)

8 Ryder (6/14) 39 mins

You are a manager in Ryder & Co, a firm of Chartered Certified Accountants, and you have taken on the
responsibility for providing support and guidance to new members of the firm. Ryder & Co has recently recruited a
new audit junior, Sam Tyler, who has come across several issues in his first few months at the firm which he would
like your guidance on. Sam's comments and questions are shown below:

(@) | know that auditors are required to assess risks of material misstatement by developing an understanding of
the business risks of an audit client, but | am not clear on the relationship between business risk and risk of
material misstatement. Can you explain the two types of risk, and how identifying business risk relates to risk
of material misstatement? (4 marks)

(b) 1 worked on the interim audit of Crow Co, a manufacturing company which outsources its payroll function. |
know that for Crow Co payroll is material. How does the outsourcing of payroll affect our audit planning?
(4 marks)

(c)  Crow Co is tendering for an important contract to supply Hatfield Co. | know that Hatfield Co is also an audit
client of our firm, and | have heard that Crow Co's management has requested our firm to provide advice on
the tender it is preparing. What matters should our firm consider in deciding whether to provide advice to
Crow Coon the tender? (5 marks)

(d)  lalso worked on the audit of Campbell Co, where | heard the managing director, Ting Campbell, discussing a
potential new business opportunity with the audit engagement partner. Campbell Co is an events organiser,
and is planning to run a programme of nationwide events for accountants, at which speakers will discuss
technical updates to financial reporting, tax and audit regulations. Ting proposed that our firm could invest
some cash in the business opportunity, supply the speakers, market the events to our audit clients, and that
any profit made would be shared between Ryder & Co and Campbell Co. What would be the implications of
our firm considering this business opportunity? (7 marks)

Required

For each of the issues raised, respond to the audit junior, explaining the ethical and professional matters arising from
the audit junior's comments.

Note. The split of the mark allocation is shown against each of the issues above. (Total = 20 marks)
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9 Clifden (6/09) 33 mins

(@)  The IESBA's Code of Ethics for Professional Accountants states that a professional accountant is required to
comply with five fundamental principles, one of which is the principle of 'professional competence and due
care'.

Required

Explain what is meant by the term 'professional competence and due care', and outline how firms of
Chartered Certified Accountants can ensure that the principle is complied with. (4 marks)

(b)  Youare a senior manager in Clifden & Co, and you are responsible for the audit of Headford Co, a
manufacturer of plastic toys which are exported all over the world. The following matter has been brought to
your attention by the audit senior, who has just completed the planning of the forthcoming audit for the year
ending 30 June 20X9.

During a discussion with the production manager, it was revealed that there have been some quality control
problems with the toys manufactured between March and May 20X9. It was discovered that some of the
plastic used in the manufacture of the company's products had been contaminated with a dangerous
chemical which has the potential to explode if it is exposed to high temperatures. Headford Co did not recall
any of the products which had been manufactured during that time from customers, as management felt that
the risk of any injury being caused was remote.

Your firm has been invited to tender for the provision of the external audit service to Cong Co. You are aware
that Cong Co operates in the same industry as Headford Co, and that the two companies often enter into
highly publicised, aggressive advertising campaigns featuring very similar products. Cong Co is a much
larger company than Headford Co, and there would be the opportunity to offer some non-audit services as
well as the external audit.

Required

Assess the ethical and professional issues raised, and recommend any actions necessary in respect of:

(i) The contaminated plastic used by Headford Co; and (8 marks)
(i) The invitation to audit Cong Co. (5 marks)

(Total = 17 marks)

Y g
LEARNING MEDIA



PRACTICE MANAGEMENT
Questions 10 to 17 cover Practice management, the subject of Part C of the BPP Study Text for Paper P7.

10 Bunk (6/15) 39 mins

You are a senior manager in Bunk & Co, a global audit firm with offices in more than 30 countries. You are
responsible for monitoring audit quality and ethical situations which arise in relation to audit clients. Wire Co is an
audit client whose operations involve haulage and distribution. The audit report for the financial statements of Wire
Co for the year ended 31 December 20X4 was issued last week. You are conducting a review of the quality of that
audit, and of any ethical issues which arose in relation to it. Relevant information obtained from a discussion with
Lester Freeman, the audit engagement partner, is given below.

(@)  Wire Co's audit committee refused to agree to an increase in audit fees despite the company's operations
expanding into new locations. In response to this, the materiality level was increased during the audit, and
some review procedures were not carried out. To reduce sample sizes used in tests of detail, the samples
were selected based on judgement rather than statistical methods. In addition, only parts of the population
being tested were sampled, for example, certain locations were not included in the sample of non-current
assets selected for physical verification. (6 marks)

(b)  Some of the audit work was performed by an overseas office of Bunk & Co in an 'off-shoring' arrangement.
This practice is encouraged by Bunk & Co, whose managing partners see it as a way of improving audit
efficiency. The overseas office performs the work at a lower cost, and it was largely low-risk, non-
judgemental work included in this arrangement for the audit of Wire Co, for example, numerical checks on
documentation. In addition, the overseas office read the minutes of board meetings to identify issues relevant
to the audit. (5 marks)

(c) In July 20X4, Russell Bell, Wire Co's former finance director, joined Bunk & Co as an audit partner, working
in the same office as Lester Freeman. Although Russell was not a member of the audit team, he did update
Lester on some business developments which had taken place at the company during the period before he
left. Russell held a number of equity shares in Wire Co, which he sold in January 20X5. Since joining Bunk &
Co, Russell has been developing initiatives to increase the firm's income. One initiative is that audit team
members should be encouraged to cross-sell non-audit services and references to targets for the cross-
selling of non-audit services to audit clients is now included in partner and employee appraisal
documentation. (9 marks)

Required

Comment on the quality control, ethical and professional issues raised in respect of the audit of Wire Co and the
firm-wide policies of Bunk & Co, and recommend any actions to be taken by the audit firm.

Note. The split of the mark allocation is shown against each of the issues above.
Assume it is 6™ June 20X5. (Total = 20 marks)

11 Grape (12/09) 70 mins

You are a manager in Grape & Co, a firm of Chartered Certified Accountants. You have been temporarily assigned as
audit manager to the audit of Banana Co, because the engagement manager has been taken ill. The final audit of
Banana 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. Banana Co designs and manufactures
equipment such as cranes and scaffolding, which are used in the construction industry. The equipment usually
follows a standard design, but sometimes Banana Co designs specific items for customers according to
contractually agreed specifications. The 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.

During the year, a new range of manufacturing plant was introduced to the factories operated by Banana Co. All
factory employees received training from an external training firm on how to safely operate the machinery, at a total
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cost of $500,000. The training costs have been capitalised into the cost of the new machinery, as the finance director
argues that the training is necessary in order for the machinery to generate an economic benefit. After the year end,
Cherry Co, a major customer with whom Banana Co has several significant contracts, announced its insolvency, and
that procedures to shut down the company had commenced. The administrators of Cherry Co have suggested that
the company may be able to pay approximately 25% of the amounts owed to its trade payables (creditors). A trade
receivable of $300,000 is recognised on Banana Co's statement of financial position in respect of this customer.

In addition, one of the junior members of the audit team 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 Banana 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 Banana 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.

'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 if we picked an
item as part of our sample for which it would be time consuming to find the relevant evidence, then we should pick a
different item which would be quicker to audit.'

Required
In respect of the specific information provided:

(@)  Comment on the matters to be considered, and explain the audit evidence you should expect to find during
your file review in respect of:

(i) The training costs that have been capitalised into the cost of the new machinery; and
(i) The trade receivable recognised in relation to Cherry Co. (12 marks)

(b)  Evaluate the audit junior's concerns regarding the management of the audit of Banana Co. (10 marks)

(c)  There are specific regulatory obligations imposed on accountants and auditors in relation to detecting and
reporting money laundering activities. You have been asked to provide a training session to the new audit
juniors on auditors' responsibilities in relation to money laundering.

Required
Prepare briefing notes to be used at your training session in which you:

(i) Explain the term 'money laundering'. lllustrate your explanation with examples of money laundering
offences, including those which could be committed by the accountant

(i) Explain the policies and procedures that a firm of Chartered Certified Accountants should establish in

order to meet its responsibilities in relation to money laundering (10 marks)
Professional marks will be awarded in part (c) for the format of the answer, and the quality of the
explanations provided. (4 marks)
Note. Assume it is 6™ December 20X9. (Total = 36 marks)

12 Retriever (6/13) 49 mins

(@)  Kennel & Co, a firm of Chartered Certified Accountants, is the external audit provider for the Retriever Group
(the Group), a manufacturer of mobile phones and laptop computers. The Group obtained a stock exchange
listing in July 20X2. The audit of the consolidated financial statements for the year ended 28 February 20X3 is
nearing completion.
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You are a manager in the audit department of Kennel & Co, responsible for conducting engagement quality
control reviews on listed audit clients. You have discussed the Group audit with some of the junior members
of the audit team, one of whom made the following comments about how it was planned and carried out:

'The audit has been quite time-pressured. The audit manager told the juniors not to perform some of the
planned audit procedures on items such as directors' emoluments and share capital as they are considered to
below risk. He also instructed us not to use the firm's statistical sampling methods in selecting trade
receivables balances for testing, as it would be quicker to pick the sample based on our own judgement.

"Two of the juniors were given the tasks of auditing trade payables and going concern. The audit manager
asked us to review each other's work as it would be good training for us, and he didn't have time to review
everything.

'l was discussing the Group's tax position with the financial controller, when she said that she was struggling
to calculate the deferred tax asset that should be recognised. The deferred tax asset has arisen because
several of the Group's subsidiaries have been loss-making this year, creating unutilised tax losses. As | had
just studied deferred tax at college | did the calculation of the Group's deferred tax position for her. The audit
manager said this saved time as we now would not have to audit the deferred tax figure.

"The financial controller also asked for my advice as to how the tax losses could be utilised by the Group in
the future. | provided her with some tax planning recommendations, for which she was very grateful.'

Required
In relation to the audit of the Retriever Group, evaluate the quality control, ethical and other professional
matters arising in respect of the planning and performance of the Group audit. (13 marks)

The audit committee of the Group has contacted Kennel & Co to discuss an incident that took place on

1 June 20X3. On that date, there was a burglary at the Group's warehouse where inventory is stored prior to
despatch to customers. CCTV filmed the thieves loading a lorry belonging to the Group with boxes containing
finished goods. The last inventory count took place on 30 April 20X3.

The Group has insurance cover in place and Kennel & Co's forensic accounting department has been asked to
provide a forensic accounting service to determine the amount to be claimed in respect of the burglary. The
insurance covers the cost of assets lost as a result of thefts.

It is thought that the amount of the claim will be immaterial to the Group's financial statements, and there is
no ethical threat in Kennel & Co's forensic accounting department providing the forensic accounting service.

Required
In respect of the theft and the associated insurance claim:

(i) Identify and explain the matters to be considered, and the steps to be taken in planning the
forensic accounting service; and

(i)  Recommend the procedures to be performed in determining the amount of the claim.

Note. The total marks will be split equally between each part.

Assume it is 10" June 20X3. (12 marks)
(Total = 25 marks)

13 Nate & Co (12/07) 39 mins

You are an audit manager in Nate & Co, a firm of Chartered Certified Accountants. You are reviewing three situations,
which were recently discussed at the monthly audit managers' meeting:

.1

Nate & Co has recently been approached by a potential new audit client, Fisher Co. Your firm is keen to take
the appointment and is currently carrying out client acceptance procedures. Fisher Co was recently
incorporated by Marcellus Fisher, with its main trade being the retailing of wooden storage boxes.

Nate & Co provides the audit service to CF Co, a national financial services organisation. Due to a number of
errors in the recording of cash deposits from new customers that have been discovered by CF Co's internal
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audit team, the directors of CF Co have requested that your firm carry out a review of the financial information
technology systems. It has come to your attention that while working on the audit planning of CF Co, Jin
Sayed, one of the juniors on the audit team, who is a recent information technology graduate, spent three
hours providing advice to the internal audit team about how to improve the system. As far as you know, this
advice has not been used by the internal audit team.

3 LA Shots Co is a manufacturer of bottled drinks, and has been an audit client of Nate & Co for five years. Two
audit juniors attended the annual inventory count last Monday. They reported that Brenda Mangle, the new
production manager of LA Shots Co, wanted the inventory count and audit procedures performed as quickly
as possible. As an incentive she offered the two juniors ten free bottles of 'Super Juice' from the end of the
production line. Brenda also invited them to join the LA Shots Co office party, which commenced at the end
of the inventory count. The inventory count and audit procedures were completed within two hours (the
previous year's procedures lasted a full day), and the juniors then spent four hours at the office party.

Required

(@)  Define 'money laundering' and state the procedures specific to money laundering that should be considered
before, and on the acceptance of, the audit appointment of Fisher Co. (5 marks)

(b)  With reference to CF Co, explain the ethical and other professional issues raised. (9 marks)

(c) Identify and discuss the ethical and professional matters raised at the inventory count of LA Shots Co.
(6 marks)

(Total = 20 marks)

14 Weston (12/14) 39 mins

(@  Youare an audit manager in Weston & Co which is an international firm of Chartered Certified Accountants
with branches in many countries and which offers a range of audit and assurance services to its clients. Your
responsibilities include reviewing ethical matters which arise with audit clients, and dealing with approaches
from prospective audit clients.

The management of Jones Co has invited Weston & Co to submit an audit proposal (tender document) for
their consideration. Jones Co was established only two years ago, but has grown rapidly, and this will be the
first year that an audit is required. In previous years a limited assurance review was performed on its financial
statements by an unrelated audit firm. The company specialises in the recruitment of medical personnel and
some of its start-up funding was raised from a venture capital company. There are plans for the company to
open branches overseas to help recruit personnel from foreign countries.

Jones Co has one full-time accountant who uses an off-the-shelf accounting package to record transactions
and to prepare financial information. The company has a financial year ending 31 March 20X5.

The following comment was made by Bentley Jones, the company's founder and owner-manager, in relation
to the audit proposal and potential audit fee:

'l am looking for a firm of auditors who will give me a competitive audit fee. | am hoping that the fee will be
quite low, as | am willing to pay more for services that | consider more beneficial to the business, such as
strategic advice. | would like the audit fee to be linked to Jones Co's success in expanding overseas as a
result of the audit firm's advice. Hopefully the audit will not be too disruptive and | would like it completed
within four months of the year end.'

Required

(i) Explain the specific matters to be included in the audit proposal (tender document), other than those
relating to the audit fee; and (8 marks)

(i) Assuming that Weston & Co is appointed to provide the audit service to Jones Co, discuss the issues
to be considered by the audit firm in determining a fee for the audit including any ethical matters
raised. (6 marks)
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15 Spaniel & Bulldog (6/13) 39 mins

You are a manager in Groom & Co, a firm of Chartered Certified Accountants. You have just attended a monthly
meeting of audit partners and managers at which client-related matters were discussed. Information in relation to
two clients, which were discussed at the meeting, is given below:

(a)

Ordway Co is a long-standing audit client of your firm and is a listed company. Bobby Wellington has acted as
audit engagement partner for seven years and understands that a new audit partner needs to be appointed to —
take his place. Bobby is hoping to stay in contact with the client and act as the engagement quality control
reviewer in forthcoming audits of Ordway Co.

Required

Explain the ethical threats raised by the long association of senior audit personnel with an audit client and the
relevant safeguards to be applied, and discuss whether Bobby Wellington can act as engagement quality
control reviewer in the future audits of Ordway Co. (6 marks)

(Total = 20 marks)

Spaniel Co

The audit report on the financial statements of Spaniel Co, a long-standing audit client, for the year ended
31 December 20X2 was issued in April 20X3, and was unmodified. In May 20X3, Spaniel Co's audit
committee contacted the audit engagement partner to discuss a fraud that had been discovered. The
company's internal auditors estimate that $4.5 million has been stolen in a payroll fraud, which has been
operating since May 20X2.

The audit engagement partner commented that neither tests of controls nor substantive audit procedures L
were conducted on payroll in the audit of the latest financial statements as in previous years' audits there

were no deficiencies found in controls over payroll. The total assets recognised in Spaniel Co's financial

statements at 31 December 20X2 were $80 million. Spaniel Co is considering suing Groom & Co for the total

amount of cash stolen from the company, claiming that the audit firm was negligent in conducting the audit.

Required

Explain the matters that should be considered in determining whether Groom & Co is liable to Spaniel Co in
respect of the fraud. (12 marks)
Bulldog Co

Bulldog Co is a clothing manufacturer, which has recently expanded its operations overseas. To manage
exposure to cash flows denominated in foreign currencies, the company has set up a treasury management
function, which is responsible for entering into hedge transactions such as forward exchange contracts.
These transactions are likely to be material to the financial statements. The audit partner is about to
commence planning the audit for the year ending 31 July 20X3.

Requiread:

Discuss why the audit of financial instruments is particularly challenging, and explain the matters to be
considered in planning the audit of Bulldog Co's forward exchange contracts. (8 marks)

(Total = 20 marks)

16 Raven (6/12) 29 mins

You are a senior manager in the audit department of Raven & Co. You are reviewing two situations which have arisen
in respect of audit clients, which were recently discussed at the monthly audit managers' meeting:

1
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Grouse Co is a significant audit client which develops software packages. Its managing director, Max
Partridge, has contacted one of your firm's partners regarding a potential business opportunity. The proposal
is that Grouse Co and Raven & Co could jointly develop accounting and tax calculation software, and that
revenue from sales of the software would be equally split between the two firms. Max thinks that Raven &
Co's audit clients would be a good customer base for the product.




2 Plover Co is a private hospital which provides elective medical services, such as laser eye surgery to improve
eyesight. The audit of its financial statements for the year ended 31 March 20X2 is currently taking place. The
audit senior overheard one of the surgeons who performs laser surgery saying to his colleague that he is
hoping to finish his medical qualification soon, and that he was glad that Plover Co did not check his
references before employing him. While completing the subsequent events audit procedures, the audit senior
found a letter from a patient's solicitor claiming compensation from Plover Co in relation to alleged medical
negligence resulting in injury to the patient.

Required

Identify and discuss the ethical, commercial and other professional issues raised, and recommend any actions that
should be taken in respect of:

(@)  Grouse Co (8 marks)
(b)  Plover Co (7 marks)

(Total = 15 marks)

17 Dragon Group (6/09) 66 mins

(@)  Explain four reasons why a firm of auditors may decide not to seek re-election as auditor. (6 marks)

You are Jennifer Meadows, a newly-qualified audit supervisor in Unicorn & Co, a global firm of Chartered Certified
Accountants, with offices in over 150 countries across the world. Unicorn & Co has been invited to tender for the
Dragon Group audit (including the audit of all subsidiaries). You work in a department within the firm which
specialises in the audit of retail companies, and have just received the following email from Cameron Wells, a senior
partner in the department.

To: Jennifer Meadows
From: Cameron Wells
Date: June 20X9
Subject: The Dragon Group

Jennifer,
We are currently considering tendering for the audit of a new client called the Dragon Group.

The Dragon Group is a large group of companies operating in the furniture retail trade. The group has expanded
rapidly in the last three years, by acquiring several subsidiaries each year. The management of the parent company,
Dragon plc, has decided to put the audit of the group and all subsidiaries out to tender, as the current audit firm is
not seeking re-election. The financial year end of the Dragon Group is 30 September 20X9.

| recently held a meeting with Edmund Jalousie, the group finance director, in which we discussed the current group
structure, recent acquisitions, and the group's plans for future expansion. | made some notes from the meeting, on
the basis of which | would like you to prepare some briefing notes for me which:

(i) Recommend and describe the principal matters to be included in the firm's tender document to provide the
audit service to the Dragon Group; and (10 marks)

(i)  Evaluate the matters that should be considered before accepting the audit engagement, in the event of us
being successful in the tender. (7 marks)

You'll need to collect my meeting notes from my secretary.
Thanks,

Cameron Wells
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Meeting notes — Dragon Group
Group structure

The parent company owns 20 subsidiaries, all of which are wholly owned. Half of the subsidiaries are located in this
country, and half overseas. Most of the foreign subsidiaries report under the same financial reporting framework as
Dragon Co, but several prepare financial statements using local accounting rules.

Acquisitions during the year
Two companies were purchased in March 20X9, both located in this country:

o Mermaid Co, a company which operates 20 furniture retail outlets. The audit opinion expressed by the
incumbent auditor on the financial statements for the year ended 30 September 20X8 was modified by a
material misstatement over the non-disclosure of a contingent liability. The contingent liability relates to a
court case which is still ongoing.

) Minotaur Co, a large company, whose operations are distribution and warehousing. This represents a
diversification away from retail, and it is hoped that the Dragon Group will benefit from significant economies
of scale as a result of the acquisition.

Other matters

The acquisitive strategy of the group over the last few years has led to significant growth. Group revenue has
increased by 25% in the last three years, and is predicted to increase by a further 35% in the next four years as the
acquisition of more subsidiaries is planned. The Dragon Group has raised finance for the acquisitions in the past by
becoming listed on the stock exchanges of three different countries. A new listing on a foreign stock exchange is
planned for January 20Y0. For this reason, management would like the group audit completed by 31 December 20X9.

Required
(b)  Respond to the partner's email. (17 marks)
Professional marks will be awarded in part (b) for the clarity and presentation of the evaluation. (4 marks)

(c) (i) Define 'transnational audit', and explain the relevance of the term to the audit of the Dragon Group.

(3 marks)
(i)  Discuss two features of a transnational audit that may contribute to a high level of audit risk in such an
engagement. (4 marks)

(Total = 34 marks)
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AUDIT OF HISTORICAL FINANCIAL INFORMATION AND OTHER ASSIGNMENTS

Questions 18 to 56 cover Audit of historical financial information and other assignments, the subject of Parts D
and E of the BPP Study Text for Paper P7.

18 Ted (6/15) 68 mins

You are a manager in the audit department of Craggy & Co, a firm of Chartered Certified Accountants, and you have
just been assigned to the audit of Ted Co, a new audit client of your firm, with a financial year ended 31 May 20X5.
Ted Co, a newly listed company, is a computer games designer and developer, and has grown rapidly in the last few
years. The audit engagement partner, Jack Hackett, has sent you the following email:

To: Audit manager
From: Jack Hackett
Regarding: Ted Co audit planning

Hello

There are several tasks | require you to perform in respect of planning the audit of Ted Co. | held a meeting with the
company's finance director, Len Brennan, yesterday, and | have provided you with some information from that
meeting. In addition, | have asked one of the audit seniors to begin to carry out preliminary analytical review
procedures on Ted Co's draft financial statements, and the results of the review performed so far are also provided
to you.

Using this information and your audit planning knowledge, you are required to prepare briefing notes for me to use
when briefing the audit team. In the briefing notes you should:

(@)  Discuss the matters specific to the planning of an initial audit engagement which should be considered in
developing the audit strategy. (6 marks)

(b)  Evaluate the audit risks to be considered in planning the audit of Ted Co. (17 marks)
(c)  Recommend the principal audit procedures to be performed in the audit of:

(i) The portfolio of short-term investments, and
(i) The earnings per share figure. (8 marks)

Thank you.

Notes from meeting with Len Brennan

Ted Co was formed ten years ago by Dougal Doyle, a graduate in multimedia computing. The company designs,
develops and publishes computer games including many highly successful games which have won industry awards.
In the last two years the company invested $100m in creating games designed to appeal to a broad, global audience
and sales are now made in over 60 countries. The software used in the computer games is developed in this country,
but the manufacture of the physical product takes place overseas.

Computer games are largely sold through retail outlets, but approximately 25% of Ted Co's revenue is generated
through sales made on the company's website. In some countries Ted Co's products are distributed under licences
which give the licence holder the exclusive right to sell the products in that country. The cost of each licence to the
distributor depends on the estimated sales in the country to which it relates, and licences last for an average of five
years. The income which Ted Co receives from the sale of a licence is deferred over the period of the licence. At 31
May 20X5 the total amount of deferred income recognised in Ted Co's statement of financial position is $18 million.

As part of a five-year strategic plan, Ted Co obtained a stock market listing in December 20X4. The listing and related
share issue raised a significant amount of finance, and many shares are held by institutional investors. Dougal Doyle
retains a 20% equity shareholding, and a further 10% of the company's shares are held by his family members.

Despite being listed, the company does not have an internal audit department, and there is only one non-executive
director on the board. These problems, which Ted Co's management is hoping to resolve in the next few months, are
explained in the company's annual report, as required by the applicable corporate governance code.
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Recently, a small treasury management function was established to manage the company's foreign currency
transactions, which include forward exchange currency contracts. The treasury management function also deals with —
short-term investments. In January 20X5, cash of $8 million was invested in a portfolio of equity shares held in listed
companies, which is to be held in the short term as a speculative investment. The shares are recognised as a
financial asset at cost of $8 million in the draft statement of financial position. The fair value of the shares at 31 May
20X5 is $6 million.

As a listed company, Ted Co is required to disclose its earnings per share figure. Dougal Doyle would like this to be
based on an adjusted earnings figure which does not include depreciation or amortisation expenses.

The previous auditors of Ted Co, a small firm called Crilly & Co, resigned in September 20X4. The audit opinion on
the financial statements for the year ended 31 May 20X4 was unmodified.

Extract of draft financial statements and results of preliminary analytical review

Statement of profit or loss (extract)

Year to 31 May 20X5 Year to 31 May % change
20X4

Draft Actual

$'000 $'000
Revenue 98,000 67,000 46.3% increase
Gross profit 65,000 40,000 62.5% increase
Operating profit 12,000 9,200 30.4% increase
Finance charge 4,000 3,800 5.3% increase
Profit before tax 8,000 5,400 48.1% increase
Earnings per share 89.6 cent per share - L

Note: Earnings per share has been calculated as follows:

$,000
Profit before tax 8,000
Ada: Depreciation 1,100
Amortisation 6,000
Adjusted profit before tax 15,100
Adjusted profit before tax 15,100,000
Number of equity shares at 31 May 20X5 16,850,000 = 89.6 cents per share
Statement of financial position (extract)
31 May 20X5 31 May 20X4

Draft Actual

$'000 $'000 % change
Non-current assets:
Intangible assets — development costs 58,000 35,000 65.7% increase
Total assets 134,000 105,000 27.6% increase
Required
Respond to the email from the audit partner. (31 marks)

Note. The split of the mark allocation is shown in the partner's email.

Professional marks will be awarded for the presentation, clarity of explanations and logical flow of the briefing notes.
(4 marks)

Note. Assume it is 6th June 20X5. (Total = 35 marks)
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19 Francis (12/14) 49 mins

You are a manager in the audit department of Williams & Co and you are reviewing the audit working papers in
relation to the Francis Group (the Group), whose financial year ended on 31 July 20X4. Your firm audits all
components of the Group, which consists of a parent company and three subsidiaries — Marks Co, Roberts Co and
Teapot Co.

The Group manufactures engines which are then supplied to the car industry. The draft consolidated financial
statements recognise profit for the year to 31 July 20X4 of $23 million (20X3 — $33 million) and total assets of $450
million (20X3 — $455 million).

Information in respect of three issues has been highlighted for your attention during the file review.

(@)  An 80% equity shareholding in Teapot Co was acquired on 1 August 20X3. Goodwill on the acquisition of $27
million was calculated at that date and remains recognised as an intangible asset at that value at the year end.
The goodwill calculation performed by the Group's management is shown below:

$'000

Purchase consideration 75,000
Fair value of 20% non-controlling interest 13,000
88,000

Less: Fair value of Teapot Co's identifiable net assets at acquisition (61,000)
Goodwill 27,000

In determining the fair value of identifiable net assets at acquisition, an upwards fair value adjustment of
$300,000 was made to the book value of a property recognised in Teapot Co's financial statements at a
carrying value of $600,000.

A loan of $60 million was taken out on 1 August 20X3 to help finance the acquisition. The loan carries an
annual interest rate of 6%, with interest payments made annually in arrears. The loan will be repaid in 20
years at a premium of $5 million. (12 marks)

(b)  In September 20X4, a natural disaster caused severe damage to the property complex housing the Group's
head office and main manufacturing site. For health and safety reasons, a decision was made to demolish the
property complex. The demolition took place three weeks after the damage was caused. The property had a
carrying value of $16 million at 31 July 20X4.

A contingent asset of $18 million has been recognised as a current asset and as deferred income in the Group
statement of financial position at 31 July 20X4, representing the amount claimed under the Group's insurance
policy in respect of the disaster. (7 marks)

(c)  Marks Co supplies some of the components used by Roberts Co in its manufacturing process. At the year
end, an intercompany receivable of $20 million is recognised in Marks Co's financial statements. Roberts
Co's financial statements include a corresponding intercompany payables balance of $20 million and
inventory supplied from Marks Co valued at $50 million. (6 marks)

Required

Comment on the matters to be considered, and explain the audit evidence you should expect to find during your
review of the audit working papers in respect of each of the issues described above.

Note. The split of the mark allocation is shown against each of the issues above. Assume it is 10th December 20X4.
(Total =25 marks)
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20 Mac (6/10) (amended) 51 mins

Mac Co is a large, private company, whose business activity is events management, involving the organisation of
conferences, meetings and celebratory events for companies. Mac Co was founded ten years ago by Danny Hudson
and his sister, Stella, who still own the majority of the company's shares. The company has grown rapidly and now
employs more than 150 staff in 20 offices.

You are a manager in the business advisory department of Flack & Co. Your firm has just been engaged to provide
the internal audit service to Mac Co. In your initial conversation with Danny and Stella, you discovered that currently
there is a small internal audit team, under the supervision of Lindsay Montana, a recently qualified accountant.
Before heading up the internal audit department, Lindsay was a junior finance manager of the company. The
members of the internal audit team will be reassigned to roles in the finance department once your firm has
commenced the provision of the internal audit service.

Mac Co is not an existing client of your firm, and to gain further understanding of the company, you held a meeting
with Lindsay Montana. Notes from this meeting are shown below.

Notes of meeting held with Lindsay Montana on 1 June 20X0

The internal audit team has three employees, including Lindsay, who reports to the finance director. The other two
internal auditors are currently studying for their professional examinations. The team was set up two years ago, and
initially focused on introducing financial controls across all of Mac Co's offices. Nine months ago the finance director
instructed the team to focus their attention on introducing operational controls in order to achieve cost savings due
to a cash flow problem being suffered by the company. The team does not have time to perform much testing of
financial or operational controls.

In the course of her work, Lindsay finds many instances of management policies not being adhered to, and the
managers of each location are generally reluctant to introduce controls as they want to avoid bureaucracy and
paperwork. As a result, Lindsay's recommendations are often ignored.

Three weeks ago, Lindsay discovered a fraud operating at one of the offices while reviewing the procedures relating
to the approval of new suppliers and payments made to suppliers. The fraud involved an account manager
authorising the payment of invoices received from fictitious suppliers, with payment actually being made into the
account manager's personal bank account. Lindsay reported the account manager to the finance director, and the
manager was immediately removed from office. This situation has highlighted to Danny and Stella that something
needs to be done to improve controls within their organisation.

Danny and Stella are considering taking legal action against Mac Co's external audit provider, Manhattan & Co,
because their audit procedures did not reveal the fraud.

Danny and Stella are deciding whether to set up an audit committee. Under the regulatory framework in which it
operates, Mac Co is not required to have an audit committee, but a disclosure note explaining whether an audit
committee has been established is required in the annual report.

Required
(@)  Evaluate the benefits specific to Mac Co of outsourcing its internal audit function. (6 marks)

(b)  Explain the potential impacts on the external audit of Mac Co if the decision is taken to outsource its internal
audit function. (4 marks)

(c) Recommend procedures that could be used by your firm to quantify the financial loss suffered by Mac Co as
a result of the fraud. (4 marks)

(d)  Prepare a report to be presented to Danny and Stella in which you:

(i) Compare the responsibilities of the external auditor and of management in relation to the prevention
and detection of fraud (4 marks)

(i) Assess the benefits and drawbacks for Mac Co in establishing an audit committee (4 marks)

Professional marks will be awarded in respect of requirement (d) for the presentation of your answer, and the
clarity of your discussion. (4 marks)

(Total = 26 marks)
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21 Distant 29 mins

The performance of all schools in Farland is subject to annual audits, conducted by audit firms, which examine
schools in terms of a range of metrics determined by the national government of Farland. The framework for
measuring performance in the public sector in Farland is relatively new, and has been the subject of not
inconsiderable public debate. Its detractors have claimed that it is irrelevant and that it fails to measure the real
performance of schools.

Distant Primary School is located in Village Creek, an inner-city area of Farland's capital, Far City. It is a former
industrial zone, which now suffers from high levels of unemployment and crime. Many of its residents are among the
poorest 20% of Farland's population, whose children qualify to receive free school meals from the government.
Among Distant Primary School's pupils is a relatively high proportion of children born outside Farland, for whom
English was not their first language.

Attendance levels at Distant Primary are poor, and the school has received reports from concerned citizens of school
children wearing dishevelled uniforms being in the city centre at times when they should have been at school.

Distant Primary School is required to report on key performance indicators (KPIs) in areas spanning the breadth of
its activities. On the basis of these indicators, Far City's regulator of schools has recently assessed Distant Primary
School's performance to be poor.

Distant Primary's KPIs included the following.

Academic performance % pupils achieving A grade in June exams at age 11
School attendance Average % pupils absent from registration 8:30 am
Participation in sport Number of trophies won by school sports teams

Uniform % pupils whose school uniform is in line with regulations
Required

Using the information available:

(@)  Critically assess the usefulness of the KPIs on which Distant Primary School is required to report, suggesting
possible ways of improving upon any inadequacies you may find (7 marks)

(b)  Recommend alternative KPIs to measure performance in each area (2 marks)

(c) Identify audit procedures to provide assurance on the accuracy of the alternative KPIs which you have
recommended (6 marks)

(Total = 15 marks)

22 Juliet (6/10) 39 mins

(@)  Auditors should accept some of the blame when a company on which they have expressed an unmodified
audit opinion subsequently fails, and they should also do more to highlight going concern problems being
faced by a company.

Required
Discuss this statement. (8 marks)

(b)  You are the manager responsible for the audit of Juliet Co, and you are planning the final audit of the financial
statements for the year ending 30 June 20X0. Juliet Co is a supplier of components used in the manufacture
of vehicle engines. Due to a downturn in the economy, and in the automotive industry particularly, the
company has suffered a decline in sales and profitability over the last two years, mainly due to the loss of
several key customer contracts. Many of Juliet Co's non-current assets are impaired in value, and a
significant number of receivables balances have been written off in the last six months.

Y g
LEARNING MEDIA



In response to the deteriorating market conditions, the management of Juliet Co decided to restructure the
business. The main manufacturing facility will be reduced in size by two-thirds, and investment will be made —
in new technology to make the remaining operations more efficient, and to enable the manufacture of a wider
variety of components for use in different types of engines and machinery. In order to fund this restructuring,
the management of Juliet Co approached the company's bank with a request for a significant loan. You are
aware that without the loan, Juliet Co is unlikely to be able to restructure successfully, which will raise
significant doubt over its ability to continue as a going concern.

Your firm has been asked to advise on the necessary forecasts and projections that the bank will need to see
in order to make a decision regarding the finance requested. Management has also requested that your firm
attend a meeting with the bank at which the forecasts will be discussed.

Required

(i) Identify and explain the matters that should be considered, and the principal audit procedures to be
performed, in respect of the additional funding being sought. (6 marks)

(i)~ Comment on the ethical and other implications of the request for your firm to provide advice on the
forecasts and projections, and to attend the meeting with the bank. (6 marks)

(Total = 20 marks)

23 Apricot (12/09) 31 mins

Your audit client, Apricot Co, is intending to purchase a new warehouse at a cost of $500,000. One of the directors of
the company, Pik Choi, has agreed to make the necessary finance available through a director's loan to the company.
This arrangement has been approved by the other directors, and the cash will be provided on 30 March 20X0, one
day before the purchase is due to be completed. Pik's financial advisor has asked to see a cash flow projection of
Apricot Co for the next three months. Your firm has been asked to provide an assurance report to Pik's financial
advisor on this prospective financial information.

The cash flow forecast is shown below.
January 20X0 February 20X0 March 20X0

$'000 $'000 $'000
Operating cash receipts:
Cash sales 125 135 140
Receipts from credit sales 580 600 625
Operating cash payments:
Purchases of inventory (410) (425) (425)
Salaries (100) (100) (100)
Overheads (175) (175) (175)
Other cash flows:
Dividend payment (80)
Purchase of new licence (35)
Fixtures for new warehouse (60)
Loan receipt 500
Payment for warehouse o o (500
Cash flow for the month (15) (45) 5
Opening cash 100 85 40
Closing cash 85 40 45
The following information is relevant:
1 Apricot Co is a wholesaler of catering equipment and frozen food. Its customers are mostly restaurant chains

and fast food outlets.

2 Customers who pay in cash receive a 10% discount. Analysis has been provided showing that for sales made
on credit, 20% of customers pay in the month of the sale, 60% pay after 45 days, 10% after 65 days, 5%
after 90 days, and the remainder are bad debts.

3 Apricot Co pays for all purchases within 30 days in order to take advantage of a 12% discount from suppliers.
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Overheads are mainly property rentals, utility bills, insurance premiums and general office expenses.

Apricot Co needs to have a health and safety licence as it sells food. Each licence is valid for one year and is
issued once an inspection has taken place.

6 A profit forecast has also been prepared for the year ending 31 December 20X0 to help with internal planning
and budgeting.

This is the first time that Apricot Co has requested an assurance report, and the directors are unsure about the
contents of the report that your firm will issue. They understand that it is similar in format to an auditor's report, but
that the specific contents are not the same.

Required

(@)  Recommend the procedures that should be performed on the cash flow forecast for the three months ending
31 March 20X0 in order to provide an assurance report as requested by Apricot Co. (11 marks)

(b)  Explain the main contents of the report that will be issued on the prospective financial information. (5 marks)
(Total = 16 marks)

24 Faster Jets (12/14)

Faster Jets Co is an airline company and is a new audit client of Brown & Co. You are responsible for the audit of the
financial statements for the year ended 30 November 20X4. The draft financial statements recognise revenue of $150
million and total assets of $250 million.

39 mins

(@)  During the year, Faster Jets Co purchased several large plots of land located near major airports at a cost of
$12.5 million. The land is currently rented out and is classified as investment property, which is recognised in
the draft financial statements at a fair value of $14.5 million. The audit partner has suggested the use of an
auditor's expert to obtain evidence in respect of the fair value of the land.

Required
In respect of the land recognised as investment property:
(i) Explain the additional information which you require to plan the audit of the land; and

(i) Explain the matters to be considered in assessing the reliance which can be placed on the work of an
auditor's expert.

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

(b)  Your firm has also been engaged to perform a separate assurance engagement on Faster Jets Co's corporate
social responsibility (CSR) report. This engagement will be performed by Brown & Co's specialist social and
environmental assurance department and there are no ethical threats created by the provision of this service
in addition to the audit. An extract from the draft CSR report is shown below.

Continue to invest in local
communities and contribute to
charitable causes

Make direct charitable cash
donations to local charities

Build relationships with global
charities and offer free flights to
charitable organizations

Develop our Local Learning
Initiative and offer free one day
education programmes to
schools

Donations of $550,000 were made to
local charities

800 free flights with a value of
$560,000 were provided to charities

$750,000 was spent on the Local
Learning Initiative and 2,250 children
attended education days

Reduce environmental impact of
operations

Reduce the amount of vehicle
fuel used on business travel by
our employees

The number of miles travelled in
vehicles reduced by 5%, and the
amount spent on vehicle fuel reduced

by 7%
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Required

(i) Discuss the difficulties in measuring and reporting on social and environmental performance; and
(4 marks)

(i)  Recommend the procedures to be used to gain assurance on the validity of the performance
information in Faster Jets Co's CSR report. (6 marks)

(Total = 20 marks)

25 Magpie (6/12) 72 mins

You are a manager in Magpie & Co, responsible for the audit of the CS Group. An extract from the permanent audit
file describing the CS Group's history and operations is shown below:

Permanent file (extract)

Crow Co was incorporated 100 years ago. It was founded by Joseph Crow, who established a small pottery making
tableware such as dishes, plates and cups. The products quickly grew popular, with one range of products becoming
highly sought after when it was used at a royal wedding. The company's products have retained their popularity over
the decades, and the Crow brand enjoys a strong identity and good market share.

Ten years ago, Crow Co made its first acquisition by purchasing 100% of the share capital of Starling Co. Both
companies benefited from the newly formed CS Group, as Starling Co itself had a strong brand name in the pottery
market. The CS Group has a history of steady profitability and stable management.

Crow Co and Starling Co have a financial year ending 31 July 20X2, and your firm has audited both companies for
several years.

(@)  You have received an email from Jo Daw, the audit engagement partner:

To: Audit manager
From: Jo Daw
Regarding: CS Group audit planning

Hello

| have just been to a meeting with Steve Eagle, the finance director of the CS Group. We were discussing
recent events which will have a bearing on our forthcoming audit, and my notes from the meeting are
attached to this email. One of the issues discussed is the change in group structure due to the acquisition of
Canary Co earlier this year. Our firm has been appointed as auditor of Canary Co, which has a year ending
30 June 20X2, and the terms of the engagement have been agreed with the client. We need to start planning
the audits of the three components of the Group, and of the consolidated financial statements.

Using the attached information, you are required to:

(i) Identify and explain the implications of the acquisition of Canary Co for the audit planning of the
individual and consolidated financial statements of the CS Group (8 marks)

(i) Evaluate the risks of material misstatement to be considered in the audit planning of the individual and
consolidated financial statements of the CS Group, identifying any matters that are not relevant to the

audit planning (18 marks)
(iiiy  Recommend the principal audit procedures to be performed in respect of the goodwill initially

recognised on the acquisition of Canary Co (5 marks)
Thank you.
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Attachment: Notes from meeting with Steve Eagle, finance director of the CS Group
Acquisition of Canary Co

The most significant event for the CS Group this year was the acquisition of Canary Co, which took place on
1 February 20X2. Crow Co purchased all of Canary Co's equity shares for cash consideration of $125 million,
and further contingent consideration of $30 million will be paid on the third anniversary of the acquisition, if
the Group's revenue grows by at least 8% per annum. Crow Co engaged an external provider to perform due
diligence on Canary Co, whose report indicated that the fair value of Canary Co's net assets was estimated to
be $110 million at the date of acquisition. Goodwill arising on the acquisition has been calculated as follows.

$ million
Fair value of consideration:
Cash consideration 125
Contingent consideration - 30
155
Less fair value of identifiable net assets acquired (110)
Goodwill 45

To help finance the acquisition, Crow Co issued loan stock at par on 31 January 20X2, raising cash of
$100 million. The loan has a five-year term, and will be repaid at a premium of $20 million. 5% interest is
payable annually in arrears. It is Group accounting policy to recognise financial liabilities at amortised cost.

Canary Co manufactures pottery figurines and ornaments. The company is considered a good strategic fit to
the Group, as its products are luxury items like those of Crow Co and Starling Co, and its acquisition will
enable the Group to diversify into a different market. Approximately 30% of its sales are made online, and it is
hoped that online sales can soon be introduced for the rest of the Group's products. Canary Co has only ever
operated as a single company, so this is the first year that it is part of a group of companies.

Financial performance and position

The Group has performed well this year, with forecast consolidated revenue for the year to 31 July 20X2 of
$135 million (20X1 — $125 million), and profit before tax of $8.5 million (20X1 — $8.4 million). A breakdown
of the Group's forecast revenue and profit is shown below.

Crow Co Starling Co  Canary Co CS Group

$ million $ million $ million $ million
Revenue 69 50 16 135
Profit before tax 35 3 2 8.5

Note. Canary Co's results have been included from 1 February 20X2 (date of acquisition), and forecast up to
31 July 20X2, the CS Group's financial year end.

The forecast consolidated statement of financial position at 31 July 20X2 recognises total assets of
$550 million.

Other matters

Starling Co received a grant of $35 million on 1 March 20X2 in relation to redevelopment of its main
manufacturing site. The government is providing grants to companies for capital expenditure on
environmentally friendly assets. Starling Co has spent $25 million of the amount received on solar panels
which generate electricity, and intends to spend the remaining $10 million on upgrading its production and
packaging lines.

During the year to 31 July 20X2 it was discovered that an error had been made by a member of Crow Co's
finance department which had resulted in the overstatement of deferred revenue by $10,000 in the prior
period.

On 1 January 20X2, a new IT system was introduced to Crow Co and Starling Co, with the aim of improving
financial reporting controls and to standardise processes across the two companies. Unfortunately, Starling
Co's finance director left the company last week.
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Required
Respond to the email from the partner. (31 marks)
Note. The split of the mark allocation is shown within the email.

(b)  Magpie & Co's ethics partner, Robin Finch, leaves a note on your desk:

'l have just had a conversation with Steve Eagle concerning the CS Group. He would like the audit
engagement partner to attend the CS Group's board meetings on a monthly basis so that our firm can be
made aware of any issues relating to the audit as soon as possible. Also, Steve asked if one of our audit
managers could be seconded to Starling Co in temporary replacement of its finance director who recently left,
and asked for our help in recruiting a permanent replacement. Please provide me with a response to Steve
which evaluates the ethical implications of his requests.'

Required
Respond to the note from the partner. (6 marks)
(Total = 37 marks)

26 Adder (6/15) 49 mins

The Adder Group (the Group) has been an audit client of your firm for several years. You have recently been
assigned to act as audit manager, replacing a manager who has fallen ill, and the audit of the group financial
statements for the year ended 31 March 20X5 is underway. The Group's activities include property management and
the provision of large storage facilities in warehouses owned by the Group. The draft consolidated financial
statements recognise total assets of $150 million, and profit before tax of $20 million.

(@)  The audit engagement partner, Edmund Black, has asked you to review the audit working papers in relation to
two audit issues which have been highlighted by the audit senior. Information on each of these issues is given
below:

(i) In December 20X4, a leisure centre complex was sold for proceeds equivalent to its fair value of $35
million, the related assets have been derecognised from the Group statement of financial position, and
a profit on disposal of $8 million is included in the Group statement of profit or loss for the year. The
remaining useful life of the leisure centre complex was 21 years at the date of disposal.

The Group is leasing back the leisure centre complex to use in its ongoing operations, paying a rental
based on the market rate of interest plus 2%. At the end of the 20-year lease arrangement, the Group
has the option to repurchase the leisure centre complex for its market value at that time.

(i) In January 20X5, the Group acquired 52% of the equity shares of Baldrick Co. This company has not
been consolidated into the Group as a subsidiary, and is instead accounted for as an associate. The
Group finance director's reason for this accounting treatment is that Baldrick Co's operations have not
yet been integrated with those of the rest of the Group. Baldrick Co's financial statements recognise
total assets of $18 million and a loss for the year to 31 March 20X5 of $5 million.

Required
In respect of the issues described above:

Comment on the matters to be considered, and explain the audit evidence you should expect to find in your
review of the audit working papers.

Note. The marks will be split equally between each part. (16 marks)
(b)  The audit senior also left the following note for your attention:

' have been working on the audit of properties, including the Group's storage facility warehouses. Customers
rent individual self-contained storage areas of a warehouse, for which they are given keys allowing access by
the customer at any time. The Group's employees rarely enter the customers' storage areas.

It seems the Group's policy for storage contracts which generate revenue of less than $10,000, is that very
little documentation is required, and the nature of the items being stored is not always known. While visiting
one of the Group's warehouses, the door to one of the customers' storage areas was open, so | looked in and
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saw what appeared to be potentially hazardous chemicals, stored in large metal drums marked with warning
signs. | asked the warehouse manager about the items being stored, and he became very aggressive, refusing
to allow me to ask other employees about the matter, and threatening me if | alerted management to the
storage of these items. | did not mention the matter to anyone else at the client.’

Required

Discuss the implications of the audit senior's note for the completion of the audit, commenting on the
auditor's responsibilities in relation to laws and regulations, and on any ethical matters arising. (9 marks)
Note. Assume it is 6™ June 20X5. (Total = 25 marks)

27 Setter (6/13) 39 mins

You are the manager responsible for the audit of Setter Stores Co, a company which operates supermarkets across
the country. The final audit for the year ended 31 January 20X3 is nearing completion and you are reviewing the
audit working papers. The draft financial statements recognise total assets of $300 million, revenue of $620 million
and profit before tax of $47.5 million.

(@)  Assets held for sale

Setter Stores Co owns a number of properties which have been classified as assets held for sale in the
statement of financial position. The notes to the financial statements state that the properties are all due to be
sold within one year. On classification as held for sale, in October 20X2, the properties were re-measured
from carrying value of $26 million to fair value less cost to sell of $24 million, which is the amount
recognised in the statement of financial position at the year end. (8 marks)

(b)  Sale and leaseback arrangement

A sale and leaseback arrangement involving a large property complex was entered into on 31 January 20X3.
The property complex is a large warehousing facility, which was sold for $37 million, its fair value at the date
of the disposal. The facility had a carrying value at that date of $27 million. The only accounting entry
recognised in respect of the proceeds raised was to record the cash received and recognise a non-current
liability classified as 'Obligations under finance lease'. The lease term is for 20 years, the same as the
remaining useful life of the property complex, and Setter Stores Co retains the risks and rewards associated
with the asset. (7 marks)

(c)  Distribution licence

The statement of financial position includes an intangible asset of $15 million, which is the cost of a
distribution licence acquired on 1 September 20X2. The licence gives Setter Stores Co the exclusive right to
distribute a popular branded soft drink in its stores for a period of five years. (5 marks)

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 each of the issues described above.

Note. The split of the mark allocation is shown against each of the issues above. (Total = 20 marks)
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28 Lamont (AAS 6/07) 39 mins

You are the manager responsible for the audit of Lamont Co. The company's principal activity is wholesaling frozen
fish. The draft consolidated financial statements for the year ended 31 March 20X8 show revenue of $67.0 million
(20X7 — $62.3 million), profit before taxation of $11.9 million (20X7 — $14.2 million) and total assets of $48.0 million
(20X7 — $36.4 million).

The following issues arising during the final audit have been noted on a schedule of points for your attention.

(@)  Inearly 20X8 a chemical leakage from refrigeration units owned by Lamont caused contamination of some of
its property. Lamont has incurred $0.3 million in clean up costs, $0.6 million in modernisation of the units to
prevent future leakage and a $30,000 fine to a regulatory agency. Apart from the fine, which has been
expensed, these costs have been capitalised as improvements. (7 marks)

(b)  While the refrigeration units were undergoing modernisation Lamont outsourced all its cold storage
requirements to Hogg Warehousing Services. At 31 March 20X8 it was not possible to physically inspect
Lamont's inventory held by Hogg due to health and safety requirements preventing unauthorised access to
cold storage areas. Lamont's management has provided written representation that inventory held at
31 March 20X8 was $10.1 million (20X7 — $6.7 million). This amount has been agreed to a costing of Hogg's

monthly return of quantities held at 31 March 20X8. (7 marks)
(c)  Lamont owns a residential apartment above its head office. Until 31 December 20X7 it was let for $3,000 a

month. Since 1 January 20X8 it has been occupied rent-free by the senior sales executive. (6 marks)
Required

In undertaking your review of the audit working papers and financial statements of Lamont Co for the year ended 31
March 20X8, for each of the above issues:

(i) Comment on the matters that you should consider; and
(i) State the audit evidence that you should expect to find.

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

29 Papaya (12/09) 70 mins

(@)  ISA 520 Analytical procedures requires that the auditor performs analytical procedures during the initial risk
assessment stage of the audit. These procedures, also known as preliminary analytical review, are usually
performed before the year end, as part of the planning of the final audit.

Required

(i) Explain, using examples, the reasons for performing analytical procedures as part of risk assessment.
(i) Discuss the limitations of performing analytical procedures at the planning stage of the final audit. (6 marks)

(b)  Explain and differentiate between the terms 'overall audit strategy' and 'audit plan'. (4 marks)

You are the manager responsible for the audit of Papaya Co, a listed company, which operates a chain of
supermarkets, with a year ending 31 December 20X9. There are three business segments operated by the company
—two segments are supermarket chains which operate under internally generated brand names, and the third
segment is a new financial services division.

The first business segment comprises stores branded as 'Papaya Mart'. This segment makes up three quarters of
the supermarkets of the company, and are large 'out of town' stores, located on retail parks on the edge of towns
and cities. These stores sell a wide variety of items, including food and drink, clothing, household goods, and
electrical appliances. In September 20X9, the first overseas Papaya Mart opened in Farland. This expansion was a
huge drain on cash resources, as it involved significant capital expenditure, as well as an expensive advertising
campaign to introduce the Papaya Mart brand in Farland.

The second business segment comprises the rest of the supermarkets, which are much smaller stores, located in
city centres, and branded as 'Papaya Express'. The Express stores offer a reduced range of products, focusing on
food and drink, especially ready meals and other convenience items.
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The company also established a financial services division on 1 January 20X9, which offers loans, insurance services
and credit cards to customers.

The following information was provided during a recent meeting held with the finance director of Papaya Co. All of
the matters outlined in the notes below are potentially material to the financial statements.

Notes from meeting held 29 November 20X9

On 31 August 20X9, Papaya Co received notice from a government body that it is under investigation, along with
three other companies operating supermarket chains, for alleged collusion and price fixing activities. If it is found
guilty, significant financial penalties will be imposed on Papaya Co. The company is vigorously defending its case.

To help cash flows in a year of expansion, the company raised finance by issuing debentures which are potentially
convertible into equity on maturity in 20Y5.

To manage the risk associated with overseas expansion, in October 20X9, the company entered for the first time into
several forward exchange contracts which end in February 20Y0. The contracts were acquired at no cost to Papaya
Co and are designated as hedging instruments.

The property market has slumped this year, and significant losses were made on the sale of some plots of land
which were originally acquired for development potential. The decision to sell the land was made as it is becoming
increasingly difficult for the company to receive planning permission to build supermarkets on the land. Land is
recognised at cost in the statement of financial position.

Papaya Co has 35 warehouses which store non-perishable items of inventory. Due to new regulation, each
warehouse is required to undergo a major health and safety inspection every three years. All warehouses were
inspected in January 20X9, at a cost of $25,000 for each inspection.

Required
Using the specific information provided in respect of Papaya Co:

(c)  Explain the information that you would require in order to perform analytical procedures during the planning
of the audit. (6 marks)

(d)  Assess the risks of material misstatement to be addressed when planning the final audit for the year ending
31 December 20X9, producing your answer in the form of briefing notes to be used at the audit planning
meeting. (16 marks)

Professional marks will be awarded in part (d) for the format of the answer, and for the clarity of assessment
provided. (4 marks)

(Total = 36 marks)

30 Bill (6/11) (amended) 76 mins

(@)  Youare a senior audit manager in Suki & Co, a firm of Chartered Certified Accountants. This morning you
have been re-assigned to the audit of Bill Co, a long-standing audit client of your firm, as the manager
previously assigned to the client has been taken ill. Bill Co has a year ending 30 June 20X1, and the audit
planning has been largely completed by the previously assigned audit manager, Tara Lafayette, who had been
recruited by your firm four months ago.

Bill Co is a property development company, specialising in the regeneration and refurbishment of old
industrial buildings, which are sold for commercial or residential use. All property developments are
performed under specifically negotiated fixed-price contracts. The company was founded 35 years ago by two
brothers, Alex and Ben Bradley, who own the majority of the company's share capital. Alex and Ben are
nearing retirement age, and are planning to sell the company within the next two years. The forecast revenue
for the year ending 30 June 20X1 is $10.8 million, and the forecast profit before tax is $2.5 million. The
forecast statement of financial position recognises total assets of $95 million.
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You have just received the following email from the audit engagement partner.

To: Audit manager

From: Audit partner

Regarding: Bill Co — audit planning

Hello,

Thanks for taking on the role of audit manager for the forthcoming audit of Bill Co.

(i) | have just received some information on two significant issues that have arisen over the last week,
from Sam Compton, the company's finance director. This information is provided in Attachment 1.

[ am asking you to prepare briefing notes, for my use, in which you explain the matters that should be
considered in relation to the treatment of these two issues in the financial statements, and also explain
the risks of material misstatement relating to them. I also want you to recommend the planned audit
procedures that should be performed in order to address those risks. (16 marks)

(i) In addition, please critically evaluate the planning that has been completed by the previously assigned
audit manager. Relevant details are provided in Attachment 2, which contains notes made by her, and
placed on the current year audit file. Make sure you include discussion of any ethical matters arising
from the notes, and recommend any actions you think necessary. (11 marks)

Thanks.

Attachment 1: Information from Sam Compton, finance director of Bill Co

In the last week, two significant issues have arisen at Bill Co. The first issue concerns a major contract
involving the development of an old riverside warehouse into a conference centre in Bridgetown. An architect
working on the development has discovered that the property will need significant additional structural
improvements, the unavoidable extra cost of which is estimated to be $350,000. The contract was originally
forecast to make a profit of $200,000, and cannot be cancelled. The development is currently about one third
complete, and will take a further 15 months to finish, including this additional construction work. The
customer has been told that the completion of the contract will be delayed by around two months. However,
the contract price is fixed, and so the additional costs must be covered by Bill Co.

The second issue concerns one of Bill Co's specialist divisions, which trades under the name 'Treasured
Homes' and which deals exclusively in the redevelopment of non-industrial historic buildings such as castles
and forts. These buildings are usually acquired as uninhabitable ruins, and are then developed into luxury
residences for wealthy individuals. The management of Bill Co decided last week to sell this division, as
although it is profitable, it generates a lower margin than other business divisions. 'Treasured Homes'
operates separately from the rest of the business, and generates approximately 15% of the total revenue of
the company. In a board minute dated 1 June 20X1, it was noted that 'interest has already been expressed in
this division from a potential buyer, and it is hoped that sale negotiations will soon commence, leading to sale
in August 20X1. There is a specific office building and some other tangible assets that will be sold as part of
the deal. These assets are recorded at $7.6 million in the financial statements. No redundancies will be
necessary as employees' contracts will transfer to the new owners.'

Attachment 2: Planning Summary - Bill Co, year ending 30 June 20X1, prepared by Tara Lafayette,
manager previously assigned to the audit

The planning for the forthcoming audit is almost complete. Time has been saved by not carrying out
procedures considered unnecessary for this long-standing audit client. Forecast accounts have been obtained
and placed on file, and discussions held with management concerning business developments during the
year. Analytical procedures have been performed on the statement of profit or loss and other comprehensive
income, but not on the statement of financial position, as there did not appear to be any significant
movements in assets or liabilities since last year.
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Management confirmed that there have been no changes to accounting systems and controls in the financial
year. For this reason we do not need to carry out walk-through tests or review our documentation of the
systems and controls.

Management also confirmed that there have been no changes to business operations, other than the potential
sale of 'Treasured Homes'. All divisions are operating normally, generating sufficient profit and cash. For this
reason, the business risk of Bill Co is assessed as low, and no further comments or discussions about
business operations have been placed on file.

The matter that will demand the most audit work is the valuation of properties currently under development,
especially the determination of the percentage completion of each development at the reporting date.
Historically, we have engaged a property valuation expert to provide a report on this area. However, Bill Co
has recently employed a newly qualified architect, who will be happy to provide us with evidence concerning
the stage of completion of each property development contract at the year end. Using this person to produce
a report on all properties being developed will save time and costs.

Bill Co has recently completed the development of a luxury new office building in Newtown. Several of the
office units are empty, and the management of Bill Co has offered the office space to our firm for a nominal
rent of $100 per year.

Required

Respond to the partner's email. (27 marks)
Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded for the format and clarity of your response. (4 marks)

(b)  Ben and Alex Bradley have a sister, Jo, who runs an interior design company, Lantern Co. During a review of
board minutes, performed as part of the planning of Bill Co's audit, it was discovered that Bill Co has paid
$225,000 to Lantern Co during the year, in respect of refurbishment of development properties. On further
enquiry, it was also found that Lantern Co leases an office space from Bill Co, under an informal arrangement
between the two companies.

Required
(i) Explain the inherent limitations which mean that auditors may not identify related parties and related
party transactions. (4 marks)
(i) Recommend the audit procedures to be performed in relation to Bill Co's transactions with Lantern
Co. (4 marks)
Note. Assume it is 6 June 20X1. (Total = 39 marks)

31 Mizzen (12/13) 49 mins

You are a manager in the business advisory department of Goleen & Co. Your firm has been approached to provide
assurance to Baltimore Co, a company which is not an audit client of your firm, on a potential acquisition. You have
just had a conversation with Mark Clear, Baltimore Co's managing director, who made the following comments.

'Baltimore Co is a book publisher specialising in publishing textbooks and academic journals. In the last few years
the market has changed significantly, with the majority of customers purchasing books from online sellers. This has
led to a reduction in profits, and we recognise that we need to diversify our product range in order to survive. As a
result of this, we decided to offer a subscription-based website to customers, which would provide the customer
with access to our full range of textbooks and journals online.

'On investigating how to set up this website, we found that we lack sufficient knowledge and resources to develop it
ourselves and began to look for another company which has the necessary skills, with a view to acquiring the
company. We have identified Mizzen Co as a potential acquisition, and we have approached the bank for a loan which
will be used to finance the acquisition if it goes ahead.

'Baltimore Co has not previously acquired another company. We would like to engage your firm to provide guidance
regarding the acquisition. | understand that a due diligence review would be advisable prior to deciding on whether
to go ahead with the acquisition, but the other directors are not sure that this is required, and they don't understand
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what the review would involve. They are also unsure about the type of conclusion that would be issued and whether
it would be similar to the opinion in an audit report. —

‘To help me brief the other directors and using the information | have provided, | would like you to:
(@)  Discuss three benefits to Baltimore Co of a due diligence review being performed on Mizzen Co. (6 marks)

(b) Identify and explain the matters you would focus on in your due diligence review and recommend the
additional information you will need to perform your work. (16 marks)

(c) Describe the type of conclusion which would be issued for a due diligence report and compare this to an audit
report.’ (3 marks)

Mark Clear has sent you the following information about Mizzen Co.
Company background

Mizzen Co was established four years ago by two university graduates, Vic Sandhu and Lou Lien, who secured funds
from a venture capitalist company, BizGrow, to set up the company. Vic and Lou created a new type of website
interface which has proven extremely popular, and which led to the company growing rapidly and building a good
reputation. They continue to innovate and have won awards for website design. Vic and Lou have a minority
shareholding in Mizzen Co.

Mizzen Co employs 50 people and operates from premises owned by BizGrow, for which a nominal rent of $1,000 is
paid annually. The company uses few assets other than computer equipment and fixtures and fittings. The biggest
expense is wages and salaries and due to increased demand for website development, freelance specialists have
been used in the last six months. According to the most recent audited financial statements, Mizzen Co has a bank
balance of $500,000.

The company has three revenue streams: S

(1) Developing and maintaining websites for corporate customers. Mizzen Co charges a one-off fee to its
customers for the initial development of a website and for maintaining the website for two years. The amount
of this fee depends on the size and complexity of the website and averages at $10,000 per website. The
customer can then choose to pay another one-off fee, averaging $2,000, for Mizzen Co to provide
maintenance for a further five years.

(2)  Mizzen Co has also developed a subscription-based website on which it provides access to technical material
for computer specialists. Customers pay an annual fee of $250 which gives them unlimited access to the
website. This accounts for approximately 30% of Mizzen Co's total revenue.

(3)  The company has built up several customer databases which are made available, for a fee, to other
companies for marketing purposes. This is the smallest revenue stream, accounting for approximately 20%
of Mizzen Co's total revenue.

Extracts from audited financial statements

Statement of profit or loss and other comprehensive income

Year ended Year ended Year ended Year ended
30 September 30 September 30 September 30 September

20X3 20X2 20X1 20X0

$'000 $'000 $'000 $'000
Revenue 4,268 3,450 2,150 500
Operating expenses (2,118) (2,010) (1,290) (1,000
Operating profit/(loss) 2,150 1,440 860 (500)
Finance costs (250) (250) (250) -
Profit/(loss) before tax 1,900 1,190 610 (500)
Tax expense (4795) (300) (140) -
Profit/(loss) for the year 1,425 890 470 (500)

There were no items of other comprehensive income recognised in any year.
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Required
Respond to the request from Mark Clear.

Note. The mark allocation is shown against each of the instructions from Mark Clear above. (Total = 25 marks)

32 Parker (6/13) 68 mins

You are an audit manager in Hound & Co, responsible for the audit of Parker Co, a new audit client of your firm. You
are planning the audit of Parker Co's financial statements for the year ending 30 June 20X3, and you have just
attended a meeting with Ruth Collie, the finance director of Parker Co, where she gave you the projected results for
the year. Parker Co designs and manufactures health and beauty products including cosmetics.

You have just received an email from Harry Shepherd, the audit engagement partner:

To: Audit manager

From: Harry Shepherd, Partner
Subject: Parker Co

Hello,

| understand you met with Ruth Collie at Parker Co recently and that you are planning the forthcoming audit. To bring
me up to date on this new client, | would like you to use the information obtained in your meeting to prepare briefing
notes for my use in which you:

(@)  Perform preliminary analytical procedures and evaluate the audit risks to be considered in planning the audit
of the financial statements, and identify and explain any additional information that would be relevant to your
evaluation; and (24 marks)

(b)  Discuss any ethical issues raised and recommend the relevant actions to be taken by our firm.
(7 marks)

Thank you.

PARKER CO — STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME

Notes 30 June 20X3 30 June 20X2

Projected Actual

$'000 $'000

Revenue 7,800 8,500
Cost of sales 1 (5,680) (5,800)
Gross profit 2,120 2,700
Operating expenses (1,230) (1,378)
Operating profit 890 1,322
Finance costs (155) (125)
Profit before tax 735 1,197
Taxation (70) (300)
Profit for the year 665 897

Note 1. Cost of sales includes $250,000 relating to a provision for a potential fine payable. The advertising regulatory
authority has issued a notice of a $450,000 fine payable by Parker Co due to alleged inappropriate claims made in an
advertising campaign. The fine is being disputed and the matter should be resolved in August 20X3.
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PARKER CO — STATEMENT OF FINANCIAL POSITION

Non-current assets
Property, plant and equipment
Intangible asset — development costs

Current assets
Inventory

Trade receivables
Cash

Total assets

Equity

Share capital
Revaluation reserve
Retained earnings

Non-current liabilities

2% preference shares

Bank loan

Obligations under finance leases

Current liabilities

Trade payables

Taxation

Obligations under finance leases
Provisions

Overdraft

Total equity and liabilities

Notes

2 The development costs relate to a new range of organic cosmetics.

Notes

30 June 20X3
Projected
$'000

21,500
2,250

23,750

2,600
900

3,500
27,250

8,000
2,500
1,275

11,775

3,125
3,800
4,900

11,825

1,340
50
860

500
900

3,650
27,250

30 June 20X2
Actual
$'000

19,400

19,40

2,165
800
1,000

3,965
23,365

8,000
2,000
1,455

11,455

3,125
2,600
4,000

9,725

1,000
300
685
200

2,185
23,365

3 All of the company's properties were revalued on 1 January 20X3 by an independent, professionally qualified

expert.
Notes from your meeting with Ruth Collie

Business review

Parker Co is facing difficult trading conditions. Consumer spending is depressed due to recession in the economy.
The health and beauty market remains very competitive and a major competitor launched a very successful new
cosmetics range during the year, which led to a significant decline in sales of one of Parker Co's most successful
brands. It has been necessary to cut prices on some of the company's product ranges in an attempt to maintain
market share. However, a new brand using organic ingredients is being developed and is due to launch in September

20X3.

Financial matters

Cash flow has been a problem this year, largely due to the cash spent on developing the new product range. Cash
was also needed to pay dividends to both equity and preference shareholders. To help to reduce cash outflows,
some new assets were acquired under finance leases and an extension to the company's bank loan was negotiated in

December 20X2.

BPP
LEARNING MEDIA

uues“nns _




Human resources

In December 20X2 Parker Co's internal audit team performed a review of the operation of controls over the
processing of overtime payments in the human resources department. The review found that the company's
specified internal controls procedures in relation to the processing of overtime payments and associated tax
payments were not always being followed. Until December 20X2 this processing was split between the human
resources and finance departments. Since then, the processing has been entirely carried out by the finance
department.

Expansion plans

Management is planning to expand Parker Co's operations into a new market relating to beauty salons. This is a
growing market, and there is synergy because Parker Co's products can be sold and used in the salons. Expansion
would be through the acquisition of an existing company which operates beauty salons. A potential target, Beauty
Boost Co, has been identified and preliminary discussions have taken place between the management of the two
companies. Parker Co's managing director has asked for our firm's advice about the potential acquisition, and
specifically regarding the financing of the transaction. Beauty Boost Co is an audit client of our firm, so we have
considerable knowledge of its business.

Required
Respond to the email from the audit partner. (31 marks)
Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded for the presentation, logical flow and clarity of explanation of the briefing notes.
(4 marks)

(Total = 35 marks)

33 Lapwing (6/12) 64 mins

(@)  Youare a manager in Lapwing & Co. One of your audit clients is Hawk Co which operates commercial real
estate properties typically comprising several floors of retail units and leisure facilities such as cinemas and
health clubs, which are rented out to provide rental income.

Your firm has just been approached to provide an additional engagement for Hawk Co, to review and provide
a report on the company's business plan, including forecast financial statements for the 12-month period to
31 May 20X3. Hawk Co is in the process of negotiating a new bank loan of $30 million and the report on the
business plan is at the request of the bank. It is anticipated that the loan would be advanced in August 20X2
and would carry an interest rate of 4%. The report would be provided by your firm's business advisory
department and a second partner review will be conducted which will reduce any threat to objectivity to an
acceptable level.

Extracts from the forecast financial statements included in the business plan are given below:

STATEMENT OF PROFIT OR LOSS (EXTRACT)

FORECAST UNAUDITED

12 months to 12 months to

31 May 20X3 31 May 20X2
$'000 $'000
Revenue 25,000 20,600
Operating expenses (16,550) (14,420)
Operating profit 8,450 6,180
Profit on disposal of Beak Retail 4,720 -
Finance costs (2,650) (1,690)
Profit before tax 10,520 4,490
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STATEMENT OF FINANCIAL POSITION

Notes FORECAST UNAUDITED R
31 May 20X3 31 May 20X2

Assets $'000 $'000
Non-current assets
Property, plant and equipment 2 330,150 293,000
Current assets
Inventory 500 450
Receivables 3,600 3,300
Cash and cash equivalents 2,250 3,750

6,350 7,500
Total assets 336,500 300,500
Equity and liabilities
Equity
Share capital 105,000 100,000
Retained earnings 93,400 92,600
Total equity 198,400 192,600
Non-current liabilities
Long-term borrowings 2 82,500 52,500
Deferred tax 50,000 50,000
Current liabilities
Trade payables 5,600 5,400
Total liabilities 138,100 107,900
Total equity and liabilities 336,500 300,500
Notes e
1 Beak Retail is a retail park which is underperforming. Its sale is currently being negotiated, and is

expected to take place in September 20X2.

2 Hawk Co is planning to invest the cash raised from the bank loan in a new retail and leisure park which
is being developed jointly with another company, Kestrel Co.

Required

In respect of the engagement to provide a report on Hawk Co's business plan:

(i) Identify and explain the matters that should be considered in agreeing the terms of the engagement
Note. You are not required to consider ethical threats to objectivity. (6 marks)

(i)  Recommend the procedures that should be performed in order to examine and report on the forecast
financial statements of Hawk Co for the year to 31 May 20X3 (13 marks)

(b)  Youare also responsible for the audit of Osprey Co, which has a financial year ended 31 May 20X2. The audit
engagement partner, Bill Kingfisher, sent you the following email this morning.

To: Audit manager

From: Bill Kingfisher, audit engagement partner, Osprey Co
Regarding: Environmental incident

Hello,

Osprey Co's finance director called me yesterday to explain that unfortunately over the last few weeks, one of
its four factories leaked a small amount of toxic chemicals into the atmosphere. The factory's operations were
halted immediately and a decision has been taken to permanently close the site. Though this is a significant
event for the company and will result in relocation and some restructuring of operations, it is not considered
to be a threat to its going concern status. Costs of closure of the factory have been estimated to be

$1.25 million, which is expected to be material to the financial statements, and a provision has been set up in
respect of these costs.
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Osprey Co is keen to highlight its previous excellent record on socio-environmental matters. Management is
preparing a report to be published with the financial statements which will describe the commitment of the
company to socio-environmental matters, and state its target of reducing environmental damage caused by
its operations. The report will contain a selection of targets and key performance indicators to show
performance in areas such as energy use, water consumption and employee satisfaction. Our firm may be
asked to provide an assurance report on the key performance indicators.

[ am asking you to prepare briefing notes for my use in which you:

(i) Recommend the principal audit procedures to be performed in respect of the costs of closure of the
factory; and (6 marks)

(ii) Discuss the difficulties in measuring and reporting on environmental and social performance.
(4 marks)
Thank you.

Required

Respond to the partner's email. (10 marks)

Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded in part (b) for the presentation and clarity of your answer. (4 marks)
(Total = 33 marks)

34 Azure Airline (AAS 12/04) 68 mins

Azure, a limited liability company, was incorporated in Sepiana on 1 March 20X8. In April, the company exercised an
exclusive right granted by the government of Pewta to provide twice weekly direct flights between Lyme, the capital
of Pewta, and Darke, the capital of Sepiana.

The introduction of this service has been well advertised as 'efficient and timely' in national newspapers. The journey
time between Sepiana and Pewta is expected to be significantly reduced, so encouraging tourism and business
development opportunities in Sepiana.

Azure operates a refurbished 35-year old aircraft which is leased from an international airline and registered with the
Pewtan Aviation Administration (the PAA). The PAA requires that engines be overhauled every two years. Engine
overhauls are expected to put the aircraft out of commission for several weeks.

The aircraft is configured to carry 15 First Class, 50 Business Class and 76 Economy Class passengers. The aircraft
has a generous hold capacity for Sepiana's numerous horticultural growers (eg of cocoa, tea and fruit) and general
cargo.

The six hour journey offers an in-flight movie, a meal, hot and cold drinks and tax-free shopping. All meals are
prepared in Lyme under a contract with an airport catering company. Passengers are invited to complete a
'satisfaction' questionnaire which is included with the in-flight entertainment and shopping guide. Responses
received show that passengers are generally least satisfied with the quality of the food — especially on the Darke to
Lyme flight.

Azure employs ten full-time cabin crew attendants who are trained in air-stewardship including passenger safety in
the event of accident and iliness. Flight personnel (the captain and co-pilots) are provided under a contract with the
international airline from which the aircraft is leased. At the end of each flight the captain completes a timesheet
detailing the crew and actual flight time.

Ticket sales are made by Azure and travel agents in Sepiana and Pewta. On a number of occasions Economy seating
has been over-booked. Customers who have been affected by this have been accommodated in Business Class as
there is much less demand for this, and even less for First Class. Ticket prices for each class depend on many
factors, for example, whether the tickets are refundable/non-refundable, exchangeable/non-exchangeable, single or
return, mid-week or weekend, and the time of booking.

Azure's insurance cover includes passenger liability, freight/baggage and compensation insurance. Premiums for
passenger liability insurance are determined on the basis of passenger miles flown.
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Required

(a) Identify and explain the business risks facing Azure. (9 marks)
(b)  Describe how the risks identified in (a) could be managed and maintained at an acceptable level by Azure.
(9 marks)
(c)  Suggest four measures of operational performance and the evidence that should be available to provide
assurance on their accuracy. (6 marks)

Note. Assume it is 11 December 20X8.

The management of Azure is considering producing an integrated report on the company which would include a
range of financial and non-financial information. A particular focus would be the company's attempts to contribute
positively to its social and natural environment.

In order to add credence to the proposed report, management would like to engage a firm of professional
accountants to provide an assurance report on its contents. It is worried, however, that such a report would be of
little benefit to its users, and would like some clarification about the level of assurance that would be provided, and
the types of conclusion that might be given.

Required

(d) Identify and explain the assurance that might be provided by an assurance engagement on an integrated
report. (5 marks)

(e) ldentify the types of possible conclusion which such a report might give. (6 marks)

Note. You should base your answer on the most recently available technical guidance in this area.

(Total = 35 marks)

35 Stow (12/13) 68 mins

You are an audit manager in Compton & Co, responsible for the audit of the Stow Group (the Group). You are
planning the audit of the Group financial statements for the year ending 31 December 20X3. The Group's projected
profit before tax for the year is $200 million and projected total assets at 31 December are $2,500 million.

The Group is a car manufacturer. Its operations are divided between a number of subsidiaries, some of which focus
on manufacturing and distributing the cars, while others deal mainly with marketing and retail. All components of the
Group have the same year end. The Group audit engagement partner, Chad Woodstock, has just sent you the
following email.

To: Audit manager
From: Chad Woodstock, audit partner
Subject:  The Stow Group — audit planning

Hello,

We need to start planning the audit of The Stow Group. Yesterday, | met with the Group finance director, Marta
Bidford, and we discussed some restructuring of the Group, which has taken place this year. A new wholly-owned
subsidiary has been acquired — Zennor Co, which is located overseas in Farland. Another subsidiary, Broadway Co,
was disposed of.

| have provided you with a summary of issues | discussed with Marta, and using this information | would like you to
prepare briefing notes for my use in which you:

@ () Explain the risks of material misstatement to be considered in planning the Group audit, commenting
on their materiality to the Group financial statements. (12 marks)

(i) Identify any further information that may be needed. (4 marks)

(b)  Recommend the principal audit procedures to be performed in respect of the disposal of Broadway Co.
(8 marks)
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Marta has told me that Zennor Co has a well established internal audit team. She has suggested that we use the
internal audit team as much as possible when performing our audit of Zennor Co as this will reduce the audit fee.
The Group audit committee appreciates that with the audit of the new subsidiary there will be some increase in our
costs, but has requested that the audit fee for the Group as a whole is not increased from last year's fee. | have
provided you with some information about the internal audit team and in your briefing notes | would like you to:

(c)  Discuss how Marta's suggestion impacts on the planning of the audit of Zennor Co's and of the Group's
financial statements, and comment on any ethical issue raised. (7 marks)

Thank you.
Chad Woodstock

Acquisition of Zennor Co

In order to expand overseas, the Group acquired 100% of the share capital of Zennor Co on 1 February 20X3. Zennor
Co is located in Farland, where it owns a chain of car dealerships. Zennor Co's financial statements are prepared
using International Financial Reporting Standards and are measured and presented using the local currency of
Farland, the Dingu. At the present time, the exchange rate is 4 Dingu = $1. Zennor Co has the same year end as the
Group, and its projected profit for the year ending 31 December 20X3 is 90 million Dingu, with projected assets at
the same date of 800 million Dingu.

Zennor Co is supplied with cars from the Group's manufacturing plant. The cars are sent on cargo ships and take
approximately six weeks to reach the main port in Farland, where they are stored until delivered to the dealerships. At
today's date there are cars in transit to Zennor Co with a selling price of $58 million.

A local firm of auditors was engaged by the Group to perform a due diligence review on Zennor Co prior to its
acquisition. The Group's statement of financial position recognises goodwill at acquisition of $60 million.

Compton & Co was appointed as auditor of Zennor Co on 1 March 20X3.
Disposal of Broadway Co

On 1 September 20X3, the Group disposed of its wholly-owned subsidiary, Broadway Co, for proceeds of $180
million. Broadway Co operated a distribution centre in this country. The Group's statement of profit or loss includes
a profit of $25 million in respect of the disposal.

Broadway Co was acquired by a retail organisation, the Cornwall Group, which wished to bring its distribution
operations in house in order to save costs. Compton & Co resigned as auditor to Broadway Co on 15 September 20X3
to be replaced by the group auditor of the Cornwall Group.

Zennor Co - Internal audit team

The internal audit team was established several years ago and is headed up by a qualified accountant, Jo Evesham,
who has a lot of experience in designing systems and controls. Jo and her team monitor the effectiveness of
operating and financial reporting controls, and report to the board of directors. Zennor Co does not have an audit
committee as corporate governance rules in Farland do not require an internal audit function or an audit committee
to be established.

During the year, the internal audit team performed several value for money exercises such as reviewing the terms
negotiated with suppliers.

Required
Respond to the instructions in the partner's email. (31 marks)
Note. The mark allocation is shown against each of the instructions in the partner's email above.

Professional marks will be awarded for the structure and presentation of the briefing notes and for the clarity of
explanations. (4 marks)

(Total = 35 marks)
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36 Cooper (6/14) 39 mins

(@  Youare an audit manager in Rose & Co, responsible for the audit of Cooper Co. You are reviewing the audit
working papers relating to the financial year ended 31 January 20X4. Cooper Co is a manufacturer of
chemicals used in the agricultural industry. The draft financial statements recognise profit for the year to 31
January 20X4 of $15 million (20X3 — $20 million) and total assets of $240 million (20X4 — $230 million).

The audit senior, Max Turner, has brought several matters to your attention:

(i) Cooper Co's factories are recognised within property, plant and equipment at a carrying value of $60
million. Half of the factories produce a chemical which is used in farm animal feed. Recently the
government has introduced a regulation stipulating that the chemical is phased out over the next three
years. Sales of the chemical are still buoyant, however, and are projected to account for 45% of
Cooper Co's revenue for the year ending 31 January 20X5. Cooper Co has started to research a
replacement chemical which is allowed under the new regulation, and has spent $1 million on a
feasibility study into the development of this chemical. (8 marks)

(i) In October 20X3, Cooper Co's finance director, Hannah Osbourne, purchased a car from the company.
The carrying value of the car at the date of its disposal to Hannah was $50,000, and its market value
was $75,000. Cooper Co raised an invoice for $50,000 in respect of the disposal, which is still
outstanding for payment. (7 marks)

Required

Comment on the matters to be considered and explain the audit evidence you should expect to find during
your review of the audit working papers in respect of each of the issues described above.

Note. The split of the mark allocation is shown against each of the issues above.

(b)  Max noticed that a section of the audit file had not been completed on the previous year's audit. The
incomplete section relates to expenditure incurred in the year to 31 January 20X3, which appears not to have
been audited at all in the prior year. The expenditure of $1.2 million was incurred in the development of an
internally generated brand name. The amount was capitalised as an intangible asset at 31 January 20X3, and
that amount is still recognised at 31 January 20X4.

Required

Explain the implications of this matter for the completion of the audit, and any other professional issues
raised, recommending any actions to be taken by the auditor. (5 marks)

(Total = 20 marks)
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37 Butler (6/11) (amended) 62 mins

(@)  Butler Co is a new audit client of your firm. You are the manager responsible for the audit of the financial
statements for the year ended 31 May 20X1. Butler Co designs and manufactures aircraft engines and spare
parts, and is a subsidiary of a multi-national group. Extracts from the draft financial statements are shown
below.

STATEMENT OF FINANCIAL POSITION

31 May 20X1 31 May 20X0
Draft Actual
$m $m
Assets
Non-current assets
Intangible assets (Note 1) 200 180
Property, plant and equipment 1,300 1,200
(Note 2)
Deferred tax asset (Note 3) 235 20
Financial assets 2 3
1,760 1,435
Current assets
Inventory 1,300 800
Trade receivables 2,100 1,860
3,400 2,660
Total assets 5,160 4,095
Equity and liabilities
Equity
Share capital 300 300
Retained earnings _(525) 9%
_(229) 3%
Non-current liabilities
Long-term borrowings (Note 4) 1,900 1,350
Provisions (Note 5) _ 185 _ 150
2,085 1,500
Current liabilities
Short-term borrowings (Note 6) 800 400
Trade payables 2,500 1,800
3,300 2,200
Total equity and liabilities 5,160 4,095
Notes to the statement of financial position:
1 Intangible assets comprise goodwill on the acquisition of subsidiaries ($80 million), and
development costs capitalised on engine development projects ($120 million)
2 Property, plant and equipment includes land and buildings valued at $25 million, over which a fixed
charge exists.
3 The deferred tax asset has arisen following several loss-making years suffered by the company. The
asset represents the tax benefit of unutilised tax losses carried forward.
4 Long-term borrowings include a debenture due for repayment in July 20X2, and a loan from Butler
Co's parent company due for repayment in December 20X2.
5 Provisions relate to warranties provided to customers.
6 Short-term borrowings comprise an overdraft ($25 million), a short term loan ($60 million) due for

repayment in August 20X1, and a bank loan ($715 million) repayable in September 20X1.
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You have received an email from the audit partner responsible for the audit of Butler Co:

To: Audit manager

From: Audit partner

Regarding: Butler Co — going concern issues
Hello,

| understand that the audit work on Butler Co commences this week. | am concerned about the future of the
company, as against a background of economic recession, sales have been declining, several significant
customer contracts have been cancelled unexpectedly, and competition from overseas has damaged the
market share previously enjoyed by Butler Co.

(i) Please prepare briefing notes, for my use, in which you identify and explain any matters arising from
your review of the draft statement of financial position, and the cash flow forecast, which may cast
significant doubt on the company's ability to continue as a going concern. The cash flow forecast has
just been sent to me from the client, and is attached. It covers only the first three months of the next
financial year, the client is currently preparing the forecasts for the whole 12-month period. Please be
sceptical when reviewing the forecast, as the assumptions may be optimistic. (10 marks)

(i) Inaddition, please recommend the principal audit procedures to be carried out on the cash flow
forecast, and identify any additional information that would be needed in order to carry out these
procedures. Your recommendations can be included in a separate section of the briefing notes.

LEARNING MEDIA

(11 marks)
Thanks.
ATTACHMENT: CASH FLOW FORECAST FOR THE THREE MONTHS TO 31 AUGUST 20X1 D
31 June 20X1 31 July 20X1 August 20X1
$m $m $m
Cash inflows
Cash receipts from customers (Note 1) 175 195 220
Loan receipt (Note 2) 150
Government subsidy (Note 3) 50
Sales of financial assets 50 - -
Total cash inflows 225 345 270
Cash outflows
Operating cash outflows 200 200 290
Interest payments 40 40 40
Loan repayment - - ~ 60
Total cash outflows 240 240 -390
Net cash flow for the month (15) 105 (120)
Opening cash (25) (40) 65
Closing cash (40) 65 (55)

Notes to the cash flow forecast:

This cash flow forecast has been prepared by the management of Butler Co, and is based on the following
assumptions.

1 Cash receipts from customers should accelerate given the anticipated improvement in economic
conditions. In addition, the company has committed extra resources to the credit control function, in
order to speed up collection of overdue debts.

2 The loan expected to be received in July 20X1 is currently being negotiated with our parent company,
Rubery Co.

3 The government subsidy will be received once our application has been approved. The subsidy is
awarded to companies which operate in areas of high unemployment and it subsidises the wages and
salaries paid to staff.




Required

Respond to the email from the audit partner. (21 marks)
Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded for presentation, and for the clarity of explanations provided. (4 marks)

(b)  Given the information provided relating to Butler Co, it is likely that the auditor may conclude on completion
of all necessary audit procedures, that the use of the going concern assumption in the financial statements is
appropriate, but that a material uncertainty, or several uncertainties, exist regarding the company's ability to
continue as a going concern.

Required

If audit procedures indicate that one or more material uncertainties exist regarding Butler Co's ability to
continue as a going concern, explain the matters that should be considered in forming the audit opinion and
the potential impacts on the auditor's report. (7 marks)

Note. Assume it is 7 June 20X1. (Total = 32 marks)

38 Grohl (12/12) 78 mins

(@)  Youare amanager in Foo & Co, responsible for the audit of Grohl Co, a company which produces circuit
boards which are sold to manufacturers of electrical equipment such as computers and mobile phones. It is
the first time that you have managed this audit client, taking over from the previous audit manager, Bob
Halen, last month.

The audit planning for the year ended 30 November 20X2 is about to commence, and you have just received
an email from Mia Vai, the audit engagement partner:

To: Audit manager
From: Mia Vai, Audit partner, Foo & Co
Subject: Grohl Co — audit planning

Hello,

[ am meeting with the other audit partners tomorrow to discuss forthcoming audits and related issues. |
understand that you recently had a meeting with Mo Satriani, the finance director of Grohl Co. Using the
information from your meeting, | would like you to prepare briefing notes for my use in which you:

(i) Evaluate the business risks faced by Grohl Co; (12 marks)
(i)  Identify and explain four risks of material misstatement to be considered in planning the audit; and

(8 marks)
(iii)  Discuss any ethical issues raised, and recommend the relevant actions to be taken by our firm.

(8 marks)

Thank you.

Comments made by Mo Satriani in your meeting
Business overview

Grohl Co's principal business activity remains the production of circuit boards. One of the key materials used
in production is copper wiring, all of which is imported. As a cost cutting measure, in April 20X2 a contract
with a new overseas supplier was signed, and all of the company's copper wiring is now supplied under this
contract. Purchases are denominated in a foreign currency, but the company does not use forward exchange
contracts in relation to its imports of copper wiring.

Grohl Co has two production facilities, one of which produces goods for the export market, and the other
produces goods for the domestic market. About half of its goods are exported, but the export market is
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suffering due to competition from cheaper producers overseas. Most domestic sales are made under contract
with approximately 20 customers.

Recent developments

In early November 20X2, production was halted for a week at the production facility which supplies the
domestic market. A number of customers had returned goods, claiming faults in the circuit boards supplied.
On inspection, it was found that the copper used in the circuit boards was corroded and therefore unsuitable
for use. The corrosion is difficult to spot as it cannot be identified by eye, and relies on electrical testing. All
customers were contacted immediately and, where necessary, products recalled and replaced. The corroded
copper remaining in inventory has been identified and separated from the rest of the copper.

Work has recently started on a new production line which will ensure that Grohl Co meets new regulatory
requirements prohibiting the use of certain chemicals, which come into force in March 20X3. In July 20X2, a
loan of $30 million with an interest rate of 4% was negotiated with Grohl Co's bank, the main purpose of the
loan being to fund the capital expenditure necessary for the new production line. $2.5 million of the loan
represents an overdraft which was converted into long-term finance.

Other matters

Several of Grohl Co's executive directors and the financial controller left in October 20X2, to set up a
company specialising in the recycling of old electronic equipment. This new company is not considered to be
in competition with Grohl Co's operations. The directors left on good terms, and replacements for the
directors have been recruited. One of Foo & Co's audit managers, Bob Halen, is being interviewed for the role
of financial controller at Grohl Co. Bob is a good candidate for the position, as he developed good knowledge
of Grohl Co's business when he was managing the audit.

At Grohl Co's most recent board meeting, the audit fee was discussed. The board members expressed
concern over the size of the audit fee, given the company's loss for the year. The board members would like
to know whether the audit can be performed on a contingent fee basis.

Financial Information provided by Mo Satriani

EXTRACT FROM DRAFT STATEMENT OF PROFIT OR LOSS FOR THE YEAR ENDED 30 NOVEMBER 20X2
20X2 Draft 20X1 Actual

$'000 $'000
Revenue 12,500 13,800
Operating costs (12,000) (12,800)
Operating profit 500 1,000
Finance costs (800) (800)
Profit/(loss) before tax (300) 200

The draft statement of financial position has not yet been prepared, but Mo states that the total assets of
Grohl Co at 30 November 20X2 are $180 million, and cash at bank is $130,000. Based on draft figures, the
company's current ratio is 1.1, and the quick ratio is 0.8.

Required
Respond to the email from the audit partner. (28 marks)
Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded for the presentation, structure, logical flow and clarity of your answer.
(4 marks)

You have just received a phone call from Mo Satriani, Grohl Co's finance director, in which he made the
following comments.

‘There is something | forgot to mention in our meeting. Our business insurance covers us for specific
occasions when business is interrupted. | put in a claim on 28 November 20X2 for $5 million which I have
estimated to cover the period when our production was halted due to the problem with the corroded copper.
This is not yet recognised in the financial statements, but | want to make an adjustment to recognise the

$5 million as a receivable as at 30 November.'




Required

Comment on the matters that should be considered, and recommend the audit procedures to be performed,
in respect of the insurance claim. (8 marks)

(Total = 40 marks)

39 Champers (6/09) (amended) 70 mins

You are an audit senior in Carter & Co, working on the audit of Champers Co, and you have received the following
email from Geoff Forest, the engagement partner responsible for the Champers audit.

To: Audit Senior
From: Geoff Forest
Date: 2 June 20X9
Subject: Audit of Champers Co

Hi,
| need you to draft some briefing notes for me to use at the Champers audit planning meeting, which evaluate the
business risks facing Champers Co. (13 marks)

There will be junior staff at the meeting, so you need to explain everything you say clearly, avoiding using any
technical terms that they might not be familiar with. The permanent file contains a report on Champers that was
produced recently by an external business consultant. You may find this useful.

Please have the notes ready for me to review as soon as you can. | look forward to reading them.
Regards,

Geoff Forest

The following is an extract from the permanent file.

Champers Co operates a large number of restaurants throughout the country, which are operated under four well
known brand names. The company's strategy is to offer a variety of different dining experiences in restaurants
situated in city centres and residential areas, with the objective of maximising market share in a competitive business
environment.

Key financial information

31 May
20X9 20X8
Draft Final
$m $m

Company revenue 1,500 1,350

Revenue is derived from four restaurant chains, each having a
distinctive brand name:

Happy Monkeys family bistros 800 660
Quick-bite outlets 375 400
City Sizzler grills 300 290
Green George cafés 25 -

Company profit before tax 135 155

Company total assets 4,200 3,350

Company cash at bank 116 350

Business segments

The Happy Monkeys chain of restaurants provides family-friendly dining in an informal setting. Most of the
restaurants are located in residential areas. Each restaurant has a large children's play area containing climbing
frames and slides, and offers a créche facility, where parents may leave their children for up to two hours. Recently
there has been some media criticism of the quality of the child care offered in one créche, because a child had fallen
from a climbing frame and was slightly injured. One of the Happy Monkeys restaurants was closed in December 20X8
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for three weeks following a health and safety inspection which revealed some significant breaches in hygiene
standards in the kitchen. —

The Quick-bite chain offers fast-food. The restaurants are located next to busy roads, in shopping centres, and at
railway stations and airports. Champers Co has launched a significant marketing campaign to support the Quick-bite
brand name. The draft statement of profit or loss and other comprehensive income for the year ended 31 May 20X9
includes an expense of $150 million in relation to the advertising and marketing of this brand. In January 20X9 the
company started to provide nutritional information on its menus in the Quick-bite restaurants, following pressure
from the government for all restaurants to disclose more about the ingredients of their food. 50% of the revenue for
this business segment is derived from the sale of 'chuckle boxes' — self-contained children's meals which contain a
small toy.

The City Sizzler grills offer a more sophisticated dining experience. The emphasis is on high quality food served in
luxurious surroundings. There are currently 250 City Sizzler grills, and Champers Co is planning to expand this to
500 by May 20Y0. The grills are all situated in prime city centre locations and are completely refurbished every two
years.

The Green George café chain is a recent addition to the range of restaurants. There are only 30 restaurants in the
chain, mostly located in affluent residential areas. The restaurants offer eco-friendly food, guaranteed to be free from
artificial flavourings and colourings, and to have been produced in an environmentally sustainable manner. All of the
30 restaurants have been newly constructed by Champers Co, and are capitalised at $210 million. This includes all
directly attributable costs, and borrowing costs capitalised relating to loans taken out to finance the acquisition of the
sites and construction of the restaurants. Champers Co is planning to double the number of Green George cafés
operating within the next twelve months.

Laws and regulations

Two new regulations were issued by the government recently which will impact on Champers Co. The regulations —
come into effect from September 20X9:

(@  Minimum wage regulation has increased the minimum wage by 15%. One third of Champers Co's employees
earn the minimum wage.

(b)  Advertising regulations now forbid the advertising of food in a manner specifically aimed at children.

Three audit juniors are joining your team for the forthcoming audit of Champers Co, and you have asked them to
read through the permanent file to familiarise themselves with the client. One of the juniors has told you that he
appreciates that auditors need to have a thorough understanding of the business of their client, but he does not
know what aspects of the client's business this relates to, or how the understanding is developed.

Required
(@ (@) Identify and explain the aspects of a client's business which should be considered in order to gain an
understanding of the company and its operating environment. (6 marks)
(i) ~ Recommend the procedures an auditor should perform in order to gain business understanding.
(4 marks)
(b)  Respond to the partner's email. (13 marks)

Note. Professional marks will be awarded in part (b) for the clarity, format and presentation of the briefing
notes. (4 marks)

(c) Describe the principal audit procedures to be performed in respect of the amount:

(i) Capitalised in relation to the construction of the new Green George cafés (5 marks)
(i)  Recognised as an expense for the advertising of the Quick-bite brand (4 marks)

(Total = 36 marks)
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40 Grissom (6/10) (amended) 74 mins

You are a senior audit manager in Vegas & Co, responsible for the audit of the Grissom Group, which has been an
audit client for several years. The group companies all have a financial year ending 30 June 20Y0, and you are
currently planning the final audit of the consolidated financial statements. The group's operations focus on the
manufacture and marketing of confectionery and savoury snacks. Information about several matters relevant to the
group audit is given below. These matters bate are all potentially material to the consolidated financial statements.
None of the companies in the group are listed.

Grissom Co

This is a non-trading parent company, which wholly owns three subsidiaries — Willows Co, Hodges Co and Brass Co,
all of which are involved with the core manufacturing and marketing operations of the group. This year, the directors
decided to diversify the group's activities in order to reduce risk exposure. Non-controlling interests representing
long-term investments have been made in two companies — an internet-based travel agent, and a chain of pet shops.
In the consolidated statement of financial position, these investments are accounted for as associates, as Grissom
Co is able to exert significant influence over the companies.

As part of their remuneration, the directors of Grissom Co receive a bonus based on the profit before tax of the
group. In April 20Y0, the group finance director resigned from office after a disagreement with the chief executive
officer over changes to accounting estimates. A new group finance director is yet to be appointed.

Willows Co

This company manufactures and distributes chocolate bars and cakes. In July 20X9, production was relocated to a
new, very large factory. One of the conditions of the planning permission for the new factory is that Willows Co
must, at the end of the useful life of the factory, dismantle the premises and repair any environmental damage
caused to the land on which it is situated.

Hodges Co

This company's operations involve the manufacture and distribution of packaged nuts and dried fruit. The
government paid a grant in November 20X9 to Hodges Co, to assist with costs associated with installing new,
environmentally friendly, packing lines in its factories. The packing lines must reduce energy use by 25% as part of
the conditions of the grant, and they began operating in February 20Y0.

Brass Co

This company is a new and significant acquisition, purchased in January 20Y0. It is located overseas, in Chocland, a
developing country, and has been purchased to supply cocoa beans, a major ingredient for the goods produced by
Willows Co. It is now supplying approximately half of the ingredients used in Willow Co's manufacturing. Chocland
has not adopted International Financial Reporting Standards, meaning that Brass Co's financial statements are
prepared using local accounting rules. The company uses local currency to measure and present its financial
statements.

Further information

Your firm audits all components of the group with the exception of Brass Co, which is audited by a small local firm,
Sidle & Co, based in Chocland. Audit regulations in Chocland are not based on International Standards on Auditing.

You have just received the following email from Warwick Stokes, the audit engagement partner.
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To: Audit manager
From: Warwick Stokes
Re: Grissom Group audit planning

Hello,

| need you to help me get started on planning for the audit of the consolidated financial statements of the Grissom
Group. To this end, please prepare briefing notes for my attention in which you:

o Identify, explain and evaluate the principal audit risks. (18 marks)
Ignore those risks that relate to reliance on another auditor, as that will be dealt with separately.

Thanks,

Warwick

Required
(@)  Respond to the email from the engagement partner. (18 marks)

Professional marks will be awarded in part (a), for the format of the answer, and for the clarity of the
evaluation. (4 marks)

(b)  Explain the factors that should be considered, and the procedures that should be performed, in deciding the
extent of reliance to be placed on the work of Sidle & Co. (8 marks)

(c)  Recommend the principal audit procedures that should be performed on:

(i) The classification of non-controlling investments made by Grissom Co (4 marks)
(i) The condition attached to the grant received by Hodges Co (4 marks)

(Total = 38 marks)

41 Jacob (6/11) 35 mins

Jacob Co, an audit client of your firm, is a large privately owned company whose operations involve a repair and
maintenance service for domestic customers. The company offers a range of services, such as plumbing and
electrical repairs and maintenance, and the repair of domestic appliances such as washing machines and cookers, as
well as dealing with emergencies such as damage caused by flooding. All work is covered by a two-year warranty.

The directors of Jacob Co have been seeking to acquire expertise in the repair and maintenance of swimming pools
and hot-tubs as this is a service increasingly requested, but not offered by the company. They have recently
identified Locke Co as a potential acquisition. Preliminary discussions have been held between the directors of the
two companies with a view to the acquisition of Locke Co by Jacob Co. This will be the first acquisition performed by
the current management team of Jacob Co. Your firm has been asked to perform a due diligence review on Locke Co
prior to further discussions taking place. You have been provided with the following information regarding Locke Co.

1 Locke Co is owner-managed, with three of the five board members being the original founders of the
company, which was incorporated 30 years ago. The head office is located in a prestigious building, which is
owned by the founders' family estate. The company recently acquired a separate piece of land on which a new
head office is to be built.

2 The company has grown rapidly in the last three years as more affluent customers can afford the cost of
installing and maintaining swimming pools and hot-tubs. The expansion was funded by a significant bank
loan. The company relies on an overdraft facility in the winter months when less operating cash inflows arise
from maintenance work.

3 Locke Co enjoys a good reputation, though this was tarnished last year by a complaint by a famous actor who
claimed that, following maintenance of his swimming pool by Locke Co's employees, the water contained a
chemical which damaged his skin. A court case is on-going and is attracting media attention.

4 The company's financial year end is 31 August. Its accounting function is outsourced to Austin Co, a local
provider of accounting and tax services.
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Required

(@)  Explain three potential benefits of an externally provided due diligence review to Jacob Co. (6 marks)

(b)  Recommend additional information which should be made available for your firm's due diligence review, and
explain the need for the information. (12 marks)

Note. Assume itis 7 June 20X1. (Total = 18 marks)

42 Waters (6/14) 49 mins

You are a manager in Hunt & Co, a firm which offers a range of services to audit and non-audit clients. You have
been asked to consider a potential engagement to review and provide a report on the prospective financial
information of Waters Co, a company which has been an audit client of Hunt & Co for six years. The audit of the
financial statements for the year ended 30 April 20X4 has just commenced. Waters Co operates a chain of cinemas
across the country. Currently its cinemas are out of date and use projectors which cannot show films made using
new technology, which are becoming more popular. Management is planning to invest in all of its cinemas in order
to attract more customers. The company has sufficient cash to fund half of the necessary capital expenditure, but
has approached its bank with a loan application of $8 million for the remainder of the funds required. Most of the
cash will be used to invest in equipment and fittings, such as new projectors and larger screens, enabling new
technology films to be shown in all cinemas. The remaining cash will be used for refurbishment of the cinemas. The
draft forecast statements of profit or loss for the years ending 30 April 20X5 and 20X6 are shown below, along with
the key assumptions which have been used in their preparation. The unaudited statement of profit or loss for the
year ended 30 April 20X4 is also shown below. The forecast has been prepared for use by the bank in making its
lending decision, and will be accompanied by other prospective financial information including a forecast statement
of cash flows.

FORECAST STATEMENT OF PROFIT OR LOSS

Year ended Note relevant Year ending Year ending
30 April 20X4 to forecast 30 April 20X5 30 April 20X6
Unaudited information Forecast Forecast
$'000 $'000 $'000

Revenue 35,000 1 43,000 46,000
Operating expenses (28,250) 2 (31,500) (32,100)
Operating profit 6,750 11,500 13,900
Finance costs (1,700) (2,000) (1,900)
Profit before tax 5,050 9,500 12,000

Note 1. The forecast increase in revenue is based on the following assumptions:

(i) All cinemas will be fitted with new projectors and larger screens to show new technology films by September
20X4.

(i)  Ticket prices will increase from $7.50 to $10 from 1 September 20X4.

Note 2. Operating expenses include mainly staff costs, depreciation of property and equipment, and repairs and
maintenance to the cinemas.

Required

(@ () Explain the matters to be considered by Hunt & Co before accepting the engagement to review and
report on Waters Co's prospective financial information. (6 marks)

(i)  Assuming the engagement is accepted, describe the examination procedures to be used in respect of
the forecast statement of profit or loss. (8 marks)

(b)  The audit strategy relevant to the audit of Waters Co concludes that the company has a relatively high risk
associated with money laundering, largely due to the cash-based nature of its activities. The majority of
customers purchase their cinema tickets and refreshments in cash, and the company transfers its cash to
overseas bank accounts on a regular basis.
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Required

(i) Explain the stages used in laundering money, commenting on why Waters Co has been identified as
high risk. (5 marks)

(i)  Recommend FOUR elements of an anti-money laundering programme which audit firms such as Hunt
& Co should have in place. (6 marks)

(Total = 25 marks)

43 0ak (12/11) (amended)

(@)  Youare a manager in Maple & Co, responsible for the audit of Oak Co, a listed company. Oak Co
manufactures electrical appliances such as televisions and radios, which are then sold to retail outlets. You
are aware that during the last year, Oak Co lost several customer contracts to overseas competitors. However,
a new division has been created to sell its products directly to individual customers via a new website, which
was launched on 1 November 20X1.

You are about to commence planning the audit for the year ending 31 December 20X1, and you have received
an email from Holly EIm, the audit engagement partner:

To: Audit manager
From: Holly Elm, Audit partner

Subject: Oak Co — audit planning
Hello,
(i) [ would like you to start planning the audit of Oak Co. You need to perform a preliminary analytical L

review on the financial information and accompanying notes provided by Rowan Birch, the finance
director of Oak Co. Using this information and the results of your analytical review, please prepare
notes for inclusion in the planning section of the working papers, which identify and explain the
principal audit risks to be considered in planning the final audit. Your notes should include any
calculations performed. (23 marks)

(i)  Please also recommend the principal audit procedures which should be performed in respect of:

(1) The recognition and measurement of the share-based payment plan, and

(2)  The classification of the new lease. (8 marks)
Thank you,

Holly

Financial information provided by Rowan Birch:
STATEMENT OF PROFIT OR LOSS (EXTRACT FROM MANAGEMENT ACCOUNTS)

Notes 11 months to 11 months to
30 November 30 November
20X1 20X0

$'000 $'000
Revenue 25,700 29,300
Cost of sales (15,420) (15,900)
Gross profit 10,280 13,400
Operating expenses 1 (6,200) (7,750)
Operating profit 4,080 5,650
Finance costs (1,500) (1,500)
Profit before tax 2,580 4,150
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STATEMENT OF FINANCIAL POSITION

Notes 11 months to 11 months to
30 November 30 November
20X1 20X0
$'000 $'000
ASSETS
Non-current assets
Property plant and equipment 2,3 90,000 75,750
Intangible assets 4 1,250 -
91,250 75,75
Current assets
Inventory 1,800 1,715
Trade receivables 4,928 4,815
Cash and cash equivalents 100 2,350
6,828 8,880
Total assets 98,078 84,630
EQUITY AND LIABILITIES
Equity
Share capital 20,000 20,000
Revaluation reserve 3 10,000 -
Retained earnings 32,278 34,895
Total equity 62,278 54,895
Non-current liabilities
Long-term borrowings 5 25,000 25,000
Provisions 6 1,000 1,250
Finance lease payable 2 5,000 -
31,000 26,250
Current liabilities
Bank overdraft 7 1,300 -
Trade and other payables 3,500 3,485
4,800 3,485
Total liabilities 35,800 29,735
Total equity and liabilities 98,078 84,630
Notes
1 Oak Co established an equity-settled share-based payment plan for its executives on 1 January 20X1. 250

executives and senior managers have received 100 share options each, which vest on 31 December 20X3
if the executive remains in employment at that date, and if Oak Co's share price increases by 10% per
annum. No expense has been recognised this year as Oak Co's share price has fallen by 5% in the last
six months, and so it is felt that the condition relating to the share price will not be met this year end.

2 On 1 July 20X1, Oak Co entered into a lease which has been accounted for as a finance lease and
capitalised at $5 million. The leased property is used as the head office for Oak Co's new website
development and sales division. The lease term is for five years and the fair value of the property at the

inception of the lease was $20 million.

3 On 30 June 20X1 Oak Co's properties were revalued by an independent expert.

4 A significant amount has been invested in the new website, which is seen as a major strategic
development for the company. The website has generated minimal sales since its launch last month,
and advertising campaigns are currently being conducted to promote the site.

5 The long-term borrowings are due to be repaid in two equal instalments on 30 September 20X2 and
20X3. Oak Co is in the process of renegotiating the loan, to extend the repayment dates, and to

increase the amount of the loan.

6 The provision relates to product warranties offered by the company.

7 The overdraft limit agreed with Oak Co's bank is $1.5 million.
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Required

Respond to the email from the audit partner. (31 marks)
Note. The split of the mark allocation is shown within the partner's email.

Professional marks will be awarded for the presentation and clarity of your answer. (4 marks)

(b)  Maple & Co is suffering from declining revenue, and as a result of this, another audit manager has been asked
to consider how to improve the firm's profitability. In a conversation with you this morning he mentioned the
following.

'We really need to make our audits more efficient. I think we should fix materiality at the planning stage at the
maximum possible materiality level for all audits, as this would reduce the work we need to do.

'l also think we can cut the firm's overheads by reducing our spending on training. We spend a lot on
expensive training courses for junior members of the audit team, and on Continuing Professional
Development for our qualified members of staff.

'We could also guarantee our clients that all audits will be completed quicker than last year. Reducing the
time spent on each assignment will improve the firm's efficiency and enable us to take on more audit clients.’

Required

Comment on the practice management and quality control issues raised by the audit manager's suggestions
to improve the audit firm's profitability. (6 marks)
Note. Assume it is 5 December 20X1. (Total = 41 marks)

44 Dasset (12/13) 39 mins

Dasset Co operates in the coal mining industry. The company owns ten mines across the country from which coal is
extracted before being sold onto customers who are energy providers. Coal mining companies operate under licence
from the National Coal Mining Authority, an organisation that monitors the environmental impact of coal mining
operations, and requires coal mines to be operated in compliance with strict health and safety regulations.

You are an audit manager in Burton & Co, responsible for the audit of Dasset Co and you are reviewing the audit
working papers for the year ended 31 August 20X3. The draft financial statements recognise profit before tax
of $18 million and total assets of $175 million. The audit senior has left a note for your attention:

Accident at the Ledge Hill Mine

On 15 August 20X3, there was an accident at the Ledge Hill Mine, where several of the tunnels in the mine collapsed,
causing other tunnels to become flooded. This has resulted in one-third of the mine becoming inaccessible and for
safety reasons, the tunnels will be permanently closed. However, Dasset Co's management thinks that the rest of the
mine can remain operational, as long as improvements are made to ensure that the mine meets health and safety
regulations.

Luckily no one was injured in the accident. However, the collapse caused subsidence which has damaged several
residential properties in a village located above the mine. A surveyor has been commissioned to report on whether
the properties need to be demolished or whether they can be safely repaired. A group of 20 residents has been
relocated to rental properties in the local area and Dasset Co is meeting all expenses in relation to this. The Ledge Hill
Mine was acquired several years ago and is recognised in the draft statement of financial position at $10 million. As
no employees were injured in the accident, Dasset Co's management has decided not to report the accident to the
National Coal Mining Authority.
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Required
In respect of the accident at the Ledge Hill Mine:

(@ (i) Comment on the matters which you should consider, and
(i) Describe the audit evidence which you should expect to find,

in undertaking your review of the audit working papers and financial statements of Dasset Co.
Note. The total marks will be split equally between each part. (14 marks)

(b)  Inrelation to management's decision not to report the accident to the National Coal Mining Authority, discuss
Burton & Co's responsibilities and recommend the actions which should be taken by the firm. (6 marks)

(Total = 20 marks)

45 Soprano (6/15) 39 mins

(@) A high-quality audit features the exercise of professional judgement by the auditor, and importantly, a mind-
set which includes professional skepticism throughout the planning and performance of the audit.

Required

Explain the meaning of the term professional skepticism, and discuss its importance in planning and
performing an audit. (5 marks)

You are an audit manager in Soprano & Co, working on the audit of the Tony Group (the Group), whose financial
year ended on 31 March 20X5. This is the first time you have worked on the Group audit. The draft consolidated
financial statements recognise profit before tax of $6 million (20X4 — $9 million) and total assets of $30 million
(20X4 — $82 million). The Group manufactures equipment used in the oil extraction industry.

Goodwill of $10 million is recognised in the Group statement of financial position, having arisen on several business
combinations over the last few years. An impairment review was conducted in March 20X5 by Silvio Dante, the
Group finance director, and this year an impairment of $50,000 is to be recognised in respect of the goodwill.

Silvio has prepared a file of documentation to support the results of the impairment review, including notes on the
assumptions used, his calculations, and conclusions. When he gave you this file, Silvio made the following
comment:

'l don't think you should need any evidence other than that contained in my file. The assumptions used are
straightforward, so you shouldn't need to look into them in detail. The assumptions are consistent with how we
conducted impairment reviews in previous years and your firm has always agreed with the assumptions used, so
you can check that back to last year's audit file. All of the calculations have been checked by the head of the Group's
internal audit department.’

Silvio has also informed you that two members of the sales team are suspected of paying bribes in order to secure
lucrative customer contracts. The internal audit team were alerted to this when they were auditing cash payments,
and found significant payments to several new customers being made prior to contracts being signed. Silvio has
asked if Soprano & Co would perform a forensic investigation into the alleged bribery payments.

Required
(by (i) Discuss how professional skepticism should be applied to the statement made by Silvio; and
(6 marks)
(i)  Explain the principal audit procedures to be performed on the impairment of goodwill. (5 marks)
(c)  Recommend the procedures to be used in performing a forensic investigation on the alleged bribery
payments. (4 marks)
Note. Assume it is 6" June 20X5. (Total = 20 marks)
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46 Willow (12/11) (amended) 53 mins

Willow Co is a print supplier to businesses, printing catalogues, leaflets, training manuals and stationery to order. It
specialises in using 100% recycled paper in its printing, a fact which is promoted heavily in its advertising.

You are a senior audit manager in Bark & Co, and you have just been placed in charge of the audit of Willow Co. The
audit for the year ended 31 August 20X1 is nearing completion, and the audit engagement partner, Jasmine Berry,
has sent you an email:

To: Audit manager

From: Jasmine Berry, Audit partner

Subject: Audit completion and other issues — Willow Co
Hello,

The manager previously assigned to the audit of Willow Co has been moved to another urgent assignment, so thank
you for stepping in to take on the manager's role this late in the audit. The audit report is due to be issued in two
weeks' time, and the audit senior has prepared a summary of matters for your consideration.

| have been asked to attend a meeting with the audit committee of Willow Co tomorrow, so | need you to update me
on how the audit has progressed. | am asking you to prepare briefing notes for my use in which you:

(@)  Assess the audit implications of the three issues related to audit work raised by the audit senior. Your
assessment should consider the sufficiency of evidence obtained, explain any adjustments that may be
necessary to the financial statements, and describe the impact on the audit report if these adjustments are not
made. You should also recommend any further audit procedures necessary. (15 marks)

(b)  Explain the matters, other than the three issues related to audit work raised by the audit senior, which should
be brought to the attention of the audit committee of Willow Co. (8 marks)

Thanks

Summary of issues for manager's attention, prepared by audit senior
Materiality has been determined as follows.

. $800,000 for assets and liabilities
o $250,000 for income and expenses

Issues related to audit work performed:
(i) Audit work on inventory

Audit procedures performed at the inventory count indicated that printed inventory items with a value of
$130,000 were potentially obsolete. These items were mainly out of date training manuals. The finance
director, Cherry Laurel, has not written off this inventory as she argues that the paper on which the items are
printed can be recycled and used again in future printing orders. However, the items appear not to be
recyclable as they are coated in plastic. The junior who performed the audit work on inventory has requested
a written representation from management to confirm that the items can be recycled and no further
procedures relevant to these items have been performed.

(ii)  Audit work on provisions

Willow Co is involved in a court case with a competitor, Aspen Co, which alleges that a design used in Willow
Co's printed material copies one of Aspen Co's designs which are protected under copyright. Our evidence
obtained is a verbal confirmation from Willow Co's lawyers that a claim of $125,000 has been made against
Willow Co, which is probable to be paid. Cherry Laurel has not made a provision, arguing that it is immaterial.
Cherry refused our request to ask the lawyers to confirm their opinion on the matter in writing, saying it is not
worth bothering the lawyers again on such a trivial matter.
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(iii)  Audit work on current assets

Willow Co made a loan of $6,000 to Cherry Laurel, the finance director, on 30 June 20X1. The amount is
recognised as a current asset. The loan carries an interest rate of 4% which we have confirmed to be the
market rate for short-term loans and we have concluded that the loan is an arm's length transaction. Cherry
has provided written confirmation that she intends to repay the loan by 31 March 20X2. The only other audit
work performed was to agree the cash payment to the cash book. Details of the loan made to Cherry have not
been separately disclosed in the financial statements.

Other issues for your attention:
Property revaluations

Willow Co currently adopts an accounting policy of recognising properties at cost. During the audit of non-current
assets Willow Co's property manager said that the company is considering a change of accounting policy so that
properties would be recognised at fair value from 1 January 20X2.

Non-current asset register

The audit of non-current assets was delayed by a week. We had asked for the non-current asset register
reconciliation to be completed by the client prior to commencement of our audit procedures on non-current assets,
but it seems that the person responsible for the reconciliation went on holiday having forgotten to prepare the
reconciliation. This happened on last year's audit as well, and the issue was discussed with the audit committee at
that time.

Procurement procedures

We found during our testing of trade payables that an approved supplier list is not maintained, and invoices received
are not always matched back to goods received notes. This was mentioned to the procurement manager, who said
that suppliers are switched fairly often, depending on which supplier is the cheapest, so it would be difficult to
maintain an up-to-date approved supplier list.

Financial controller

Mia Fern, Willow Co's financial controller, owns a holiday home overseas. It appears that she offered the audit team
free use of the holiday home for three weeks after the audit, as a reward for the team's hard work. She also bought
lunch for the audit team on most days.

Required

Respond to the partner's email. (23 marks)
Note. The split of the mark allocation is shown within the email.

Professional marks will be awarded for the format and clarity of your answer. (4 marks)
Note. Assume it is 5 December 20X1. (Total = 27 marks)

47 Jovi (12/12) 55 mins

(@  Youare a manager in Sambora & Co, responsible for the audit of the Jovi Group (the Group), which is listed.
The Group's main activity is steel manufacturing and it comprises a parent company and five subsidiaries.
Sambora & Co currently audits all components of the Group.

You are working on the audit of the Group's financial statements for the year ended 30 June 20X2. This
morning the audit engagement partner left a note for you:

'Hello,

The audit senior has provided you with the draft consolidated financial statements and accompanying notes
which summarise the key audit findings and some background information.

At the planning stage, materiality was initially determined to be $900,000, and was calculated based on the
assumption that the Jovi Group is a high risk client due to its listed status. During the audit, a number of
issues arose which meant that we needed to revise the materiality level for the financial statements as a
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whole. The revised level of materiality is now determined to be $700,000. One of the audit juniors was unsure
as to why the materiality level had been revised. There are two matters you need to deal with: —

(i) Explain why auditors may need to reassess materiality as the audit progresses. (4 marks)

(i)  Assess the implications of the key audit findings for the completion of the audit. Your assessment
must consider whether the key audit findings indicate a risk of material misstatement. Where the key
audit findings refer to audit evidence, you must also consider the adequacy of the audit evidence
obtained, but you do not need to recommend further specific procedures. (18 marks)

Thank you'

The Group's draft consolidated financial statements, with notes referenced to key audit findings, are shown
below:

DRAFT CONSOLIDATED STATEMENT OF PROFIT OR LOSS AND OTHER COMPREHENSIVE INCOME
30 June 20X2 30 June 20X1

Notes Draft Actual
$'000 $'000
Revenue 1 98,795 103,100
Cost of sales (75,250) (74,560)
Gross profit 23,545 28,540
Operating expenses 2 (14,900) (17,500)
Operating profit 8,645 11,040
Share of profit of associate 1,010 900
Finance costs (380) (340)
Profit before tax 9,275 11,600
Taxation (3,200) (3,500) -
Profit for the year 6,075 8,100
Other comprehensive income/expense for
the year, net of tax:
Gains on property revaluation 3 800 -
Actuarial losses on defined benefit plan 4 (1,100) 200)
Other comprehensive income/expense (300) 200)
Total comprehensive income for the year 5,775 7,900

Notes. Key audit findings — Statement of profit or loss and other comprehensive income

1 Revenue has been stable for all components of the Group with the exception of one subsidiary,
Copeland Co, which has recognised a 25% decrease in revenue.

2 Operating expenses for the year to June 20X2 is shown net of a profit on a property disposal of $2
million. Our evidence includes agreeing the cash receipts to bank statement and sale documentation,
and we have confirmed that the property has been removed from the non-current asset register. The
audit junior noted, when reviewing the sale document, that there is an option to repurchase the
property in five years' time, but did not discuss the matter with management.

3 The property revaluation relates to the Group's head office. The audit team have not obtained evidence
on the revaluation, as the gain was immaterial based on the initial calculation of materiality.

4 The actuarial loss is attributed to an unexpected stock market crash. The Group's pension plan is
managed by Axle Co — a firm of independent fund managers who maintain the necessary accounting
records relating to the plan. Axle Co has supplied written representation as to the value of the defined
benefit plan's assets and liabilities at 30 June 20X2. No other audit work has been performed other
than to agree the figure from the financial statements to supporting documentation supplied by
Axle Co.
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DRAFT CONSOLIDATED STATEMENT OF FINANCIAL POSITION

Notes

ASSETS

Non-current assets

Property, plant and equipment

Goodwill 5
Investment in associate
Assets classified as held for sale 7

»

Current assets

Inventory

Receivables

Cash and cash equivalents

Total assets

EQUITY AND LIABILITIES

Equity

Share capital

Revaluation reserve

Retained earnings

Non-controlling interest 8
Total equity

Non-current liabilities

Defined benefit pension plan

Long-term borrowings 9
Deferred tax

Total non-current liabilities

Current liabilities

Trade and other payables

Provisions

Total current liabilities

Total liabilities

Total equity and liabilities

Notes. Key audit findings — statement of financial position

30 June 20X2
Draft
$'000

81,800
5,350
4,230
7,800

99,180

8,600
8,540
2,100
19,240
118,420

12,500
3,300
33,600
4,350
53,750

10,820
43,000

1,950
55,770

6,200
2,700
8,900
64,670
118,420

30 June 20X1
Actual
$'000

76,300
5,350
4,230

85,880

8,000
7,800
2,420
18,220
104,100

12,500
2,500
29,400
4,000
48,400

9,250
35,000
1,350
45,600

7,300
2,800
10,100
55,700
104,100

5 The goodwill relates to each of the subsidiaries in the Group. Management has confirmed in writing
that goodwill is stated correctly, and our other audit procedure was to arithmetically check the

impairment review conducted by management.

6 The associate is a 30% holding in James Co, purchased to provide investment income. The audit team
have not obtained evidence regarding the associate as there is no movement in the amount recognised

in the statement of financial position.

7 The assets held for sale relate to a trading division of one of the subsidiaries, which represents one
third of that subsidiary's net assets. The sale of the division was announced in May 20X2, and is
expected to be complete by 31 December 20X2. Audit evidence obtained includes a review of the sales
agreement and confirmation from the buyer, obtained in July 20X2, that the sale will take place.

8 Two of the Group's subsidiaries are partly owned by shareholders external to the Group.

9 A loan of $8 million was taken out in October 20X1, carrying an interest rate of 2%, payable annually
in arrears. The terms of the loan have been confirmed to documentation provided by the bank.

Required

Respond to the note from the audit engagement partner.

Note. The split of the mark allocation is shown within the partner's note.

(22 marks)
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(b)  The audit engagement partner now sends a further note regarding the Jovi Group:

"The Group finance director has just informed me that last week the Group purchased 100% of the share
capital of May Co, a company located overseas in Farland. The Group audit committee has suggested that due
to the distant location of May Co, a joint audit could be performed, starting with the next financial statements
for the year ending 30 June 20X3. May Co's current auditors are a small local firm called Moore & Co who
operate only in Farland.'

Required

Discuss the advantages and disadvantages of a joint audit being performed on the financial statements of
May Co. (6 marks)

(Total = 28 marks)

48 Kobain (12/12) 31 mins

(a) 'Revenue recognition should always be approached as a high risk area of the audit.'
Required
Discuss this statement. (6 marks)

(b)  Youare a manager in Beck & Co, responsible for the audit of Kobain Co, a new audit client of your firm, with
a financial year ended 31 July 20X2. Kobain Co's draft financial statements recognise total assets of $55
million, and profit before tax of $15 million. The audit is nearing completion and you are reviewing the audit
files.

Kobain Co designs and creates high-value items of jewellery. Approximately half of the jewellery is sold in L
Kobain Co's own retail outlets. The other half is sold by external vendors under a consignment stock

arrangement, the terms of which specify that Kobain Co retains the ability to change the selling price of the

jewellery, and that the vendor is required to return any unsold jewellery after a period of nine months. When

the vendor sells an item of jewellery to a customer, legal title passes from Kobain Co to the customer.

On delivery of the jewellery to the external vendors, Kobain Co recognises revenue and derecognises
inventory. At 31 July 20X2, jewellery at cost price of $3 million is held at external vendors. Revenue of $4
million has been recognised in respect of this jewellery.

Required

Comment on the matters that should be considered, and explain the audit evidence you should expect to find
in your file review in respect of the consignment stock arrangement. (6 marks)

(c)  Yourfirm also performs the audit of Jarvis Co, a company which installs windows. Jarvis Co uses sales
representatives to make direct sales to customers. The sales representatives earn a small salary, and also
earn a sales commission of 20% of the sales they generate.

Jarvis Co's sales manager has discovered that one of the sales representatives has been operating a fraud, in
which he was submitting false claims for sales commission based on non-existent sales. The sales
representative started to work at Jarvis Co in January 20X2. The forensic investigation department of your
firm has been engaged to quantify the amount of the fraud.

Required

Recommend the procedures that should be used in the forensic investigation to quantify the amount of the
fraud. (4 marks)

(Total = 16 marks)

@ —
LEARNING MEDIA




49 Cuckoo Group 66 mins

You are currently at the planning stage of the audit of the Cuckoo Group, and have just received the following email
from the audit engagement partner.

To: Audit manager
From: Audit partner

Re: Cuckoo Group audit
Hello,

We are currently auditing the consolidated financial statements of the Cuckoo Group. I'd like you to start scrutinising
the accounting policies being used by the group for the valuation of inventory. The group has three principal
subsidiaries; Loopy, Snoopy and Drake Retail. We are not currently the auditors of Loopy as Cuckoo only recently
acquired this subsidiary company. Cuckoo, the holding company, carries on business as a dealer in gold bullion and
other precious metals. It purchased the three subsidiaries in order to diversify its activities. It felt that dealing in
commodities was quite risky and wished to spread the operating risk. |'ve attached to this email a schedule of the
accounting policies proposed by Cuckoo Group regarding the valuation of inventory.

I'd like you to prepare some briefing notes for me, in which you:
(i) Describe the matters to consider and the audit procedures to carry out as part of the planning and evaluation

of the work of the auditors of Loopy, and (12 marks)
(i)  Discuss whether you feel that the current accounting policies adopted by Cuckoo and its three subsidiaries

regarding inventory are acceptable to us as group auditor. (12 marks)
Thanks.

Email attachment

Cuckoo proposes to include the bullion and other precious metals in the statement of financial position at the year-
end market values. It does not enter into any contracts for the forward purchase or sale of precious metals. Cuckoo
does not manufacture products from the precious metals but simply buys and sells the metals on the bullion
markets.

Loopy manufactures domestic products such as cutlery, small electrical appliances and crockery. The inventory is
valued at the lower of cost or market value applied to the total of the inventory. Cost is determined by using the last
in, first out (LIFO) method of valuation. Overhead costs are allocated on the basis of normal activity and are those
incurred in bringing the inventory to its present location and condition.

Snoopy manufactures similar domestic products to Loopy. The inventory is valued at the lower of cost and net
realisable value for the purpose of the group statement of financial position. However, inventory is further reduced to
its base value for the purpose of the group statement of profit or loss and other comprehensive income. This
reduction is not material in the context of the group accounts. Overheads are allocated on the basis of normal activity
levels and the costs incurred in bringing the inventory to its present location and condition.

Drake Retail acts as the retail outlet for approximately 60% of the combined output of Loopy and Snoopy. It values
its inventory at the lower of cost and net realisable value. Inventories mainly consist of goods held for resale. Cost is
computed by deducting the gross profit margin from the selling value of inventory. When computing net realisable
value, an allowance is made for any future markdowns to be made on inventory.

The directors of Cuckoo Group wish the following accounting policy note to be included in the group financial
statements regarding inventory. 'Inventory is stated at the lower of cost and net realisable value and comprises raw
material inventory (including bullion), work in progress and finished goods.'

Required
(@)  Respond to the partner's email. (24 marks)
Note. Professional marks will be available for the format and clarity of your response. (4 marks)
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(b)  Comment on the extent to which ISA 600 Special Considerations — Audits of Group Financial Statements
(Including the Work of Component Auditors) provides guidance on the following issues in the context of a
group audit.

(i) Co-operation between auditors
(i) Multi-location auditors
(iii)  Joint audits (6 marks)

(Total = 34 marks)

50 Bluebell (12/08) (amended) 70 mins

Bluebell Co operates a chain of 95 luxury hotels. This year's results show a return to profitability for the company,
following several years of losses. Hotel trade journals show that on average, revenue in the industry has increased by
around 20% this year. Despite improved profitability, Bluebell Co has poor liquidity, and is currently trying to secure
further long-term finance.

You have been the manager responsible for the audit of Bluebell Co for the last four years. Extracts from the draft
financial statements for the year ended 30 November 20X8 are shown below.

EXTRACTS FROM THE STATEMENT OF PROFIT OR LOSS 20X8 20X7
$m $m
Revenue (Note 1) 890 713
Operating expenses (Note 2) (835) (690)
Other operating income (Note 3) 135 10
Operating profit 190 33
Finance charges (45) (43)
Profit/(loss) before tax 145 (10)
Notes
1 Revenue recognition

Revenue comprises sales of hotel rooms, conference and meeting rooms. Revenue is recognised when a
room is occupied. A 20% deposit is taken when the room is booked.

2 Significant items included in operating expenses

20X8 20X7
$m $m
Share-based payment expense (i) 138 -
Damaged property repair expenses (ii) 100 -

(i) In June 20X8 Bluebell Co granted 50 million share options to executives and employees of the
company. The cost of the share option scheme is being recognised over the three year vesting period
of the scheme. It is currently assumed that all of the options will vest and the expense is calculated on
that basis. Bluebell Co operates in a tax jurisdiction in which no deferred tax consequences arise from
share-based payment schemes.

(i) In September 20X8, three hotels situated near a major river were severely damaged by a flood. All of
the hotels, which were constructed by Bluebell Co only two years ago, need extensive repairs and
refurbishment at an estimated cost of $100 million, which has been provided in full. All of the
buildings are insured for damage caused by flooding.

3 Other operating income includes

20X8 20X7
$m $m
Profit on property disposal (iii) 125 10

(iii)  Eight properties were sold in March 20X8 to Daffodil Fund Enterprises (DFE). Bluebell Co entered into
a management contract with DFE and is continuing to operate the eight hotels under a 15-year
agreement. Under the terms of the management contract, Bluebell Co receives an annual financial
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return based on the profit made by the eight hotels. At the end of the contract, Bluebell Co has the
option to repurchase the hotels, and it is likely that the option will be exercised.

EXTRACTS FROM THE STATEMENT OF FINANCIAL POSITION 20X8 20X7
$m $m
Property, plant and equipment (Note 4) 1,265 1,135
Deferred tax asset (Note 5) 285 335
Deferred tax liability (Note 6) (735) (638)
Total assets 2,870 2,230

4 Property, Plant and Equipment (extract)

0n 31 October 20X8 all of Bluebell Co's owned hotels were revalued. A revaluation gain of $250 million has
been recognised in the statement of changes in equity and in the statement of financial position.

5 Deferred Tax Asset (extract)

The deferred tax asset represents unutilised tax losses which accumulated in the loss making periods 20X4—
20X7 inclusive. Bluebell Co is confident that future taxable trading profits will be generated in order for the tax
losses to be utilised.

6 Deferred Tax Liability (extract)
Temporary differences relating to
Property, plarg and equipment
m

1 December 20X7 638

Charged to equity 88

Charged to tax expense 9

30 November 20X8 735
Required

(@)  Using the specific information provided, identify and explain the risks of material misstatement to be
addressed when planning the final audit of Bluebell Co for the year ended 30 November 20X8. (14 marks)

(b)  Describe the principal audit procedures to be carried out in respect of the following.

(i) The measurement of the share-based payment expense (6 marks)
(i) The recoverability of the deferred tax asset (4 marks)

(c) A new internal auditor, Daisy Rosepetal, has recently joined Bluebell Co. She has been asked by management
to establish and to monitor a variety of social and environmental Key Performance Indicators (KPIs). Daisy
has no experience in this area, and has asked you for some advice. It has been agreed with Bluebell Co's audit
committee that you are to provide guidance to Daisy to help her in this part of her role, and that this does not
impair the objectivity of the audit.

You have just received the following email from the audit engagement partner on the Bluebell audit.

To:  Audit manager
From: Audit partner
Re:  Bluebell Co

Hello,

| have a meeting with Daisy Rospetal tomorrow for which | need you to prepare some briefing notes. Please
prepare notes that recommend EIGHT KPIs which could be used to monitor Bluebell Co's social and
environmental performance, and outline the nature of evidence that should be available to provide assurance
on the accuracy of the KPls recommended.

Required
Respond to the partner's email above. (12 marks)
Note. Requirement (c) includes four professional marks. (Total = 36 marks)
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51 Robster (6/09) (amended) 33 mins

Robster Co is a company which manufactures tractors and other machinery to be used in the agricultural industry.
You are Jo Russell, the manager responsible for the audit of Robster Co, and you are reviewing the audit working
papers for the year ended 28 February 20X9. The draft financial statements show revenue of $10.5 million, profit
before tax of $3.2 million, and total assets of $45 million.

The audit senior has left you the following note on the audit file, relating to assets recognised in the statement of
financial position for the first time this year.

Leases

In July 20X8, Robster Co entered into five new finance leases of land and buildings. The leases have been capitalised
and the statement of financial position includes leased assets presented as tangible non-current assets at a value of
$3.6 million, and a total finance lease payable of $3.2 million presented as a payable falling due after more than one
year.

Financial assets

Non-current assets include financial assets recognised at $1.26 million. A note to the financial statements describes
these financial assets as investments classified as at 'fair value', and the investments are described in the note as
‘held for trading'. The investments are all shares in listed companies. A gain of $350,000 has been recognised in net
profit in respect of the revaluation of these investments.

Required

(a) In your review of the audit working papers, comment on the matters you should consider, and state the audit
evidence you should expect to find in respect of:

(i) The leases (8 marks)
(i) The financial assets (5 marks)

(b)  You are aware that Robster Co is seeking a listing in September 20X9. The listing rules in this jurisdiction
require that interim financial information is published half-way through the accounting period, and that the
information should be accompanied by a review report issued by the company's independent auditor.

Required

Explain the principal analytical procedures that should be used to gather evidence in a review of interim
financial information. (4 marks)

(Total = 17 marks)

52 Connolly (12/14) 68 mins

You are an audit manager in Davies & Co, responsible for the audit of Connolly Co, a listed company operating in the
pharmaceutical industry. You are planning the audit of the financial statements for the year ending 31 December
20X4, and the audit partner, Ali Stone, has sent you this email:

To: Audit manager
From: Ali Stone, Audit partner
Subject: Audit planning — Connolly Co

Hello

| would like you to start planning the audit of Connolly Co. The company's finance director, Maggie Ram, has sent to
me this morning some key financial information discussed at the latest board meeting. | have also provided you with
minutes of a meeting | had with Maggie last week and some background information about the company. Using this
information | would like you to prepare briefing notes for my use in which you:

(@)  Evaluate the business risks faced by Connolly Co; (11 marks)

(b) Identify and explain FOUR risks of material misstatement to be considered in planning the audit; (8 marks)
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(c)  Recommend the principal audit procedures to be performed in respect of the acquired 'Cold Comforts' brand
name; and (5 marks)

(d)  Discuss the ethical issues relevant to the audit firm, and recommend appropriate actions to be taken.
(7 marks)

Thank you.

Background information

Connolly Co is a pharmaceutical company, developing drugs to be licensed for use around the world. Products
include medicines such as tablets and medical gels and creams. Some drugs are sold over the counter at pharmacy
stores, while others can only be prescribed for use by a doctor. Products are heavily advertised to support the
company's brand names. In some countries television advertising is not allowed for prescription drugs.

The market is very competitive, encouraging rapid product innovation. New products are continually in development
and improvements are made to existing formulations. Four new drugs are in the research and development phase.
Drugs have to meet very stringent regulatory requirements prior to being licensed for production and sale. Research
and development involves human clinical trials, the results of which are scrutinised by the licensing authorities.

Itis common in the industry for patents to be acquired for new drugs and patent rights are rigorously defended,
sometimes resulting in legal action against potential infringement.

Minutes from Ali Stone's meeting with Maggie Ram

Connolly Co has approached its bank to extend its borrowing facilities. An extension of $10 million is being sought to
its existing loan to support the on-going development of new drugs. Our firm has been asked by the bank to provide
a guarantee in respect of this loan extension.

In addition, the company has asked the bank to make cash of $3 million available in the event that an existing court
case against the company is successful. The court case is being brought by an individual who suffered severe and
debilitating side effects when participating in a clinical trial in 20X3.

In January 20X4, Connolly Co began to sell into a new market — that of animal health. This has been very successful,
and the sales of veterinary pharmaceuticals and grooming products for livestock and pets amount to approximately
15% of total revenue for 20X4.

Another success in 20X4 was the acquisition of the 'Cold Comforts' brand from a rival company. Products to
alleviate the symptoms of coughs and colds are sold under this brand. The brand cost $5 million and is being
amortised over an estimated useful life of 15 years.

Connolly Co's accounting and management information systems are out of date. This is not considered to create any
significant control deficiencies, but the company would like to develop and implement new systems next year.
Management has asked our firm to give advice on the new systems as they have little specialist in-house knowledge

in this area.
Key financial information
20X4 - 20X3 -
Projected Actual
unaudited audited
$'000 $'000

Revenue 40,000 38,000
Operating profit 8,100 9,085
Operating margin 20% 24%
Earnings per share 25¢ 29¢
Net cash flow (1,200) 6,000
Research and development cash outflow in the year (3,000) (2,800)
Total development intangible asset recognised at the year end 50,000 48,000
Total assets 200,000 195,000
Gearing ratio (debt/equity) 0.8 0.9
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Required
Respond to the email from the audit partner. (31 marks)
Note. The split of marks is shown within the partner's email. Assume it is 10" December 20X4.
Professional marks will be awarded for the presentation, clarity of explanations and logical flow of the answer.
(4 marks)
(Total = 35 marks)

53 Adams (6/14) 68 mins

You are a manager in Dando & Co, a firm of Chartered Certified Accountants responsible for the audit of the Adams
Group. Your firm was appointed as auditor in January 20X4, and the audit engagement partner, Joss Dylan, has sent
you the following email:

To: Audit manager
From: Joss Dylan
Regarding: Adams Group audit planning

Hello,

I need you to begin planning the audit of the Adams Group (the Group). As you know, we have been appointed to
audit the Group financial statements, and we have also been appointed to audit the financial statements of the parent
company and of all subsidiaries of the Group except for an overseas subsidiary, Lynott Co, which is audited by a
local firm, Clapton & Co. All components of the Group have the same year end of 31 May, report under IFRS and in
the same currency.

| have provided you with some information about the Group's general background and activities, and extracts from
the draft financial statements. Using this information, you are required to:

(@ (i) Evaluate the audit risks to be considered in planning the audit of the Group and; (18 marks)
(i) Identify and explain any additional information which would be relevant to your evaluation.
(5 marks)
(b)  Explain the matters to be considered, and the procedures to be performed, in respect of planning to use the
work of Clapton & Co. (8 marks)

Please present your response as briefing notes for my attention.

Thank you.

Attachment: Background and structure of the Adams Group

The Group operates in the textile industry, buying cotton, silk and other raw materials to manufacture a range of
goods including clothing, linen and soft furnishings. Goods are sold under the Adams brand name, which was
acquired by Adams Co many years ago and is held at its original cost in the Group statement of financial position.
The Group structure and information about each of the components of the Group is shown below:

Adams Co

Stewart Co

Ross Co Lynott Co Beard Co
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Ross Co, Lynott Co and Beard Co are all wholly owned, acquired subsidiaries which manufacture different textiles.
Adams Co also owns 25% of Stewart Co, a company which is classified as an associate in the Group statement of
financial position at a value of $12 million at 31 May 20X4. The shares in Stewart Co were acquired in January20X4
for consideration of $11.5 million. Other than this recent investment in Stewart Co, the Group structure has remained
unchanged for many years.

Information relevant to each of the subsidiaries

Ross Co manufactures luxury silk clothing, with almost all of its output sold through approximately 200 department
stores. Ross Co's draft statement of financial position recognises assets of $21.5 million at 31 May 20X4. Any silk
clothing which has not been sold within 12 months is transferred to Lynott Co, where the silk material is recycled in
its manufacturing process.

Lynott Co is located overseas, where it can benefit from low cost labour in its factories. It produces low price fashion
clothing for the mass market. A new inventory system was introduced in December 2013 in order to introduce
stronger controls over the movement of inventory between factories and stores. Lynott Co is audited by Clapton &
Co, and its audit reports in all previous years have been unmodified. Clapton & Co is a small accounting and audit
firm, but is a member of an international network of firms. Lynott Co's draft statement of financial position
recognises assets of $24 million at 31 May 20X4.

Beard Co manufactures soft furnishings. The company is cash-rich, and surplus cash is invested in a large portfolio
of investment properties, which generate rental income. The Group's accounting policy is to measure investment
properties at fair value. Beard Co's draft statement of financial position recognises assets of $28 million at 31 May
20X4, of which investment properties represent $10 million.

Other information

As part of management's strategy to increase market share, a bonus scheme has been put in place across the Group
under which senior managers will receive a bonus based on an increase in revenue. Adams Co imposes an annual
management charge of $800,000 on each of its subsidiaries, with the charge for each financial year payable in the
subsequent August.

Extracts from draft Group consolidated financial statements

Draft consolidated statement of profit or loss and other comprehensive income
Year ended Year ended

31 May 31 May
20X4 20X3
$'000 $'000
Draft Actual

Revenue 725,000 650,000
Cost of sales (463,000) (417,500)
Gross profit 262,000 232,500
Other income — rental income 200 150
Operating expenses (250,000) (225,000)
Profit before tax 12,200 7,650
Income tax expense (2,500) (2,000)
Profit for the year 9,700 5,650
Other comprehensive income:

Gain on investment property revaluation 1,000 /3,000
Total comprehensive income 10,700 8,650
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Draft consolidated statement of financial position

Non-current assets

Property, plant and equipment
Investment property
Intangible asset — brand name
Investment in associate

Current assets
Inventory
Receivables
Cash

Total assets

Equity and liabilities
Share capital
Retained earnings

Current liabilities
Trade payables
Tax payable

Total equity and liabilities

Required

Respond to the email from the audit partner.

Note. The split of the mark allocation is shown within the partner's email.

31 May 31 May —
20X4 20X3
$'000 $'000
Draft Actual
50,000 45,000
10,000 7,500
8,000 8,000
12,000 -
80,000 60,500
12,000 6,000
5,500 6,600
10,000 22,000
27,500 34,6000
107,500 95,100
55,000 55,000
34,000 24,600
89,000 79,600
16,000 13,500
2,500 2,000

18,500 15,500 -
107,500 95,100

(31 marks)

Professional marks will be awarded for the presentation, logical flow and clarity of explanation of the briefing notes.

54 Sci-Tech (12/07) (amended)

(4 marks)

(Total = 35 marks)

You are James Cotter. You were recently promoted to the level of audit manager at Rab & Co, a large firm of
Chartered Certified Accountants, and are now responsible for the audit of Sci-Tech Co, a pharmaceutical research
company. You are planning the substantive audit procedures to be used in the forthcoming audit of intangible assets

and operating expenses. Relevant extracts from the financial statements are as follows.

STATEMENT OF FINANCIAL POSITION
Intangible assets: development costs
Cost

Accumulated amortisation

Total assets

BPP
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30 November
20X8 20X7
(draft)
$'000 $'000
2,750 2,000
(1,450) (850)
1,300 1,150

18,500 15,000
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30 November

20X8 20X7
STATEMENT OF PROFIT OR LOSS
Revenue 4,500 3,800
Operating expenses include:
Research costs 160 200
Amortisation of development costs 600 450
Salary expenses 380 400
Profit before tax 1,800 1,530

The following is an extract from the notes to the draft financial statements:

‘Expenditure on product development is capitalised as an intangible asset from the point at which it is probable that
future economic benefits will result from the product once completed. Any product development costs which do not
meet the above criteria are expensed as incurred as research costs. Two products are currently in the development
phase: Medex, an antiseptic cream; and Flortex, a medicine to reduce the symptoms of fever.

'‘Amortisation of development costs commences with commercial production, the amortisation period being the
estimated life span of the product. Currently two products are being amortised over the following periods:

1 Plummet Cold Cure: five years
2 Blingo Cough Cure: three years

During the initial planning of the audit, the audit senior made the following note on the working papers:

‘Bio-Cert Co is the main competitor of our client. It appears that Bio-Cert Co is developing a rival product to Flortex.
This rival product is expected to be launched in June 20X9, six months prior to the expected launch of Flortex.'

Sci-Tech Co decided to outsource its payroll function, commencing in June 20X8. The service is being provided by
ProPay Co, a small local company. All of the accounting records relating to payroll are maintained and kept by
ProPay Co. In previous years the audit of salary expenses was performed using a systems based approach with
limited substantive procedures.

Sci-Tech Co receives funding from governmental health departments, as well as several large charitable donations.
This funding represents on average 25% of the company's research and development annual expenditure. The
amount of funding received is dependent on three key performance indicator (KPI) targets being met annually. All
three of the targets must be met in order to secure the government funding.

Extracts from Sci-Tech Co's operating and financial review are as follows.

KPI target Draft KPI 20X8 Actual KPI 20X7

Pharmaceutical products

donated free of charge to

health care charities:

1% revenue 0.8% revenue 1.2% revenue

Donations to, and cost of

involvement with, local

community charities:

0.5% revenue 0.6% revenue 0.8% revenue

Accidents in the work place:
Fewer than 5 serious accidents
per year 4 serious accidents 2 serious accidents

In addition to performing the financial statement audit, your firm is engaged to provide an assurance opinion on the
KPIs disclosed in the operating and financial review.
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You have just received an email from Robert Nesbitt, the engagement partner responsible for Sci-Tech:

To: James Cotter <jamesie@rabandco.co.uk>
From: Robert Nesbitt <rabc@rabandco.co.uk>
Date: December 20X8

Subject: Sci-Tech planning

James,

As this is your first job in your new role, 1'd like you to prepare a memorandum for me outlining what your approach
will be to a few of the key issues in the Sci-Tech audit and review engagements. In particular, please ensure that you
cover the following.

(@)  Define outsourcing and explain the matters to be in considered in planning the audit of salary expense.

(9 marks)
(b)  Matters to consider in relation to the capitalised development costs (5 marks), and evidence that should be
sought regarding the assertion that development costs are technically feasible (3 marks). (8 marks)

(c) Procedures to perform on the amortisation rate of five years being applied to development costs in relation to
Plummet. (5 marks)

(d () Discuss why it may not be possible to provide a high level of assurance over the stated key
performance indicators. (4 marks)

(i) Describe the procedures to verify the number of serious accidents in the year ended 30 November
20X8. (4 marks)

I'd like you to get to work on this straight away so that we can get the planning itself done in time.

Regards

Robert

Required

Respond to Robert's email. (30 marks)
Note. Four professional marks will be available for the format and clarity of answers. (4 marks)

(Total = 34 marks)

55 Rosie (6/08) (amended) 70 mins

Rosie Co is the parent company of an expanding group of companies. The group's main business activity is the
manufacture of engine parts. In January 20X8 the acquisition of Dylan Co was completed, and the group is currently
considering the acquisition of Maxwell Co, a large company which would increase the group's operating facilities by
around 40%. All subsidiaries are wholly owned. The group structure is summarised below.

Rosie Co
Timber Co Ben Co Dylan Co
acquired January 20X1 acquired January 20X5 acquired January 20X8

You are John Hayes, a senior audit manager in Chien & Co, a firm of Chartered Certified Accountants. Today you
received the following email from Stephen Ferris, who has recently been promoted to the role of audit supervisor,
and who is currently working on the Rosie Group audit.
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To: John Hayes, senior manager <john.hayes@chienco.com>
From: Stephen Ferris, audit supervisor <stephen.ferris@chienco.com>
Date: June 20X8

Subject: Rosie Group audit

Hello John,

| am about to start reviewing the working papers completed on the final audit of Rosie Co and the Rosie Group for
the year ended 31 January 20X8. | was hoping you would be able to help me get a few things clear in my mind
before | do the review.

Goodwill on the acquisition of Dylan Co is recognised in the consolidated statement of financial position at $750,000.
The client has given us this calculation:

$'000
Cost of investment:
Cash consideration 2,500
Deferred consideration payable 31 January 20X9 1,500
Contingent consideration payable 31 January 20Y2 if Dylan Co's revenue grows 5% per annum 1,000

5,000
Net assets acquired (4,250)
Goodwill on acquisition 750

Can you tell me what matters | need to consider, and what sort of evidence | should expect to find in respect of the
carrying value of the cost of the investment in Dylan Co in the financial statements of Rosie Co? (7 marks)

Also, what procedures should | expect to have been done on the consolidation schedule of the Rosie Group?
(4 marks)

Thanks for your help with this. | can't wait to get started — this is my first piece of review work and | think it will be
interesting to see things 'from the other side'!

Regards,

Stephen Ferris

Note. All of the figures in Stephen's email are material to the financial statements of Rosie Co and the Rosie Group.

Your firm has audited all current components of the group for several years, but the target company Maxwell Co is

audited by a different firm. The management of Rosie Co has provided the audit team with some information about

Maxwell Co to aid business understanding, but little audit work is considered necessary as the acquisition, if it goes
ahead, will be after the auditor's report has been issued.

You have just received an email from Leo Sabat, the finance director of the Rosie Group:

To: John Hayes, <john.hayes@chienco.com>

From: Leo Sabat, Group Finance Director, <Isabat@rosierose.com>
Date: June 20X8

Subject: Maxwell Co

John,

It was good to see to you the other day. As promised, please find attached the information you requested on the
Maxwell Co acquisition. | have included audited financial statements for the year ended 31 January 20X8, an
organisational structure, several customer contracts, and prospective financial information for the next two years.
We don't have much available so I'm giving you all we've got!

I'm hoping that the other directors will agree that an externally provided due diligence investigation should be carried
out urgently, before any investment decision is made. The other directors, though, feel this is not needed as the
financial statements of Maxwell Co have already been audited.
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| need you to prepare a report to the other directors in which you:

o Describe the purpose, and evaluate the benefits of a due diligence investigation to the potential purchaser of a
company, and (10 marks)
o Compare the scope of a due diligence investigation with that of an audit of financial statements. (4 marks)

Thanks John. | look forward to hearing from you soon.

Best regards,

Leo

Required

(@)  Respond to Leo Sabat's email. (14 marks)
Note. Four professional marks are available in part (a) for the format and clarity of the answer. (4 marks)

(b)  Respond to Stephen Ferris' email. (11 marks)

(c)  Maxwell Co is audited by Lead & Co, a firm of Chartered Certified Accountants. Leo Sabat has enquired as to
whether your firm would be prepared to conduct a joint audit in cooperation with Lead & Co, on the future
financial statements of Maxwell Co if the acquisition goes ahead. Leo Sabat thinks that this would enable your
firm to improve group audit efficiency, without losing the cumulative experience that Lead & Co has built up
while acting as auditor to Maxwell Co.

Required

Define 'joint audit’, and assess the advantages and disadvantages of the audit of Maxwell Co being conducted
on a 'joint basis'. (7 marks)

(Total = 36 marks)

56 Medix (6/08) (amended) 70 mins

You are Charles Banks, an audit senior in Mitchell & Co, a firm of Chartered Certified Accountants. Gavin Jones is an
audit manager in your firm who has recently returned to practice after working for some years in industry. You have
just received the following email from him.

To: Charles Banks, audit senior
From: Gavin Jones, audit manager
Subject: Potential new client — Medix Co
Charles,

| would like you to prepare some briefing notes for me to use to help me decide whether or not to proceed with the
appointment as auditor to a new client, Medix Co. There are a number of pieces of information that you'll need to
take into account when preparing them.

| recently held a meeting with the finance director of Medix Co, Ricardo Feller, and I've attached my notes from it to
this email (Attachment 1).

| have also held a discussion with the current audit partner of Medix Co, Mick Evans, who runs a small accounting
and audit practice in which he is one of two partners. | have attached an extract from an email that | recently received
from him (Attachment 2).

Finally, | have come across an article in a local newspaper that mentions Medix Co, but | haven't had a chance to
read through it yet. I've attached some extracts from it (Attachment 3).

Be sure that your notes include the following.

(@)  Anassessment of the professional, ethical and other issues to be considered in deciding whether to proceed
with the appointment as auditor of Medix Co (10 marks)
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(by (i) A discussion of the relationship between the concepts of 'business risk' and 'risk of material

misstatement' (4 marks)
(i) Identify and explain the potential risks of material misstatement caused by the breach of planning
regulations discussed in the press cutting. (6 marks)
(c)  Identify and explain the principal business risks facing Medix Co. (12 marks)
Thanks for your help with this.
Regards,
Gavin
Attachment 1

Meeting notes — meeting held 1 June 20X8 with Ricardo Feller

Medix Co is a provider of specialised surgical instruments used in medical procedures. The company is owner
managed, has a financial year ending 30 June 20X8, and has invited our firm to be appointed as auditor for the
forthcoming year end. The audit is not going out to tender. Ricardo Feller has been with the company since
January 20X8, following the departure of the previous finance director, who is currently taking legal action against
Medix Co for unfair dismissal.

Company background

Medix Co manufactures surgical instruments which are sold to hospitals and clinics. Due to the increased use of
laser surgery in the last four years, demand for traditional metal surgical instruments, which provided 75% of
revenue in the year ended 30 June 20X7, has declined rapidly. Medix Co is expanding into the provision of laser
surgery equipment, but research and development is at an early stage. The directors feel confident that the laser
instruments currently being designed will eventually receive the necessary licence for commercial production, and
that the laser product will replace surgical instruments as a leading source of revenue. There is currently one
scientist working on the laser equipment, subcontracted by Medix Co on a freelance basis. The building in which the
research is being carried out has recently been significantly extended by the construction of a large laboratory.

A considerable revenue stream is derived from agents who are not employed by Medix Co. The agents earn a
commission based on the value of sales they have secured for Medix Co during the year. There are many suppliers
into the market and agents are used by all manufacturers as a means of marketing and distributing their products.

The company's manufacturing facility is located in another country, where operating costs are significantly lower.
The facility is under the control of a local manager who visits the head office of Medix Co annually for a meeting with
senior management. Products are imported via aeroplane. The overseas plant and equipment is owned by the
company and was constructed 12 years ago specifically for the manufacture of metal surgical instruments.

The company has a bank overdraft facility and makes use of the facility most months. A significant bank loan, which
will carry a variable interest rate, is currently being negotiated. The terms of the loan will be finalised once the
audited financial statements have been viewed by the bank.

Attachment 2

Extract from email from Mick Evans

'Medix Co has been an audit client for three years. We took over from the previous auditors following a disagreement
between them and the directors of Medix Co over fees. As we are a small practice with low overheads we could offer
lower fees than our predecessors. We could also do the audit very quickly, which pleased the client, as they like to
keep costs as low as possible.

'During our audits we have found the internal systems and controls to be quite weak. Despite our recommendations,
there always seemed to be a lack of interest in making improvements to the accounting systems, as this was seen to
be a ""waste of money". There have been two investigations by the tax authorities, which we did not deal with, as we
are not tax experts. In the end the directors sorted it all out, and | believe that the tax matter is now resolved. We
never had a problem getting access to accounting books and records. However, the managing director, Jon Tate,
once gave us what he described as "the wrong cash book" by mistake, and replaced it with the "proper version" later
in the day. We never found out why he was keeping two cash books, but cash was an immaterial asset so we didn't
worry about it too much.
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‘We are resigning as auditors because the work load is too much for our small practice, and as Medix Co is our only
audit client we have decided to focus on providing non-audit services in the future.'

Attachment 3

Extract from local newspaper — business section, 2 June 20X8

It appears that local company Medix Co has breached local planning regulations by building an extension to its
research and development building for which no local authority approval has been given. The land on which the
premises is situated has protected status as a 'greenfield" site which means approval by the local authority is
necessary for any modification to commercial buildings.

A representative of the local planning office stated today: 'We feel that this is a serious breach of regulations and it is
not the first time that Medix Co has deliberately ignored planning rules. The company was successfully sued in 20X3
for constructing an access road without receiving planning permission, and we are considering taking legal action in
respect of this further breach of planning regulations. We are taking steps to ensure that these premises should be
shut down within a month. A similar breach of regulations by a different company last year resulted in the demolition
of the building.'

Required
Respond to Gavin's email. (32 marks)

Professional marks will be awarded for the appropriateness of the format and presentation of the notes and the
effectiveness with which the information is communicated. (4 marks)

(Total = 36 marks)
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REPORTING
Questions 57 to 71 cover Reporting, the subject of Part F of the BPP Study Text for Paper P7.

57 Yew (12/11) 35 mins

(@)  You are the manager responsible for the audit of Yew Co, a company which designs and develops aircraft
engines. The audit for the year ended 31 July 20X1 is nearing completion and the audit senior has left the
following file note for your attention.

'l have just returned from a meeting with the management of Yew Co, and there is a matter | want to bring to
your attention. Yew Co's statement of financial position recognises an intangible asset of $12.5 million in
respect of capitalised research and development costs relating to new aircraft engine designs. However,
market research conducted by Yew Co in relation to these new designs indicated that there would be little
demand in the near future for such designs. Management has provided written representation that they agree
with the results of the market research.

'Currently, Yew Co has a cash balance of only $125,000 and members of the management team have
expressed concerns that the company is finding it difficult to raise additional finance.

"The new aircraft designs have been discussed in the chairman's statement which is to be published with the
financial statements. The discussion states that 'developments of new engine designs are underway, and we
believe that these new designs will become a significant source of income for Yew Co in the next 12 months.'

'Yew Co's draft financial statements include profit before tax of $23 million, and total assets of $210 million.

'Yew Co is due to publish its annual report next week, so we need to consider the impact of this matter
urgently.'

Required

Discuss the implications of the audit senior's file note on the completion of the audit and on the auditor's
report, recommending any further actions that should be taken by the auditor. (12 marks)

(b)  You are responsible for answering technical queries from other managers and partners of your firm. An audit
partner left the following note on your desk this morning.

(i) 'l am about to draft the audit report for my client, Sycamore Co. | am going on holiday tomorrow and
want to have the audit report signed and dated before | leave. The only thing outstanding is the written
representation from management — | have verbally confirmed the contents with the finance director
who agreed to send the representations to the audit manager within the next few days. | presume this
is acceptable?" (3 marks)

(i) '‘We are auditing Sycamore Co for the first time. The prior period financial statements were audited by
another firm. We are aware that the auditor's opinion on the prior period was qualified due to a
material misstatement of trade receivables. We have obtained sufficient appropriate evidence that the
matter giving rise to the misstatement has been resolved and | am happy to issue an unmodified
opinion. But should I refer to the prior year modification in this year's auditor's report?' (3 marks)

Required

Respond to the audit partner's comments.
Note. The split of the mark allocation is shown within the question.
Note. Assume it is 5 December 20X1. (Total = 18 marks)
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58 Snipe (6/12) 29 mins

You are the partner responsible for performing an engagement quality control review on the audit of Snipe Co. You
are currently reviewing the audit working papers and draft audit report on the financial statements of Snipe Co for the
year ended 31 January 20X2. The draft financial statements recognise revenue of $8.5 million, profit before tax of

$1 million, and total assets of $175 million.

(a) During the year Snipe Co's factory was extended by the self-construction of a new processing area, at a total
cost of $5 million. Included in the costs capitalised are borrowing costs of $100,000, incurred during the six-
month period of construction. A loan of $4 million carrying an interest rate of 5% was taken out in respect of
the construction on 1 March 20X1, when construction started. The new processing area was ready for use on
1 September 20X1, and began to be used on 1 December 20X1. Its estimated useful life is 15 years.

Required

In respect of your file review of non-current assets, comment on the matters that should be considered, and
the evidence you would expect to find regarding the new processing area. (8 marks)

(b)  Snipe Co has in place a defined benefit pension plan for its employees. An actuarial valuation on 31 January 20X2
indicated that the plan is in deficit by $10.5 million. The deficit is not recognised in the statement of financial
position. An extract from the draft audit report is given below.

'Explanation of adverse opinion in relation to pension

The financial statements do not include the company's pension plan. This deliberate omission contravenes
accepted accounting practice and means that the accounts are not properly prepared.

Auditor's opinion

In our opinion, because of the significance of the matter discussed above, the financial statements do not give
a true and fair view of the financial position of Snipe Co as at 31 January 20X2, and of its financial
performance and cash flows for the year then ended in accordance with International Financial Reporting
Standards.'

Required

Critically appraise the extract from the proposed audit report of Snipe Co for the year ended 31 January 20X2.

Note. You are not required to re-draft the extract of the audit report. (7 marks)
(Total = 15 marks)

59 Nassau Group (6/11) 35 mins

(@)  You are the manager responsible for the audit of the Nassau Group, which comprises a parent company and
six subsidiaries. The audit of all individual companies' financial statements is almost complete, and you are
currently carrying out the audit of the consolidated financial statements. One of the subsidiaries, Exuma Co, is
audited by another firm, Jalousie & Co. Your firm has fulfilled the necessary requirements of ISA 600 Special
Considerations — Audits of Group Financial Statements (Including the Work of Component Auditors) and is
satisfied as to the competence and independence of Jalousie & Co.

You have received from Jalousie & Co the draft audit report on Exuma Co's financial statements, an extract
from which is shown below:

'Qualified Opinion (extract)

'In our opinion, except for effects of the matter described in the Basis for Qualified Opinion paragraph, the
financial statements give a true and fair view of the financial position of Exuma Co as at 31 March 20X1...'

An extract of Note 12 to Exuma Co's financial statements is shown below.
'Basis of Qualified Opinion (extract)

'The company is facing financial damages of $2 million in respect of an on-going court case, more fully
explained in Note 12 to the financial statements. Management has not recognised a provision but has
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disclosed the situation as a contingent liability. Under International Financial Reporting Standards, a provision
should be made if there is an obligation as a result of a past event, a probable outflow of economic benefit,
and a reliable estimate can be made. Audit evidence concludes that these criteria have been met, and it is our
opinion that a provision of $2 million should be recognised. Accordingly, net profit and shareholders' equity
would have been reduced by $2 million if the provision had been recognised.

Note 12 (extract)

The company is the subject of a court case concerning an alleged breach of planning regulations. The plaintiff
is claiming compensation of $2 million. The management of Exuma Co, after seeking legal advice, believe that
there is only a 20% chance of a successful claim being made against the company.

Figures extracted from the draft financial statements for the year ending 31 March 20X1 are as follows.

Nassau Group Exuma Co
$m $m
Profit before tax 20 4
Total assets 85 20

Required

Identify and explain the matters that should be considered, and actions that should be taken by the group
audit engagement team, in forming an opinion on the consolidated financial statements of the Nassau Group.
(10 marks)

(b)  Atrainee accountant, Jo Castries, is assigned to your audit team. This is the first group audit that Jo has
worked on. Jo made the following comment regarding the group audit:

'l understand that in a group audit engagement, one of the requirements is to design and perform audit
procedures on the consolidation process. Please explain to me the principal audit procedures that are
performed on the consolidation process.'

Required
Respond to the trainee accountant's question. (8 marks)
Note. Assume it is 7 June 20X1. (Total = 18 marks)

60 Cinnabar Group (AAS 6/02) 29 mins

(@)  Explain the auditor's responsibilities for the appropriateness of the going concern assumption as a basis for
the preparation of financial statements. (5 marks)

(b)  You are a manager in the quality control review department of Scheel, a firm of Chartered Certified
Accountants. You are currently responsible for reviewing the appropriateness of your firm's proposed
auditor's reports on financial statements.

The draft financial statements of Cinnabar group for the year to 30 June 20X8 disclose the following notes.
Notes
1 Significant event

During the year, Cinnabar sold a significant amount of its business and certain assets (plant and
equipment and inventory) and commenced a systematic winding down of its operations. The group's
remaining assets (including property, trade receivables and cash) were sufficient to meet the group's
liabilities, as at 30 June 20X8.

2 Accounting policies

The consolidated financial statements have been prepared under the historical cost convention and in
accordance with applicable accounting standards. As described in Note 1, the group has commenced
the winding down of its operations and remaining assets have been restated to their net realisable
values.
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There are no other disclosures relating to the going concern basis although the 'significant event' is referred
to in the directors' report under the heading 'principal activities and business review'.

Cinnabar ceased to trade in October 20X8. The auditor's report on Cinnabar's financial statements for the year
ended 30 June 20X7 was unmodified.

Required

Comment on the suitability or otherwise of an unmodified auditor's report for Cinnabar for the year ended

30 June 20X8. Your answer should discuss the appropriateness of alternative audit opinions. (10 marks)
Note. Assume it is 11 December 20X8. (Total = 15 marks)

61 Poodle (6/13) 39 mins

You are the manager responsible for the audit of the Poodle Group (the Group) and you are completing the audit of
the consolidated financial statements for the year ended 31 March 20X3. The draft consolidated financial statements
recognise revenue of $18 million (20X2 — $17 million), profit before tax of $2 million (20X2 — $3 million) and total
assets of $58 million (20X2 — $59 million). Your firm audits all of the components of the Group, apart from an
overseas subsidiary, Toy Co, which is audited by a small local firm of accountants and auditors.

The audit senior has left a file note for your attention. You are aware that the Group's annual report and financial
statements are due to be released next week, and the Group is very reluctant to make any adjustments in respect of
the matters described.

(@ ToyCo

The component auditors of Toy Co, the overseas subsidiary, have been instructed to provide the Group audit
team with details of a court case which is ongoing. An ex-employee is suing Toy Co for unfair dismissal and
has claimed $500,000 damages against the company. To comply with local legislation, Toy Co's individual
financial statements are prepared using a local financial reporting framework. Under that local financial
reporting framework, a provision is only recognised if a cash outflow is virtually certain to arise. The
component auditors obtained verbal confirmation from Toy Co's legal advisors that the damages are
probable, but not virtually certain to be paid, and no provision has been recognised in either the individual or
consolidated financial statements. No other audit evidence has been obtained by the component auditors.

(7 marks)

(b)  Trade receivables

On 1 June 20X3, a notice was received from administrators dealing with the winding up of Terrier Co,
following its insolvency. The notice stated that the company should be in a position to pay approximately
10% of the amounts owed to its trade payables. Poodle Co, the parent company of the Group, includes a
balance of $1.6 million owed by Terrier Co in its trade receivables. (7 marks)

(c)  Chairman's statement

The draft chairman's statement, to be included in the Group's annual report, was received yesterday. The
chairman comments on the performance of the Group, stating that he is pleased that revenue has increased
by 20% in the year. (6 marks)

Required
In respect of each of the matters described:

(i) Assess the implications for the completion of the Group audit, explaining any adjustments that may be
necessary to the consolidated financial statements, and recommending any further procedures
necessary; and

(i) Describe the impact on the Group audit report if these adjustments are not made.
Note. The split of the mark allocation is shown above against each of the parts.
(Total = 20 marks)
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62 Dexter (12/08) 39 mins

(@)  Compare and contrast the responsibilities of management, and of auditors, in relation to the assessment of
going concern. You should include a description of the procedures used in this assessment where relevant.
(7 marks)

You are the manager responsible for performing hot reviews on audit files where there is a potential disagreement
between your firm and the client regarding a material issue. You are reviewing the going concern section of the audit
file of Dexter Co, a client with considerable cash flow difficulties, and other, less significant operational indicators of
going concern problems. The working papers indicate that Dexter Co is currently trying to raise finance to fund
operating cash flows, and state that if the finance is not received, there is significant doubt over the going concern
status of the company. The working papers conclude that the going concern assumption is appropriate, but it is
recommended that the financial statements should contain a note explaining the cash flow problems faced by the
company, along with a description of the finance being sought, and an evaluation of the going concern status of the
company. The directors do not wish to include the note in the financial statements.

Required

(b)  Consider and comment on the possible reasons why the directors of Dexter Co are reluctant to provide the
note to the financial statements. (5 marks)

(c) Identify and discuss the implications for the auditor's report if:

() The directors refuse to include the disclosure note (4 marks)
(i)  The directors agree to include the disclosure note (4 marks)

(Total = 20 marks)

63 Bradley (12/14) 39 mins

The audit of Bradley Co's financial statements for the year ended 31 August 20X4 is nearly complete, and the audit
report is due to be issued next week. Bradley Co operates steel processing plants at 20 locations and sells its output
to manufacturers and engineering companies. You are performing an engagement quality control review on the audit
of Bradley Co, as it is a significant new client of your firm. The financial statements recognise revenue of $2.5
million, and total assets of $35 million.

(@)  The audit senior who has been working on the audit of Bradley Co made the following comment when
discussing the completion of the audit with you:

'We received the final version of the financial statements and the chairman's statement to be published with
the financial statements yesterday. | have quickly looked at the financial statements but the audit manager
said | need not perform a detailed review on the financial statements as the audit was relatively low risk. The
manager also said that he had discussed the chairman's statement with the finance director so no further
work on it is needed.’

Required

Explain the quality control and other professional issues raised by the audit senior's comment in relation to
the completion of the audit. (7 marks)

(b)  The schedule of proposed adjustments to uncorrected misstatements included in Bradley Co's audit working
papers is shown below, including notes to explain each matter included in the schedule. The audit partner is
holding a meeting with management tomorrow, at which the uncorrected misstatements will be discussed.

Statement of profit or loss Statement of financial position

Proposed adjustments to Debit Credit Debit Credit
uncorrected misstatements: $ $ $ $
1. Share-based payment scheme 300,000 300,000
2. Restructuring provision 50,000 50,000
3. Additional allowance required

for slow-moving inventory 10,000 10,000
Totals 310,000 50,000 50,000 310,000
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1 A share-based payment scheme was established in January 20X4. Management has not recognised
any amount in the financial statements in relation to the scheme, arguing that due to the decline in —
Bradley Co's share price, the share options granted are unlikely to be exercised. The audit conclusion
is that an expense and related equity figure should be included in the financial statements.

2 A provision has been recognised in respect of a restructuring involving the closure of one of the steel
processing plants. Management approved the closure at a board meeting in August 20X4, but
announced the closure to employees in September 20X4. The audit conclusion is that the provision
should not be recognised.

3 The estimate relates to slow-moving inventory in respect of a particular type of steel alloy for which
demand has fallen. Management has already recognised a provision of $35,000, which is considered
insufficient by the auditor.

Required

(i) Explain the matters which should be discussed with management in relation to each of the
uncorrected misstatements; and (9 marks)

(i)  Assuming that management does not adjust the misstatements, justify an appropriate audit opinion
and explain the impact on the auditor's report. (4 marks)

Note. Assume it is 10" December 20X4. (Total = 20 marks)

64 Lychee (12/09) 31 mins

(@)  Guidance on subsequent events is given in ISA 560 Subsequent events.

Required
Explain the auditor's responsibility in relation to subsequent events. (6 marks)

(b)  You are the manager responsible for the audit of Lychee Co, a manufacturing company with a year ended
30 September 20X9. The audit work has been completed and reviewed and you are due to issue the auditor's
report in three days. The draft audit opinion is unmodified. The financial statements show revenue for the
year ended 30 September 20X9 of $15 million, net profit of $3 million, and total assets at the year end are
$80 million.

The finance director of Lychee Co telephoned you this morning to tell you about the announcement yesterday,
of a significant restructuring of Lychee Co, which will take place over the next six months. The restructuring
will involve the closure of a factory, and its relocation to another part of the country. There will be some
redundancies and the estimated cost of closure is $250,000. The financial statements have not been amended
in respect of this matter.

Required
In respect of the announcement of the restructuring:

(i) Comment on the financial reporting implications, and advise the further audit procedures to be
performed (6 marks)

(i)  Recommend the actions to be taken by the auditor if the financial statements are not amended
(4 marks)

(Total = 16 marks)

65 Marr (6/14) (amended) 39 mins

(@)  The purpose of ISA 510 Initial audit engagements — opening balances is to establish standards and provide
guidance regarding opening balances when the financial statements are audited for the first time or when the
financial statements for the prior period were audited by another auditor.
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Required
Explain the auditor's reporting responsibilities that are specific to initial engagements. (5 marks)

(b)  Youare an audit manager in Fender & Co, and have received a query from an audit senior on the subject of
ISA 701 Communicating key audit matters in the independent auditor's report.

'| have heard that this standard requires us to give several different auditor's opinions on each audit. I'm
worried that we'll have to do a lot more audit work to obtain evidence for each key audit matter, and that it's
pointless anyway because if these things were really important we would have included them in emphasis of
matter paragraphs.'

Required
Respond to the audit senior's query, explaining the requirements of ISA 701 where relevant. (5 marks)

(c)  Youare an audit manager in Taylor & Co, a firm of Chartered Certified Accountants, responsible for the audit
of Marr Co, with a year ended 28 February 20X4. The draft financial statements recognise profit for the year of
$11 million. The audit for the year end is nearing completion, and several matters have been highlighted for
your attention by the audit senior, Xi Smith. The matters have been discussed with management and will not
be adjusted in the financial statements:

(1) InJanuary 20X4 a major customer went into administration. There was a balance of $2.5 million
owing to Marr Co from this customer at 28 February 20X4, which is still included in trade receivables.

(2)  Acourt case began in December 20X3 involving an ex-employee who is suing Marr Co for unfair
dismissal. Lawyers estimate that damages of $50,000 are probable to be paid. The financial
statements include a note describing the court case and quantifying the potential damages but no
adjustment has been made to include it in the statement of financial position or the statement of profit
or loss.

Xi Smith has produced a draft auditor's report for your review, an extract of which is shown below:
Basis for opinion and disclaimer of opinion

We have performed our audit based on a materiality level of $1.5 million. Our audit procedures have proven
conclusively that trade receivables are materially misstated. The finance director of Marr Co, Rita Gilmour,
has refused to make an adjustment to write off a significant trade receivables balance. Therefore, in our
opinion the financial statements of Marr Co are materially misstated and we therefore express a disclaimer of
opinion because we do not think they are fairly presented.

Emphasis of Matter paragraph

Marr Co is facing a legal claim for an amount of $50,000 from an ex-employee. In our opinion this amount
should be recognised as a provision but it is not included in the statement of financial position. We draw your
attention to this breach of the relevant IFRS.

Required

Critically appraise the proposed auditor's report of Marr Co for the year ended 28 February 20X4.

Note. You are NOT required to re-draft the extracts from the auditor's report. (10 marks)
(Total = 20 marks)

66 Pluto (6/09) 33 mins

(@)  Explain the term 'fraudulent financial reporting', illustrating your explanation with examples. (4 marks)

You are the partner responsible for performing an engagement quality control review on the audit of Pluto Co, a
listed company. You are currently reviewing the engagement partner's proposed auditor's report on the financial
statements of Pluto Co for the year ended 31 March 20X9. During the year the company has undergone significant
reorganisation, involving the discontinuance of two major business segments. Extracts of the proposed auditor's
report are shown below.
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Basis for adverse opinion arising from disagreement over application of IAS 37

The directors have not recognised a provision in relation to redundancy costs associated with the reorganisation
during the year. The reason is that they do not feel that a reliable estimate of the amount can be made, and so the
recognition criteria of IAS 37 have not been met. We disagree with the directors as we feel that an estimate can be
made. This matter is more fully explained in a note to the financial statements. We feel that this is a material
misstatement as the profit for the year is overstated.

In our opinion, the financial statements do not give a true and fair view of the financial position of the company as of
31 March 20X9, and of its financial performance and its cash flows for the year then ended in accordance with
International Financial Reporting Standards.

Emphasis of matter

The directors have decided not to disclose the Earnings per Share for 20X9, as they feel that the figure is materially
distorted by significant discontinued operations in the year. Our opinion is not qualified in respect of this matter.

Required
(b)  Critically appraise the proposed auditor's report of Pluto Co for the year ended 31 March 20X9.
Note. You are not required to re-draft the extracts from the auditor's report. (9 marks)

(c) Explain the matters to be considered in deciding who is eligible to perform an engagement quality control
review for a listed client. (4 marks)

(Total = 17 marks)

67 Burford (12/13) 39 mins

(@)  You are the manager responsible for the audit of Burford Co, a company which designs and manufactures
engine parts. The audit of the financial statements for the year ended 31 July 20X3 is nearing completion and
you are reviewing the working papers of the going concern section of the audit file. The draft financial
statements recognise a loss of $500,000 (20X2 — profit of $760,000), and total assets of $13.8 million (20X2
— $14.4 million).

The audit senior has left the following note for your attention.

'| have performed analytical review on Burford Co's year-end financial statements. The current ratio is 0.8
(20X2 —1.2), the quick ratio is 0.5 (20X2 — 1.6). The latest management accounts show that ratios have
deteriorated further since the year end, and the company now has a cash balance of only $25,000. Burford Co
has a long-term loan outstanding of $80,000 with a covenant attached, which states that if the current ratio
falls below 0.75, the loan can be immediately recalled by the lender.'

You are also aware that one of Burford Co's best-selling products, the QuickFire, has become technically
obsolete during 20X3 as customers now prefer more environmentally friendly engine parts. Historically, the
QuickFire has generated 45% of the company's revenue. In response to customers' preference, $1.3 million
has been spent on designing a new product, the GreenFire, due for launch in February 20X4, which will be
marketed as an environmentally friendly product.

A cash flow forecast has been prepared for the year to 31 July 20X4, indicating that based on certain
assumptions, the company's cash balance is predicted to increase to $220,000 by the end of the forecast
period. Assumptions include:

(1)  The successful launch of the GreenFire product

(2)  The sale of plant and machinery which was used to manufacture the QuickFire, generating cash
proceeds of $50,000, forecast to take place in January 20X4

(3)  Areduction in payroll costs of 15%, caused by redundancies in the QuickFire manufacturing plant

(4)  The receipt of a grant of $30,000 from a government department which encourages innovation in
environmentally friendly products, scheduled to be received in February 20X4
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Required
(i) Identify and explain the matters that cast doubt on the going concern status of Burford Co. (6 marks)

(i) Explain the audit evidence you should expect to find in your file review in respect of the cash flow
forecast. (8 marks)

(b)  Having completed the file review, you have concluded that the use of the going concern assumption is
appropriate, but that there is significant doubt over Burford Co's ability to continue as a going concern. You
have advised the company's audit committee that a note is required in the financial statements to describe the
significant doubt over going concern. The audit committee is reluctant to include a detailed note to the
financial statements due to fears that the note will highlight the company's problems and cause further
financial difficulties, but have agreed that a brief note will be included.

Required

In respect of the note on going concern to be included in Burford Co's financial statements, discuss the
implications for the audit report and outline any further actions to be taken by the auditor. (6 marks)

(Total = 20 marks)

68 Blod (6/08) 33 mins

You are the manager responsible for the audit of Blod Co, a listed company, for the year ended 31 March 20X8. Your
firm was appointed as auditors of Blod Co in September 20X7. The audit work has been completed, and you are
reviewing the working papers in order to draft a report to those charged with governance. The statement of financial
position shows total assets of $78 million (20X7 — $66 million). The main business activity of Blod Co is the
manufacture of farm machinery.

During the audit of property, plant and equipment it was discovered that controls over capital expenditure
transactions had deteriorated during the year. Authorisation had not been gained for the purchase of office
equipment with a cost of $225,000. No material errors in the financial statements were revealed by audit procedures
performed on property, plant and equipment.

An internally generated brand name has been included in the statement of financial position at a fair value of

$10 million. Audit working papers show that the matter was discussed with the financial controller, who stated that
the $10 million represents the present value of future cash flows estimated to be generated by the brand name. The
member of the audit team who completed the work programme on intangible assets has noted that this treatment
appears to be in breach of IAS 38 Intangible Assets, and that the management refuses to derecognise the asset.

Problems were experienced in the audit of inventories. Due to an oversight by the internal auditors of Blod Co, the
external audit team did not receive a copy of inventory counting procedures prior to attending the count. This caused
a delay at the beginning of the inventory count, when the audit team had to quickly familiarise themselves with the
procedures. In addition, on the final audit, when the audit senior requested documentation to support the final
inventory valuation, it took two weeks for the information to be received because the accountant who had prepared
the schedules had mislaid them.

Required

(@ (i) Identify the main purpose of including 'findings from the audit' (management letter points) in a report
to those charged with governance. (2 marks)

(i) From the information provided above, recommend the matters which should be included as 'findings
from the audit' in your report to those charged with governance, and explain the reason for their
inclusion. (7 marks)

The finance director of Blod Co, Uma Thorton, has requested that your firm type the financial statements in the form
to be presented to shareholders at the forthcoming company general meeting. Uma has also commented that the
previous auditors did not use a liability disclaimer in their auditor's report, and would like more information about
the use of liability disclaimer paragraphs.
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Required

(b)  Discuss the ethical issues raised by the request for your firm to type the financial statements of Blod Co.
(3 marks)

(c)  Inthe context of a standard unmodified auditor's report, describe the content of a liability disclaimer
paragraph, and discuss the main arguments for and against the use of a liability disclaimer paragraph.
(5 marks)

(Total = 17 marks)

69 Axis & Co (Pilot paper) (amended) 29 mins

You are the manager responsible for four audit clients of Axis & Co, a firm of Chartered Certified Accountants. The
year end in each case is 30 June 20X8.

You are currently reviewing the audit working paper files and the audit seniors' recommendations for the auditor's
reports. Details are as follows.

(@)  Lorenze Co has changed its accounting policy for goodwill during the year from amortisation over its
estimated useful life to annual impairment testing. No disclosure of this change has been given in the
financial statements. The carrying amount of goodwill in the statement of financial position as at 30 June
20X8 is the same as at 30 June 20X7 as management's impairment test shows that it is not impaired.

The audit senior has concluded that a qualification is not required but suggests that attention can be drawn to
the change by way of an emphasis of matter paragraph. (6 marks)

(b)  The directors' report of Abrupt Co states that investment property rental forms a major part of revenue.
However, a note to the financial statements shows that property rental represents only 1.6% of total revenue
for the year. The audit senior is satisfied that the revenue figures are correct.

The audit senior has noted that an unmodified opinion should be given as the audit opinion does not extend
to the directors' report. (4 marks)

()  Audit work on the after-date bank transactions of Jingle Co has identified a transfer of cash from Bell Co. The
audit senior assigned to the audit of Jingle has documented that Jingle's finance director explained that Bell
commenced trading on 7 July 20X8, after being set up as a wholly-owned foreign subsidiary of Jingle.

The audit senior has noted that although no other evidence has been obtained an unmodified opinion is
appropriate because the matter does not impact on the current year's financial statements. (5 marks)

Required

For each situation, comment on the suitability or otherwise of the audit senior's proposals for the auditor's reports.
Where you disagree, indicate what audit modification (if any) should be given instead.

Note. The mark allocation is shown against each of the three issues. (Total = 15 marks)

70 Dylan (12/12) 31 mins

(@)  You are the manager responsible for the audit of Dylan Co, a listed company, and you are reviewing the
working papers of the audit file for the year ended 30 September 20X2. The audit senior has left a note for
your attention:

'Dylan Co outsources its entire payroll, invoicing and credit control functions to Hendrix Co. In August 20X2,
Hendrix Co suffered a computer virus attack on its operating system, resulting in the destruction of its
accounting records, including those relating to Dylan Co. We have therefore been unable to perform the
planned audit procedures on payroll, revenue and receivables, all of which are material to the financial
statements. Hendrix Co has manually reconstructed the relevant figures as far as possible, and has supplied a
written statement to confirm that they are as accurate as possible, given the loss of accounting records.'
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Required

(i) Comment on the actions that should be taken by the auditor, and the implications for the auditor's
report. (7 marks)

(i)  Discuss the quality control procedures that should be carried out by the audit firm prior to the audit
report being issued. (3 marks)

(b)  Youare also responsible for the audit of Squire Co, a listed company, and you are completing the review of
its interim financial statements for the six months ended 31 October 20X2. Squire Co is a car manufacturer,
and historically has offered a three-year warranty on cars sold. The financial statements for the year ended
30 April 20X2 included a warranty provision of $1.5 million and recognised total assets of $27.5 million. You
are aware that on 1 July 20X2, due to cost cutting measures, Squire Co stopped offering warranties on cars
sold. The interim financial statements for the six months ended 31 October 20X2 do not recognise any
warranty provision. Total assets are $30 million at 31 October 20X2.

Required

Assess the matters that should be considered in forming a conclusion on Squire Co's interim financial
statements, and the implications for the review report. (6 marks)

(Total = 16 marks)

71 Darren (6/15) 39 mins

You are a manager in the audit department of Nidge & Co, a firm of Chartered Certified Accountants, responsible for
the audit of Darren Co, a new audit client operating in the construction industry. Darren Co's financial year ended on
31 January 20X5, and the draft financial statements recognise profit before tax of $22.5 million (20X4 — $20 million)
and total assets of $370 million, including cash of $3 million. The company typically works on three construction
contracts at a time.

The audit is nearly complete and you are reviewing the audit working papers. The audit senior has brought several
matters to your attention:

(@)  Darren Co is working on a major contract relating to the construction of a bridge for Flyover Co. Work started
in July 20X4, and it is estimated that the contract will be completed in September 20X5. The contract price is
$20 million, and it is estimated that a profit of $5 million will be made on completion of the contract. The full
amount of this profit has been included in the statement of profit or loss for the year ended 31 January 2015.
Darren Co's management believes that this accounting treatment is appropriate given that the contract was
signed during the financial year, and no problems have arisen in the work carried out so far. (8 marks)

(b)  Asignificant contract was completed in September 20X4 for Newbuild Co. This contract related to the
construction of a 20-mile highway in a remote area. In November 20X4, several large cracks appeared in the
road surface after a period of unusually heavy rain, and the road had to be shut for ten weeks while repair
work was carried out. Newbuild Co paid for these repairs, but has taken legal action against Darren Co to
recover the costs incurred of $40 million. Disclosure on this matter been made in the notes to the financial
statements. Audit evidence, including a written statement from Darren Co's lawyers, concludes that there is a
possibility, but not a probability, of Darren Co having to settle the amount claimed. (6 marks)

(c)  For the first time this year, the financial statements are presented as part of an integrated report. Included in
the integrated report are several key performance indicators, one of which states that Darren Co's profit
before tax has increased by 20% from the previous year. (6 marks)

Required

Discuss the implications of the matters described above on the completion of the audit and on the auditor's report,
recommending any further actions which should be taken by the auditor.

Note. The mark allocation is shown next to each of the matters above.
Assume it is 6™ June 20X5. (Total = 20 marks)
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1 Lark

Text references. Chapter 1.

Top tips. This question examined two connected issues: money laundering and professional skepticism. In part (a),
you needed to spot that money laundering was taking place. If you weren't sure, then requirement (ii) contains a
little hint by referring to 'any reporting that should take place' — this confirms that there is money laundering going
on in the scenario.

Part (a)(i) was mainly a matter of explaining what is going on in the scenario. You should be aware of the three
stages of a money laundering regime (placement, layering and integration), and could have scored well by simply
applying them to the scenario. But even if you had forgotten what the stages were, you could still have done well by
just explaining how each bit of the scenario might be evidence of a money laundering regime.

Part (a)(ii) was more of a test of knowledge, but you should have been able to remember that the senior should
report his suspicions to the MLRO, and that the MLRO then decides what to do about the matter. If you explained
this well then you could have got two marks out of three here without too much effort.

Part (b) should have been straightforward, as this was a topical area that you should have been aware of — given
that there was an IAASB Q&A paper on this area.

Easy marks. The point about 'tipping off' is always an easy mark in a question on money laundering. It's one of the
more important things to be aware of in the real world, so markers tend to like it when you mention it. In part (a)(i),
most candidates covered a range of points and the majority correctly discussed fraud and / or money laundering.
Weaker answers tended to focus on the materiality of the cash transferred to overseas, and seemed not to notice
the client's suspicious behaviour. Candidates are reminded that they will often be expected to identify a key issue in
a question scenario and that in a question of this type it is important to stop and think about what is happening in
the scenario before rushing to start to write an answer.

With requirement (a)(ii), candidates who had identified money laundering as an issue in (a)(i) usually scored well
here, describing the need to report to the audit firm's Money Laundering Reporting Officer, and what should be
reported to them. Weaker answers discussed the audit report or that the fraud / money laundering should be
reported to the client's management — this is not good advice given that the owner — manager was the person
acting suspiciously and would have resulted in him being tipped off.

Answers to part (b) were reasonably good, with most candidates able to attempt an explanation of the term, and
most identifying poor controls leading to a possible fraud involving the payroll supervisor.

Marks
(@ (i) Implications of the audit senior's note
Generally 1 mark for each matter discussed relevant to money laundering:
- Definition of money laundering
- Placement — cash-based business
Owner posting transactions
- Layering — electronic transfer to overseas
- Secrecy and aggressive attitude
- Audit to be considered very high risk
- Senior may have tipped off the client
- Firm may consider withdrawal from audit
- But this may have tipping off consequences

Maximum 6
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(ii)

Marks

Reporting that should take place
Generally 1 mark for each comment:
- Report suspicions immediately to MLRO
- Failure to report is itself an offence
- Examples of matters to be reported (identity of suspect, etc)
- Audit senior may discuss matters with audit manager but senior

responsible for the report

Maximum 3
(b)  Professional scepticism
Generally 1 mark for each comment:
- Definition of professional skepticism
- Explain —alert to contradictory evidence/unusual events/fraud indicator
(up to 2 marks)
- Part of ethical codes
- Coot Co — evidence is unreliable and contradictory
- Absence of authorisation is fraud indicator
- Additional substantive procedures needed
- Management's comments should be corroborated
- Control deficiency to be reported to management/those charged with
governance
- Audit junior needs better supervision/training on how to deal with
deficiencies Identified
Maximum 6
15

Total

The implication of the circumstances described is that there may be money laundering going on at
Heron Co, involving its owner-manager Jack Heron.

Money laundering is a process by which criminals may attempt to conceal the origins of the proceeds
of criminal activity. The aim is to transform 'dirty’ money, which can be tied to its criminal origin, into
'clean’ money which can be spent.

The fact that Heron Co's revenue is almost entirely cash makes it an ideal 'front' business for a
money laundering regime. The aim here would be to transform the 'dirty' money into revenue from
the legitimate business. What appears to be happening here is that the legitimate cash receipts of
$3.5m are being topped up with $2m 'dirty’ money. This is the placement stage of the money
laundering regime. The idea is that the $5.5m revenue will eventually appear legitimate if it can be
said to all come from a legitimate business (Heron Co).

The $2m electronic transfer is then part of the layering process, which aims to maximise the distance
between the placement of the 'dirty' money and its eventual 'integration' into the financial system as

‘clean' money. The fact that this is an overseas transfer only heightens its suspiciousness, as money
launderers often move money across national boundaries to make it harder to trace.

The fact that Jack Heron has sole responsibility for cash receipts and postings gives him the
opportunity to launder money in this way. The fact that no documentation was available to support
the transfer means it is possible that it was done to launder money. The fact that Jack did not answer
the senior's questions and became aggressive seems to confirm his desire for secrecy here.

There is a risk that the senior has 'tipped off' Jack Heron by questioning him about the transfer. This
is itself an offence, although it may be argued here that the senior was not aware that the disclosure
could prejudice any future money laundering investigation.

From the point of view of the audit, the amount is clearly highly material. It is possible that Lark & Co
may seek to withdraw from the engagement; however, there is a risk that this could be construed as
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tipping off' if Jack Heron thinks it is because the audit firm has suspicions over money laundering.
The firm should obtain advice from its legal counsel.

(i) The audit senior should report the situation to Lark & Co's Money Laundering Reporting Officer
(MLRO). The MLRO is the internal person responsible for receiving and evaluating reports of
suspected money laundering, and for making any reports to external bodies.

The report would typically include the name of the suspect, the amounts involved, the reasons for
suspicion and the whereabouts of any laundered cash.

The report must be made as soon as possible, as it is an offence to not report suspicions as soon as
practicable.

The senior would be allowed to discuss his suspicions with the audit manager — in order to assure
himself that his suspicions were reasonable — but should alert the MLRO himself.

(b)  Professional skepticism

Professional skepticism is an attitude that includes a questioning mind, being alert to conditions which may
indicate possible misstatement due to error or fraud, and a critical assessment of audit evidence.

This means being alert to the actual circumstances of the engagement and the work being done, and to the
possibility that things may not be as they appear to be on first sight, eg that evidence obtained is unreliable,
or may point to fraud. If an auditor is not skeptical in this way then they may not realise that something is
unusual; they may not tailor audit procedures to the actual risk at hand; or they may jump to hasty
conclusions.

Professional skepticism lies at the heart of auditing, both in the sense that it is part of being a competent
auditor, and that it is an important part of being ethically independent.

Further actions
The evidence obtained already may not be reliable.

The payroll supervisor's assertion that no authorisation is needed for temporary workers must be
corroborated. Evidence should also be gathered about the claim that the employees are temporary.

If the supervisor is correct that no authorisation is required for new employees, then this is a major
deficiency of internal controls that should have been identified as part of controls testing. It may be a point
to include in the report to management.

There is a contradiction between the supervisor's claim that there were new temporary staff, and
management's claim that there are no new staff. It should be clarified that when management said there
were no new employees, this included temporary staff.

It is possible that there is a fraud taking place here, possibly by the payroll supervisor. The new employees
could be 'ghost employees' to whom money is paid via payroll but who do not exist. The money is then
taken criminally, eg by the payroll supervisor or an associate of hers.

The audit junior should be made aware that when he comes across issues like this, he must raise them with
his supervisor.

2 Plant

Chapter references. Chapter 5.

Top tips. Part (a) should not have posed you many difficulties. The contents of the audit tender document are basic
knowledge at this level. This question is fairly typical of the way this area is examined in P7: here, you really need to
apply your knowledge to the situation of the Plant Group. You can use the basic contents of the tender as a starting
point, and then bring in points from the scenario where they are relevant. For example, the tender must assess 'the
needs of the prospective client': here, the tender must clarify that all of the subsidiaries will require audits.

There are also points that come out of the scenario itself. These are likely to practical points: here, the proposed
deadline was very close to the year end, and should be discussed in the tender document as a practical issue.
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In part (b), the first suggestion might have been trickier than the second, which was clear-cut. With the first suggestion
(on the bonus for cross-selling to audit clients), you should be able to work out that there is a self-interest threat here.
You then needed to know that the crucial issue was whether the person was a key audit partner or not.

With suggestion two, you should be well aware of the ethical issues surrounding the provision of internal audit
services, and this part of the question was pretty much just knowledge recall. You should have scored well on this
part of the question, and if you didn't then you need to make sure that you are happy with this area in the future.

Easy marks. There were easy marks in part (a) for noting that the tight deadline would cause problems — this came
straight from the scenario and should stand out prominently.

ACCA examining team's comments. Requirement (a) was generally well attempted, with a significant minority of
answers achieving close to full marks. The best answers went through each of the typical contents of a tender
document and related them specifically to the Group in the question, resulting in focussed and well explained
answer points. Interestingly these answers were often relatively brief, but still managed to attract a high mark
through application of knowledge to the question scenario.

Some answers tended to either be much too brief — sometimes little more than a list of bullet points, or did not
answer the question requirement, and instead of explaining matters to be included in a tender document,
discussed the matters that may impact client acceptance, such as whether the audit firm has sufficient resources,
and whether a fee dependency would be created. Candidates are advised to read question requirements carefully
and not to make assumptions about what is being asked for.

Answers to requirement (b) tended to discuss one of the suggestions reasonably well, but then repeat almost
identical points in relation to the second suggestion. There was some overlap given that both involved the provision
of a non-audit service to an audit client, but there were enough separate points that could be made to avoid
repetition. In relation to the financial incentives for partners and manager selling services to audit clients, hardly any
candidates discussed the issue of the significance of the ethical threat depending on seniority and that partners
couldn't have the arrangement. Many also discussed the self-interest threat in relation to the audit firm rather than
its personnel.

In relation to the extended audit, most answers explained the self-review threat and suggested appropriate
safeguards, usually that of separate teams. Fewer discussed the need for extended review procedures or for
separate engagement letters and billing arrangements were the internal audit service provided to an audit client.
Fewer still knew the position of the ethical codes in relation to this matter, and there was very little in the way of
discussion of the topic as a current issue.

Marks
(a) Matters to be included in tender document
Up to 1%2 marks for each matter identified and explained with relevance to the
Plant Group (up to a maximum of 2 marks in total for matters identified only):
- Outline of the audit firm including international network
- Audit firm specialism in telecoms
- Client audit requirements
- Outline of audit firm's audit methodology
- Deadlines
- Discuss provision of audit-related services
- Quality control and ethics
- Fees
- Discuss provision of non-audit services
Maximum 8
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Total

Marks
Ethical matters
Up to 1 mark for each relevant comment:
- Explain self-interest threat arising on bonus suggestion
- Significance depends on seniority of person, materiality of
compensation

- Partners may not have this arrangement
- Safeguard could be put in place for other audit team members
- Explain self-review threat arising on internal audit service
- Identify impact on professional skepticism
- Explain management threat arising in internal audit service
- Safeguards (1 mark each), eg separate team
- Not allowed for public interest clients
- Separate engagement letter/billing arrangements
- Approval of those charged with governance

Maximum

>
[ Moo

Matters to include in tender
Overview of Weller & Co

A brief overview of the firm's structure. This should state that the firm is part of an international network of
firms, and that it therefore has access to a considerable depth of audit expertise.

This could be particularly relevant to the audit of the Plant Group's overseas subsidiary.
Areas of expertise

The firm has a telecoms audit department, and therefore already has staff with expertise in the Plant Group's
specific industry. This may make it particularly well placed to audit the Plant Group.

Assessment of Plant Group's needs

The Plant Group is composed of a parent and six subsidiaries, and it should be clarified that the tender
includes the audit of each of the subsidiaries as single companies, together with the parent company and the
group as a whole.

Audit approach

A brief description of Weller & Co's audit approach. In the case of the Plant Group, this is likely to include
reliance on the internal controls, which are described as strong. The tender document should point out that
controls would be tested before they were relied upon, but that if they did prove reliable then the audit
should indeed be cost-effective.

Deadline

The proposed deadline is just two months after the year end. It would be very difficult to meet such a
deadline while still maintaining audit quality. It might make it difficult to obtain evidence in specific areas,
such as receivables recoverability or going concern. There is also a risk of putting significant pressure on
the audit team to do work quickly rather than thoroughly, which could result in things being missed.

The tender should therefore propose a later deadline for audit completion.
Fees

The tender should state the proposed audit fee, together with a breakdown of the fee. The fee proposed
should be sufficient to ensure that a high quality audit could be conducted.
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Non-audit services

The firm may wish to outline any relevant non-audit services that it could provide to the Plant Group. These
will be curtailed by the fact that the Plant Group is now listed and thus a public interest entity, but there may
still be some areas in which Weller & Co could provide help.

(b)  Selling bonus

The first suggestion would be a 'compensation and evaluation policy', in the terms of the IESBA Code of
ethics. This creates a self-interest threat. If the partner or manager receives a bonus from selling services to
the client, then they might be less willing to disagree with the client during the audit.

The significance of this threat depends upon several factors:

. The proportion of the individual's compensation or performance evaluation that is based on the sale
of such services

o The role of the individual on the audit team
o Whether promotion decisions are influenced by the sale of such services

The Code specifically states that a key audit partner shall not be given a bonus based on selling non-audit
services to audit clients. Therefore this bonus should not be offered to key audit partners.

The suggestion is to offer the bonus to audit managers too. This may be ethically acceptable if adequate
safeguards were put in place: the manager's work should be reviewed by another professional accountant. If
this is not done, then the bonus cannot be offered.

It may also be that if the manager is a particularly senior manager, then their role will be so significant in the
audit team that no safeguard would be sufficient. They should not receive the bonus.

Internal audit

There are two potential issues here: a self-review threat, and the threat from taking on a management
responsibility.

Self-review threat

If Weller & Co seeks to rely on work performed by internal audit as part of its external audit, then there will
be a self-review threat if it has itself performed the internal audit. The risk is that the internal audit work
relied upon is not treated with enough professional skepticism. It may be possible to surmount this problem
by using a team or department that is separate from the external audit team, to perform the internal audit.

Management responsibility

If firm personnel assume a management responsibility as part of the internal audit, the this threat would be
so significant that either the internal audit service must not be provided, or the firm must withdraw from the
external audit.

A management responsibility would be assumed where, for example, the auditor performs internal control
procedures, or takes responsibility for designing, implementing and maintaining internal controls.

Public interest entities

If the audit client is a public interest entity (eg a listed company), then internal audit services relating to the
following areas cannot be provided:

A significant part of controls over financial reporting

. Accounting systems that generate information significant to the client's accounting records or
financial statements

. Amounts or disclosures that are material to the financial statements
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3 Becker

Text reference. Chapter 2.

Top tips. Ethical questions where you are asked to consider a number of scenarios come up frequently in this
exam. The best way to be prepared is to practise as many of this type of question as you can. Always try to explain
the risks fully rather that just stating what they are and try to come up with relevant safeguards.

Easy marks. All three areas were roughly similar in difficulty. If you are well-prepared, this type of question should
not be difficult.

ACCA examining team's comments. This question focused on ethics and practice management. Answers tended to
be inadequate overall. This is disappointing, given that ethics is regularly tested, and that many candidates seem to
think that the ethics question is the 'easy question'. The scenario relevant to requirement (a) described a business
opportunity for which an audit client required funding. Most candidates spotted the obvious ethical problems of
making loans to clients, and of having a mutual financial interest. However few candidates really explained why this
is a problem. Many candidates would simply state a type of threat — 'self— interest' and 'intimidation’ being the
most common, with little attempt to explain how the threat arose and if anything could be done to mitigate the
threat. Stronger candidates responded well to the practice management issues, discussing whether the audit firm
has the relevant skills for such a business venture and whether attention would be better focussed on attracting
new audit and assurance clients.

Requirement (b)'s scenario discussed the audit firm potentially setting up a recruitment advisory service. Similar
problems appeared here, with many candidates stating threats but not explaining them. Some candidates devoted
much of their answer to the fee based on salary, maintaining that it was a contingent fee, banned under ethical
guidelines.

Requirement (c) tended to be unsatisfactorily answered. Many candidates simply repeated the same comments they
had made for requirement (b), seeming not to realise that the two were entirely different proposals. This shows the
importance of explaining the threats, as similar threats may indeed arise from the possibilities described in (b) and
in (c), but why they arise and the implication for the audit firm is completely different.

Marks
(@)  Joint business arrangement

Generally 1-1% marks per comment:

- Self-interest independence threats:

Loans to clients generally prohibited
Convertible loan stock would lead to equity stake in client —

prohibited
Joint venture arrangement is significant business interest
Audit firm would share control of JV with audit client
Finance involved likely to be significant
- Can only proceed with business venture if resign as auditors
_ Potentially lucrative business opportunity BUT
- Auditors lack commercial experience in this type of venture
- Should spend time on client retention and attraction
Maximum 7
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Marks
(b)  Recruitment service

Generally 1-1% marks per comment:
- Explanation of self-interest threat
_ Explanation of familiarity threat
- Explanation of management involvement threat
— Threats increase with seniority of recruitee
- Can look at CVs and draw up shortlist but management to take final
decision
- Ingrid lacks specific, recent experience
- May not be much demand for the service
— Need to train second person — cost implication
_ Consider setting up as separate business
Maximum 7

(c)  Temporary staff assignment

Generally 1-1%2 marks per comment:
- Explanation of self-review threat
— Explanation of management involvement threat
_ Explanation of familiarity threat
- Description of safeguards
— Problem when secondee returns to audit firm — reassign to other client
- Individual benefits from different work experience ...
_ But may be offered permanent employment by the client
- Issues with competence of people seconded
- Eases audit forms over-staffing problem
Maximum 6

Total 20

(@)  Murray Co
Threat to independence and objectivity

If the investment in Murray Co were to go ahead, Becker & Co would create self-interest and intimidation
threats to their objectivity and independence. The IESBA's Code of ethics for professional accountants states
that the audit firm must be seen to be independent of the client. If Becker & Co and Murray Co are working
together on the new product, the audit firm will not be seen to be independent.

Loan to audit client

Under the first option, Becker & Co would provide finance in the form of convertible debentures. This is a
loan between the audit firm and its client and creates a self-interest threat to independence. The Code
specifically states that audit firms should not enter into any loan arrangement with a client that is not a bank
or similar institution and no safeguard would reduce the self-interest threat to an acceptable level. Becker &
Co should therefore not provide finance to Murray Co unless they resign as auditors.

Equity shares in audit client

The convertible debentures will eventually be converted to equity resulting in Becker & Co holding shares in
Murray. This presents a self-interest threat to independence as Becker & Co will hold a financial interest in
an audit client. The Code states that an audit firm is not allowed to own a direct financial interest in a client.
Disposing of the equity or resigning from the audit will be the only applicable safeguards in this instance.

Joint venture

Under the second option, Becker & Co would form a joint venture with Murray Co. This would create a self-
interest threat to independence as the audit firm and audit client would have an inappropriately close
business relationship. Under the Code, an assurance provider should not participate in such a venture with
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an assurance client unless the interest is clearly insignificant. In this case the interest would be significant.
Becker & Co should therefore not enter into the joint venture unless they resign as auditors of Murray Co.

Diversification

Entering into a business arrangement with Murray Co would be a new area of business for Becker & Co. The
firm should consider whether it wants to diversify into an area in which it has little expertise or knowledge. It
would be necessary to carry out a full commercial evaluation and business risk analysis before deciding if
this is a growth strategy the firm would like to pursue.

Additionally, the firm needs to consider whether it has the time and resources to devote to this new area
without the audit business suffering. Time may be better spent attracting and retaining audit clients, rather
than pursuing new areas of business.

Business opportunity

If the firm does decide (after research and careful consideration) that this is a business opportunity it would
be lucrative to pursue, then they should immediately resign as auditors of Murray Co.

(b)  Recruitment service

Providing a recruitment service to a client is not specifically prohibited by the IESBA Code of ethics for
professional accountants. However, the Code does say certain threats to independence could be created.

Self-interest threat

Becker & Co are considering the provision of recruitment services to audit clients, earning fees based on a
percentage of the salary of the person recruited. This creates a financial self-interest threat to independence.
The firm may be tempted to recommend an individual to a client in order to earn a fee, and not consider
whether that individual is suited to the role.

Familiarity threat I

The provision of recruitment services will create a familiarity threat. During audits, Becker & Go will have to
assess the work of individuals they helped recruit. The firm may be or may be perceived to be less likely to
criticise or challenge such individuals because this could discredit their recruitment services.

Self-review threat

A self-review threat occurs where an audit firm makes management decisions for an audit client. Becker &
Co could be seen to be making such decisions by providing recruitment services to audit clients. The firm
could review candidates' CVs and recommend individuals to interview but the final decision of who to recruit
should always rest with the client.

This threat is increased with the seniority of the individual being recruited, for example if Becker & Co were
to advise on a new finance director. The threat could be reduced by only providing services for the
recruitment of junior staff members.

Demand for services

Becker & Co would need to carry out market research to ensure that there is a demand for recruitment
services before embarking on any new business venture.

Training costs

The firm should also consider whether it has the time and resources to enter into a new area of business.
Ingrid Sharapova only worked in recruitment for a year and seems to be the only employee with any
experience. She may require further training in order to recruit finance professionals and update her skills.

An additional member of staff at Becker & Co will also require some training so the recruitment business can
be kept running whilst Ingrid is away or on sick leave.

If successful, the recruitment business may prove too much for Ingrid to handle alone and the firm will have
to either train or hire additional staff to assist her.
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Damage to reputation

Becker & Co's reputation could be damaged if the quality of recruitment services is low. This risk can be
reduced by setting up the recruitment services as a separate company.

(c)  Temporary staff assignments
Self-review threat

Becker & Co are proposing audit managers and seniors to be seconded to audit clients. This creates a self-
review threat as there is the risk that the manager or senior will be auditing their own work on return to the
audit firm. Even if the seconded individual is not on the audit team, there is a risk that the audit firm over
relies on work carried out by their own employee.

Safeguards would need to be in place to ensure that staff are not assigned to audit teams for clients where
they have completed a secondment. This safeguard could cause some internal difficulties at Becker & Co as
clients are likely to request staff who are familiar with their business and have been part of the audit team.
Becker & Co may find that they can no longer allocate the staff with the most experience to clients where
there has been a secondment. This difficulty could be overcome somewhat if staff are seconded to areas
outside of the finance department.

Management involvement

By seconding an audit manager or senior, Becker & Co could be or could be perceived to be making
management decisions for audit clients. This poses a problem as it creates a self-review threat to
independence. The threat is greater when a more senior staff member is seconded as there is an increased
likelihood the individual will be making important decisions.

The firm would need to apply safeguards to ensure that Becker & Co employees are not involved in any
management decisions, responsible for approving or signing agreements or given the authority to enter into
commitments whilst on secondment at the client.

Familiarity threat

An individual from Becker & Co could be seconded to a client for a time period covering the audit. A
familiarity threat to independence arises as the audit team may be over familiar with the seconded individual
and not apply professional scepticism.

Reputation risk

Becker & Co's reputation could be adversely affected if seconded staff do not have the correct level of
expertise for the role in question. The firm should make sure that any seconded employees are suitably
competent and qualified for the seconded role.

Loss of staff

There is a risk that key staff may leave Becker & Co if clients offer them a permanent position. The situation
could be exacerbated by staff being concerned about redundancy as the audit department is over staffed.
Signed agreements where clients agree not to offer seconded staff permanent roles would reduce this risk.

Benefits

The main benefit of this suggestion is that it will ease the problems with over staffing in the audit department
in the short term. In the long term, Becker & Co will still need to find new business or consider where they
could reassign excess staff.

Individuals seconded to clients may learn and gain new perspectives from working in a finance department
rather than in an accountancy firm. These new skills will benefit Becker & Co on their return.
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4 Peaches

Study text references. Chapters 1, 2 and 5.

Top tips. Part (a) tested around the edge of the syllabus, but you should have been able to score very well, as you
should already be familiar with the arguments in favour of principles- and rules-based approaches from your earlier
studies. In addition to this, the examining team did discuss this issue in an article in Student Accountant shortly
before the exam. This underlines again the advantage that you can gain just by carefully reading the examining
team's articles there!

There is a possibility that students might have been put off by the question text on the IAASB's Clarity Project, but if
you read the requirement you'll see that all you need to do is talk about the different approaches to auditing in
general. Take care in part (ii), though, only to talk about the pros and cons of a prescriptive approach — the question
is not asking you to talk about a principles-based approach at all (although the advantages of one and pretty much
the same as the disadvantages of the other).

Part (b) was a standard question on ethics. You should have scored well here, as was mainly a test of factual
knowledge but in the guise of a scenario.

Easy marks. Part (a)(i) should have been very easy. There was an easy mark available for defining lowballing in part
(b)(iii) — an example of the kind of mark you might miss out on if you mess up your timing and don't answer all the
parts of the question.

ACCA examining team's comments. This was the most popular of the Section B questions. The question focussed
on the IAASB's Clarity Project, and on ethical and professional issues. The topic should not have been a surprise to
candidates given the importance of this current issue, and the examining team's recent article covering the subject.

Requirement (a) tested candidate's knowledge and understanding of prescriptive and principles-based approaches
to auditing. Generally, this requirement was answered well.

Requirement (b) contained three sub-requirements, testing candidates understanding of the terms 'intimidation
threat', 'lowballing’, and also including a section on the advertising rules which auditors should abide by. Most
candidates could demonstrate that they knew the basic facts about each, but generally did not explain their points in
sufficient detail to score a high mark on requirement (b) as a whole. For example, with regards to lowballing, most
candidates could state that this involves charging a low fee for the performance of an audit engagement, but not all
candidates then developed the point into issues relating to the quality of the audit performed. It was pleasing that
the requirement on advertising rules was well answered, given that this is a relatively peripheral area of the
syllabus. Unusually for the ethics question, at this sitting it tended to be the optional question in which candidates
scored the highest mark.

Marks
(@ (i) Prescriptive and principles-based approach to auditing
- Up to 2 marks for contrast
(i) Arguments for and against prescriptive approach
- 1 mark for each advantage — clarity, increase in quality,
uniformity, easy to monitor
- 1 mark for each disadvantage — lack of tailoring, over-auditing,
no use of skill/judgement, process becomes mundane/routine,
issues for staff retention
- Additional marks may be given for relevant comments on
practical issues related to adoption of clarified ISAs eg additional
costs, increase in audit fee, training needs
Maximum 7
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(if)

(iil)

Total

Marks
Intimidation threat
1 mark per comment explained:
- Independence/objectivity threat
- Example — aggressive individual
- Example — fear of dismissal/legal action
- Link to familiarity (or other) threat
- Safeguards needed

Maximum 3
Advertising
1 mark per comment explained:
- Must abide by professional principles
- Must not make false/exaggerated claims
- Must not make disparaging remarks about other firms
- Must abide by local rules on advertising generally
Maximum 3
Lowballing
1 mark per comment explained:
- Definition
- Why is problem — low quality audit, not acting with due
care/competence
- Not prohibited but not encouraged
Maximum 3
16

Rules-based (prescriptive) auditing is where the auditor follows prescribed rules on how to audit a
particular area, but does not use any judgement about how to apply the rules.

Principles-based auditing is where no detailed rules are prescribed, but where the auditor must apply
more general, guiding principles to the particular area being audited.

Advantages

Improved clarity and understandability. Prescriptive auditing standards leave the auditor in no doubt
as to what he needs to do to audit a particular area. He just needs to follow the rules precisely and to
the letter. As long as he has done this, he will be able to say that he has auditing in accordance with

the standards.

It can be argued that prescriptive standards lead to an improvement in the quality of audits because
they leave less scope for the auditor to choose how to audit each area, which reduces the risk that
the auditor might make the wrong choice or might make a poor judgement. This also makes it much
easier for the regulatory authorities to monitor audit quality, as it is much clearer what the auditor
needs to do in accordance with the standards.

Disadvantages

The key disadvantage is that it reduces the auditor's ability to take into account the individual
circumstances of the entity that is actually being audited. There is a danger of just applying the rules
irrespective of whether the audit procedures are appropriate in this particular case. Worse than this,
there may not even be a rule for the particular situation being audited, leaving the auditor in a very
difficult position. This would lead to audit procedures being done that may not be adequate to gather
sufficient appropriate audit evidence.

Prescriptive approaches diminish the extent to which auditors need to use their own judgement. This
may not be too much of a problem in the case of a simple entity that is straightforward to audit, but it
can be problematic in the case of a complex entity that is difficult to audit.

There is therefore a danger that a prescriptive approach might actually reduce the quality of audits.
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() (@) An intimidation threat is a threat to compliance with the fundamental principle of an auditor's
objectivity, which is a crucial part of his independence.

An example of an intimidation threat would be a client threatening to replace the auditor if the auditor
intends to qualify the audit opinion.

When an auditor identifies that there is a threat to his independence, he should apply safeguards to
reduce the threat to an acceptably low level. There may, for instance, be a specific mode of recourse
available through the individual regulatory framework that the auditor is operating in.

(i)  The ACCA's general rule on advertising is that the medium used should not reflect adversely on the
member, ACCA or the accountancy profession.

In particular, adverts should not discredit the services offered by others, whether by claiming
superiority for the member's or firm's own services or otherwise. They should also not be
misleading, either directly or by implication — they must not make false claims.

It is important that short adverts do not include information about fees. It is possible to mention fees
in longer adverts, but these must include information about the basis on which fees would be
calculated, such as hourly rates, etc.

(i)  Lowballing is tendering for an audit for a very low fee, with the hope of under-cutting competitors
and winning the audit tender. It is associated with audit firms recovering any losses they incur from
the low fee, by just raising the fees significantly in future years.

The short answer is that lowballing is allowed, but that the fact that a firm is charging a low fee does
not mean that it can cut costs by doing less audit work. It must do the same amount of work as on
any other audit, ie the amount required to provide reasonable assurance that the financial statements
are not materially misstated. The danger is that the firm tries to cut back on the audit work done in
order to lessen any loss it is making on the audit — which is a serious risk to its independence.

The ACCA's Code of Ethics and Conduct emphasises that where a firm obtains an appointment with a
significantly lower fee than competitors, it must be able to demonstrate that the audit has been
conducted in accordance with auditing standards.

5 Chester

Text reference. Chapter 2.

Top Tips. Your approach to ethics questions such as this should be to work through the scenario with pen in hand,
noting the threats as you go. It is important that you try to identify the threats to independence, taking care not to
just list the threats that you think might be present. You then need to say why such a threat is present, and suggest
safeguards to reduce the threat to an appropriate level. It is a good idea to try to evaluate the seriousness of the
threat, and to give a conclusion to each mini-scenario, such as 'if these safeguards cannot be implemented then the
auditor must decline to tender for this engagement'.

Practical professional and commercial considerations usually score well. The most straightforward example of this
being that the audit firm should consider which of the non-audit services or the audit will be most profitable for it to
continue with.

Be very wary about writing about the risk of % fee thresholds being breached, as your examining team considers
these to be general points that betoken a lack of application to the scenario at hand. It is not relevant to any of the
mini-scenarios in this question, for example, and you should only mention it in an answer if the scenario specifically
hints that this might be problem.

Easy marks. Calculating materiality in part (c) gets you a full mark (V2 for the calculation, ¥ for saying it's
immaterial).
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Marks
(@)  Tetbury Co

Generally 1 mark for each point identified and discussed:

- Customer due diligence/know your client procedures to be performed

- Audit firm's competence to audit a financial services client

- Acceptance decision should also include consideration of ethical threats

- Management integrity threatened by past investigation by financial services
authority

- Integrity also threatened by possible inappropriate financial reporting

- Management may have intimidated the previous auditor

- Contact previous auditor for further information

- Controls appear weak leading to high audit risk

- Responses to high risk should be considered, eg use of experienced audit
team

- Confirm client's intention to improve controls

- Threats to objectivity arise from giving business advice — perceived as
assuming management responsibility

- Self-review and self-interest threats created

- Safeguards to be put in place, eg management acknowledge responsibility
for business decisions

Maximum 8

(b)  Stratford Co

- Advocacy threat created by attending meeting

- Legal proximity may be created by attending meeting

- Intimidation threat from threat of removal from office

- Consider appropriate safeguards

- Integrity of the managing director questionable

- Overdue fees may represent self-interest threat

- But amount may be insignificant and not long overdue

Maximum 6

(c)  Banbury Co

- Provision of valuation service creates self-review and self-interest threats

to objectivity
- Service cannot be provided if the pension deficit is material
- Calculate and comment on materiality in 20X3 financial statements
- Other matters to consider including level of subjectivity, lack of informed

management

(1 mark each)
- Safeguards may be used to reduce threat to acceptable level (1 mark each)

Maximum

8lo

Total

(@)  Tetbury Co
Professional competence

Tetbury operates in the highly-regulated, complex environment of financial services. There is therefore a
threat to Chester & Co's ability to conduct an audit in this area in line with the principle of professional
competence and due care. This is a self-interest threat as a result of the prospective audit fee.
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Customer due diligence

Given the complex and therefore risky nature of Tetbury's business environment, it is of paramount
importance that Chester & Co conducts customer due diligence procedures before accepting such a client.
The risk of Tetbury being involved in laundering money should be weighed carefully.

Previous auditors

The fact that the previous auditors resigned suggests that Tetbury's management may lack integrity. There is
a risk that the problems which led to the previous auditors resigning may persist during the tenure of
Chester & Co.

Chester & Co should ask Tetbury for permission to contact the previous auditors regarding the reasons for
their resignation. They should be asked whether there are any matters of which Chester & Co should be made
aware of in deciding whether to take on the audit. This is a self-interest threat to professional competence and
due care, because Chester & Co may fail to exercise due care in order to secure the audit fee.

If Tetbury refuses permission to contact the previous auditors, then Chester & Co should withdraw from the
tender process.

Controls

The fact that the reason given for the previous auditors' resignation points to a poor control environment at
Tetbury. This is particularly worrisome given that it is an owner-managed business, in which the risk of
management override of controls is perennially present. Bearing in mind also the increased need for robust
internal controls in as highly-regulated an area as financial services, the Tetbury audit would surely be
considered high-risk.

As a high-risk audit, Chester & Co would likely need to perform more audit procedures in order to reduce
audit risk to an appropriate level. This would be costly, and would need to be reflected in a high audit fee.
The threat to Chester & Co's professional competence is in this light particularly acute. Chester & Co would
need to consider carefully whether the Tetbury audit would be worth such a high risk.

Financial services authority investigation

The investigation suggests either a lack of integrity or a poor control environment, or both. In any event
Chester & Co ought to find out more about this, for example by contacting the authority for further details.

Business development advice

There is a self-interest threat here in relation to the fee. There is a self-review threat as it is possible that the
advice may need to be audited, for example as part of the assessment of the going concern assumption.

The self-review threat can be mitigated by using separate engagement teams, separated by information
barriers, or by an independent review of the audit work by a professional accountant.

It is important that Chester & Co avoids taking on management responsibilities, because were they to do so
then the tender must be declined. It can avoid doing so by obtaining written confirmation from Tetbury that
it acknowledges responsibility for any decisions taken.

Stratford Co
Meeting

The request to attend the meeting with the bank suggests an advocacy threat, as the audit partner may be
put in the position of supporting the view that the client will continue as a going concern, and that the bank
should therefore offer it a loan.

Legally, there is a risk of creating proximity between Chester & Co and Stratford which could result in the
bank taking legal action against the auditor in the event of Stratford defaulting on its loan.

In addition, the financial statements being presented at the meeting are only draft versions and have not
been audited. It is crucial that Chester & Co does not allow Stratford to give the bank the impression that
these financial statements come with any assurance.

It would probably not be possible to mitigate the advocacy threat with the audit engagement partner
attending the meeting. It may be possible for another partner to attend, however, if it was made clear that




they were not the audit partner and that no assurance was provided in respect of the draft financial
statements.

Threat

The managing director's threat to put the audit out to tender is an intimidation threat, since if the audit
partner were to attend the meeting, this may give the bank the false impression that assurance has been
provided on the draft financial statements.

This places a question mark over the managing director's integrity. Chester & Co should communicate with
those charged with governance on this matter, for example with any other board members or with the audit
committee. Chester & Co should consider resigning from the audit if the threat does not abate.

Fees

Overdue fees represent a self-interest threat, as Chester & Co may not obtain sufficient appropriate evidence
in relation to the audit opinion it expresses in order to receive the fees owing. There is a risk that this may be
perceived to be a loan made to Stratford.

In this case the fee relates to a debt that is only four months old. The severity of the threat would depend on
the significance of the amount outstanding.

Chester & Co should request that the audit fee be paid, and should communicate the matter to those
charged with governance. It may also wish to review the efficacy of its own system for credit control.

(c)  Banbury Co
Threats
There is a self-interest threat here in respect of the fee for the non-assurance service.

A self-review threat is present because the partner's actuarial valuation may need to be audited, in which
case Chester & Co would be reviewing its own work. It is not clear whether the audit partner in question is
an audit engagement partner for the Banbury audit. If this is the case then the service cannot be performed
unless the engagement partner is changed.

Assuming that the partner involved is not the engagement partner, and subject to the further considerations
below, relevant safeguards here could include:

. Using separate teams to work on the actuarial valuation and on the audit, separated by information
barriers

. Independent review of the audit and/or the valuation by an independent professional

Valuation

In assessing the significance of the self-review threat, a number of factors must be considered. Chief among
these are:

. The materiality of the valuation to the audited financial statements
o The degree of subjectivity involved in the valuation
) The extent to which the client is involved in making any judgements necessary to the valuation

If, for instance, the valuation involves a high degree of subjectivity, and cannot be performed according to an
established methodology then the self-review threat might be considered severe.

Materiality

Banbury is a listed — and therefore public interest — entity, so its auditor must not provide valuation services
which materially affect the financial statements.

The pension liability was 0.3% of total assets last year and was thus immaterial. If the figures this year are
similar, then materiality would not be a barrier to providing the service.
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6 Smith & Co

Text reference. Chapter 2.

Top tips. In this type of question it is important to pay attention to the mark allocation and make sure you allocate
your time accordingly. Norman Co is worth eight marks so you need to spend more time on this than the other two.

Easy marks. By suggesting some sensible action points you should be able to score some easy marks in this
question.

ACCA examining team's comments. It is crucial that in ethics questions, the reason why something is a threat to
independence is fully explained. The answers given to requirements (a) and (b) were usually the same length,
despite there being more marks available for (a). Again, candidates are reminded to be careful with time allocation
within each question that they attempt. The answers to requirement (c) were generally inadequate. Most candidates
seemed not to appreciate that auditors often make recommendations to clients, and that as long as the client is
aware that a commission will be received by the audit firm, the practice is generally seen as acceptable.

Marks
(@) Norman Co

Generally 1 mark each per comment and action point

- Poor credit control
- Independence threat — free audit/loan
- Independence threat — self-interest in 20X8 report
- Financial distress leads to going concern threat for the company
_ Non payment due to financial distress does not necessitate resignation
- Discuss with client — ethical problem/payment arrangements
- Ethics partner notification
- Assess significance of amount outstanding
- Policy to check prior invoices paid
- Continue to improve credit control
- Second partner review
- Review of audit work performed on going concern
Maximum 8

(b)  Wallace Co
Generally 1 mark each per comment and action point

- Non arm's length commercial transaction

_ Material to audit manager

- Self-interest/intimidation threat

- Question audit manager's integrity

- Potential disciplinary action

- Remove Valerie from audit team

- Review all work performed on Wallace Co

- Consider Valerie's relationship with and likelihood of bias towards
her other clients

_ Disclosure of ethical threat to those charged with governance

- Provide clear communication to all staff regarding transactions with
clients

Maximum 5
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Marks
(c) Software Supply Co
Generally 1 mark each per comment and action point

- Self review threat
_ Self-interest threat
- Independence check
_ Client disclosure and acknowledgement
- QC monitoring
Maximum

N e
i~

Total

(@  Norman Co
Credit control

The fees for the 20X7 audit have been outstanding for over twelve months and it seems that little has been
done to collect them. Since the file note states that Norman Co is suffering poor cash flows, the balance may
no longer be recoverable. Credit control has been poorly managed at Smith & Co with regards this client and
the debt should not have remained outstanding for so long.

Action

Credit control procedures at the firm need to be reviewed to prevent this situation reoccurring. It appears
that some improvements have already been made with the audit manager now being responsible for
reviewing client invoices raised and monitoring credit control procedures.

Independence

The overdue fees for the 20X7 audit may make it appear the audit has been performed for free or could
effectively be seen as a loan from Smith & Co to Norman Co. The IESBA Code of Ethics for Professional
Accountants specifically states that an audit firm should not enter into a loan arrangement with a client that
is not a bank or similar institution. It highlights overdue fees as an area where a self-interest threat could
arise and independence is threatened. Smith & Co should not have allowed outstanding fees to build up as
their independence is now compromised.

Action

Smith and Co should discuss the recoverability of the 20X7 audit fee with the audit committee (if one exists)
or those charged with governance. A payment plan should be put into place.

If the overdue fees are not paid, the firm should consider resigning as auditors. In this case a valid
commercial reason appears to exist as to why the fees remain unpaid. Smith & Co can remain as auditors
provided that adequate safeguards are in place and the amount outstanding is not significant. If the overdue
fees are significant, it may be that no safeguards could eliminate the threats to objectivity and independence
or reduce them to an acceptable level.

The ethics partner at Smith & Co should be informed of the situation. The ethics partner should evaluate the
ethical threat and document the conclusions including the significance of the overdue fees.

20X8 audit

The 20X7 audit fee and arrangements for payment should have been agreed before Smith & Co formally
accepted appointment as auditor for the 20X8 audit. Since the 20X8 audit has now almost been completed, it
appears this could not have happened.

Action

The ethics partner at Smith & Co should take steps to ensure that there are no outstanding audit fees before
commencing new client work. This could involve a new firm-wide policy that audit managers check payment
of previous invoices.
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Self-interest in 20X8 report

The 20X8 audit report has not yet been signed. This creates a self-interest threat to Smith & Co's objectivity
and independence because the issue of an unmodified auditor's report may enhance their prospects of
securing payment of the overdue 20X7 audit fees.

Action

The working papers for the 20X8 audit of Norman Co should undergo an independent review by the
engagement quality control reviewer.

Going concern

Norman Co is known to be having cash flow problems and so there is an issue of whether the company is a
going concern for the 20X8 audit report.

Action

Smith & Co should carry out a review of the 20X8 audit working papers on going concern. It may be
necessary to carry out further audit procedures to ensure that sufficient evidence has been gathered to
support the audit opinion.

(b)  Wallace Co
Business relationship

Under the IESBA's Code of Ethics, persons in a position to influence the conduct and outcome of the audit

should not enter into business relationships with a client, except where they involve the purchase of goods
and services from the client in the ordinary course of business, are on an arm's length basis and are clearly
inconsequential to each party.

As audit manager of Wallace Co, Valerie Hobson has influence over the outcome of the audit and should only
rent the warehouse space if the conditions prescribed by the Code are met. Since the warehouse space is
already known to be used for rental income, this transaction is in the ordinary course of business. However,
the note on the invoice about only charging a nominal sum indicates that the transaction is not on an arm's
length basis. The criteria in the Code have therefore been breached. It is also worth noting that the
transaction may represent a material discount for Valerie Hobson.

Action

Valerie Hobson should not retain the position of audit manager at Wallace Co and a new manager should be
assigned. All planning work for the 20X8 audit should be independently reviewed as planning decisions may
have been influenced by the transaction. The situation should be disclosed to those charged with
governance at Wallace Co and the audit committee, if one exists.

Self-interest threat

Valerie Hobson has created a self-interest threat, by renting the warehouse space at a reduced rate. Valerie's
objectivity could be biased by her desire to please Wallace Co so that she can benefit financially.

Action

Valerie Hobson may need to be disciplined for her actions by Smith & Co who could also send her for ethics
training. Smith & Co should investigate for evidence of bias in other audits where Valerie Hobson has had
influence.

(c)  Software Supply Co

Self-interest threat

Smith & Co may have entered into an inappropriate close business relationship by accepting a fee for
recommending Software Supply Co to audit clients. This could be seen as a self-interest threat and
compromise the independence and objectivity of Smith & Co. The business relationship can be allowed to
continue provided that Smith & Co put safeguards in place.
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Action

Smith & Co should ensure that where Software Supply Co has been used by a client the following
safeguards exist.

. Audit staff have no financial or personal interest in Software Supply Co.
. The arrangement between Smith & Co and Software Supply Co has been fully disclosed.
. Smith & Co should obtain written confirmation that the client is aware of the referral fee.

Additionally, Smith & Co should monitor the quality of the products supplied to ensure they are not
associated with inferior goods.

7 Carter

Text reference. Chapter 2.

Top tips. This question looks at a number of ethical dilemmas. Care must be taken when reading the information to
ensure that the key issues are identified. It can be easy to become sidetracked by minor details or basic
misunderstandings and end up missing the point of the question.

Easy marks. Parts (a) and (d) were probably the easiest, but the easiest marks were the first few in each part of the
question —and to get these, it was crucial that you kept to your timings for each part.

ACCA examining team's comments. As usual, the 'ethics question' was the most popular of the optional questions.
This question contained four brief ethical situations, from which candidates were required to identify and evaluate
the ethical and other professional issues raised. Answers were mixed in quality — some were sound, but many did
little more than identify threats but provided no discussion or evaluation of those threats identified.

Requirement (a) was well answered, with almost all candidates able to identify and explain the self-review threat
and to suggest appropriate safeguards. Few candidates however considered the key issues of the materiality of the
pension deficit to the financial statements, and the highly subjective nature of the valuation.

In requirement (b), most candidates could identify the familiarity threat to objectivity, though this was often not well
explained, and most suggested that the best safeguard would be to exclude Kia from the audit team. Inevitably,
many candidates wanted to see Kia disciplined for her 'gross misconduct' and reported immediately to ACCA.

In requirement (c), most candidates identified the potential self-interest threat created but few could go further to
evaluate the potential risk exposure to the firm or additional costs that may be incurred if such a service were offered.

In requirement (d), the situation was dealt with well, with most candidates able to identify and explain the threats
and to suggest that full disclosure would be the best course of action.

On the whole this ethics question produced better answers than ethics questions in previous examinations.
However, candidates' performance is hampered by the fact that often only one ethical issue or threat per
requirement is dealt with in their answers, which tend to be too brief for the marks available. Many candidates wrote
the same amount for each requirement, despite the fact that requirements (a) and (b) were worth twice the marks
of requirement (d).

Marks
(@) Fernwood Co

Up to 1 mark each point explained:
- Self-review threat (restrict to % mark if not explained)
- Provision of non-audit service
- Threat depends on materiality of balance
- Threat depends on degree of subjectivity
- Can only perform if low threat and safeguards used
- Pension very subjective so unlikely to be able to reduce threat to

acceptable level
- If service provided assess skills and competence

Maximum 6
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Marks
(b)  Hall Co

Up to 1 mark each point explained:
- Client should not influence selection of audit team members
- Kia has no experience of the client
- Family relationship creates three objectivity threats (1 mark each

explained)
- Degree of threat depends on level of influence
- Do not assign Kia to the team
- Explain to client why Kia has not been assigned

Maximum 6

(c)  Collier Co
Up to 1 mark each point explained:

- Custodial service creates self-interest threat (2 mark if not explained)
- Safeguards to be applied (1 mark each)
- Money laundering consideration
- Consider security of offices/availability of space
- Extra costs eg insurance, more security measures
- Reputational risk in event of theft/loss of documents
- Confidentiality issues
Maximum 5

(d)  Gates Co
Up to 1 mark each point explained:

- Referral fee creates self-interest threat
- Allowed if safeguards in place (1 mark for each safeguard)
- Consider quality of service provided

e

Maximum
Total 20

(@)  The issue is whether there is a self-review threat, as the valuation of the amount recognised would be
recognised in the financial statements. The IESBA Code of Ethics for Professional Accountants states that
where the valuation service relates to a material amount in the financial statements, and the valuation
involves a significant degree of subjectivity, the self-review threat created could not be reduced to an
acceptable level. If this is the case, the firm must choose between providing the audit and providing the
valuation service.

Carter & Co therefore needs to assess the materiality of the figure, and the degree of subjectivity involved. If
it considers that safeguards could reduce the threat to an acceptable level, then it can go ahead with both the
audit and the valuation service. Safeguards may include:

. Using separate personnel for the valuation service and the audit
. Performing a second partner review
o Confirming that the client understands the valuation method and the assumptions used

There is a further question over whether an audit firm would be likely to possess the requisite competence to
provide such a valuation service. Professional competence and due care is a fundamental ACCA ethical
principle, which in this context would mean that the firm should only do work which it is professionally
qualified to do. The firm would therefore have to ensure that it could perform the work competently.

(b)  There are a number of possible threats to Carter & Co's independence here:
o Familiarity: Kia may fail to exercise professional scepticism.
. Intimidation: the financial controller may be able to intimidate and influence Kia's work.

. Self-interest: Kia may have an interesting in not causing problems for her relative, and may be
unwilling to challenge them if required to do so.
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To assess the severity of the threat, the degree of influence held by the family member and by Kia must be
considered. As financial controller and audit senior respectively, both would have some influence over the
financial statements. It would therefore be unlikely that Kia would be able to be assigned to this audit
engagement.

Furthermore, allocation of staff to audit teams should be the decision of Carter & Co alone. Staff should be
allocated on the basis of their experience and skills. There is a risk of the audit team possessing an
inappropriate mix of experience and skills for this audit if Carter & Co were not able to select the audit team,
which may impair audit quality. The fact that Kia has not worked on this client before suggests that this may
be the case. It is therefore crucial that Carter & Co exercise a free choice over the composition of the audit
team.

(c)  Usually documents such as title deeds are held by the audit client, but sometimes the service is provided by
the accountant.

Appropriate safeguards to be used in the provision of a custodial service could include:
o Keeping the assets physically separate from the firm's assets

. Keeping orderly documentation regarding the assets and be ready to account for them to the client
when requested

. Establishing strict controls over physical access to the assets
. Complying with all relevant laws and regulations in respect of holding the assets

Confidentiality is also a key issue — the firm must ensure that documentation is only ever given to the client
and to no-one else.

In addition Carter & Co should be vigilant in respect of money laundering regulations. The tangible assets
could be purchased using the proceeds of crime, and as such the firm in would be deemed to be involved
with money laundering. The firm would have to be careful to ascertain the true origin of the assets.

A further issue is whether Carter & Co has sufficient security to offer such a service. Employment of extra

security methods such as alarm systems and CCTV could be costly. This could be compounded if, in order
to maximise the revenue from this source of income, Carter & Co were tempted to concentrate on holding

high value assets, as these would attract the highest fees.

If there were ever a problem such as documents being lost, then Carter & Co would face major reputational
risk. This risk, along with the extra costs discussed above, may outweigh the relatively small revenue stream
that the service would provide.

(d)  Referral fees are not prohibited by IESBA's Code of Ethics, but a self-interest threat can arise, as the audit
firm receives financial benefit for each audit client referred. The referrals and payments to Carter & Co can
continue, provided that safeguards are put in place, such as:

. Disclosing to audit clients that a referral fee arrangement exists, and the details of it
. Receiving confirmation that audit clients are aware of the referral arrangement
. Receiving confirmation from all employees of Carter & Co that they have no interest in Gates Co

Carter & Co may also wish to consider the quality of the training provided by Gates Co. Any problems with it
could cause damage to Carter & Co's reputation.
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8 Ryder

Text reference. Chapters 6, 7 and 2.

Top Tips. The requirement here was to respond to the junior's question, and to explain the ethical and professional
matters arising. There might have been a little bit of confusion here, because the requirement could be read as
saying that ethical and professional matters arose from each mini-scenario, which was not the case.

Part (a) was a discussion-type requirement on business risk and the risk of material misstatement. The junior's
question suggests a format for your answer — explain the two types of risk (1 mark each), then identify the relation
between them (2 marks for a good discussion). The first two marks here were not difficult, so all you then needed
to do was muster a reasonable discussion to pass this part of the question.

Part (b) was quite a theoretical discussion of the use of 'service organisations' (outsourcing). Questions like this
are a reminder that P7 students need to be familiar with ISAs, specifically ISA 402, as there were plenty of marks
available for knowledge that comes straight from the ISA, eg of Type 1 and Type 2 reports.

Part (c) contained a fairly clear conflict of interests between two clients, and was a standard ethics-type question at
P7. Your approach should therefore be to identify and explain the issue; explain which ethical principles are
threatened and why; suggest safeguards (where relevant), or suggest that the engagement be declined.

Part (d) was another ethics requirement, and was fairly clear-cut although there were a lot of marks available here.
Easy marks. The first part of part (a) was fairly easy, even if it did not look it at first sight.

ACCA examining team's comments. In issue (a), most candidates could attempt the definitions, but some went
into far too much detail for the marks available. The relationship between the two types of risk was usually
explained by way of example, which was acceptable, and many of the examples were appropriate. The most
common mistake seen in answers here was to explain audit risk rather than risk of material misstatement. I

Issue (b) saw some good attempts, with most answers identifying issues in relation to access to information,
assessment of the internal controls at the service organisation, and the competence of the service organisation.
Disappointingly, few answers mentioned type 1 and type 2 reports that are typically obtained in this situation, and
many tried to focus on ethical matters such as independence, and therefore didn't specifically address the
requirement.

On issue (c), many candidates did correctly determine that a conflict of interest would arise and could recommend
appropriate safeguards. However, many answers failed to identify the potential issues surrounding the
confidentiality of client information. Some candidates tried to include a comment on every one of the ethical
principles — many of which were irrelevant. It is a better exam technique to focus on the most relevant of the ethical
threats, and not to try to cover all of them, especially when there are only five marks available.

On issue (d), most answers picked up on the potential for a close business relationship to be created with an audit
client, and many could discuss that the severity of the ethical threats resulting from such an investment are unlikely
to be acceptable. Some answers also considered the commercial angle, and many also reached an appropriate
conclusion. Weaker answers listed out all of the possible threats to objectivity without any real application to the
scenario.
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Marks
In general up to 1%2 marks for each comment/explanation/definition:

(@)  Risk assessment

- Definition of business risk (1 mark)
- Definition of risk of material misstatement (1 mark)
- Business risks impact on the financial statements and therefore risk of
material misstatement
- Business risk impacts inherent risk
- Business risk impacts control risk
Maximum 4

(b)  Outsourcing

- Need to assess significance of outsourced function on financial
statements

- Need to understand relationship and interaction between audited entity
and service organisation

- Obtain understanding of the service organisation including internal
controls

- Means of obtaining understanding — type 1 and type 2 reports

- Other means of obtaining understanding — requesting information,
performing tests on controls at the service organisation

Maximum 4
(c)  Conflict of interest

- Identify/explain the conflict of interest
- Threats to objectivity and confidentiality created
- Safeguard of disclosure to both parties
- Other safeguards (2 mark each), eg separate teams, confidentiality
agreements, review of situation by independent partner
- If threats too significant the advice should not be given
Maximum 5

(d)  Business opportunity

Identify the opportunity as a close business relationship/financial interest
in a client

- Threats created — self-interest and intimidation

- Can only be accepted if the interest is insignificant

- Unlikely to be insignificant due to nationwide programme

- Consider commercial angle — return on investment/cash availability

- Skills and competence to provide speakers

- Resource availability

N

Maximum
Total 20

o

(@)  Explanation of risks

Business risk is the risk inherent to the company in its operations, and can be considered in three aspects:
operational risk, financial risk and compliance risk. Business risk considers the company in its operational
aspect only.
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The risk of material misstatement (RoMM) can be thought of as part of audit risk, comprising inherent risk
and control risk but excluding detection risk. Like audit risk, RoMM is concerned with whether or not the
financial statements are materially misstated; the difference is that RoMM excludes the work done by the
auditor to detect those misstatements.

Relation between risks

In general terms, business risk can affect RoOMM because almost everything that the business does has a
financial effect which must be reported. For instance, a company might launch a new revenue stream. This
business activity results in revenue which must be reported in line with IFRS 15 Revenue from contracts
with customers. There is a risk of this being done incorrectly, which is a RoMM.

A business risk might affect inherent risk (part of RoMM). For example, a company might have high levels of
debt with covenants attached. There is a business risk of these covenants being breached; there is also an
inherent risk of the financial statements being manipulated in order prevent this from happening.

A business risk could affect control risk (also part of RoMM). For example, a company may be subject to a
business risk as a result of losing key members of staff from the accounting department. This could also
increase control risk because it could mean that fewer staff are available to operate controls.

Outsourcing is covered in ISA 402 Audit Considerations Relating to an Entity Using a Service Organisation.
The effect at the planning stage is that the auditor must consider what risks might arise from the
outsourcing (ie from using a service organisation) and plan how to respond to them. ISA 402 requires
consideration of:

. The nature and significance of the services provided to the audited entity (eg the effect on internal
control);
. The nature and materiality of the transactions processed by the service organisation;

. The degree of interaction between the activities of the service organisation and the audited entity;
. The nature of the relationship, including contractual terms.

Crow Co should also have its own internal controls over the outsourced payroll. The auditor should evaluate
them and obtain an understanding of the control risk in this area. If the outsourced payroll is not subject to
checks by Crow Co then control risk is higher.

The starting point is information available from Crow Co about the service organisation, but it may be
necessary to obtain a report on the controls at the service organisation. A Type 1 report here focuses on the
description and design of controls; a Type 2 report also considers whether they are effective.

The auditor may also contact the service organisation, and may plan to visit them to perform tests of
controls. This requires client permission and can be time-consuming (and therefore costly).

Once an understanding of Crow Co's use of the service organisation has been obtained, control risk can be
properly assessed and thus the procedures the auditor plans to perform.

This is a potential conflict of interests, with the auditor being asked to provide advice to Crow Co in its
tender to another audit client.

The key threat here is confidentiality, as either party could benefit from information obtained from the audit
firm about the other party.

The IESBA Code of Ethics requires the significance of any threats to be evaluated, and safeguards to be
applied when necessary to eliminate the threats or reduce them to an acceptable level.

The chief safeguard here is disclosure of the situation to both of the audit clients. Ryder & Co should not
accept the engagement until both clients have given their consent.

Other possible safeguards could include: e
. Using separate engagement teams;

o Information barriers between the teams (eg, strict physical separation of the teams, confidential and
secure data filing);

. Clear guidelines for members of the engagement team on security and confidentiality;
. Confidentiality agreements signed by employees and partners of the firm; and




. Regular review of the application of safeguards by a senior individual not involved with relevant client
engagements.

It is possible that the threat cannot be reduced to an acceptable level, in which case Ryder & Co should
decline to give advice in relation to the tender.

(d)  This arrangement could be considered a close business relationship, in the terms of the IESBA Code of
Ethics, resulting from a commercial relationship or common financial interest. Ryder & Co would be
investing money in the relationship and therefore stands to gain or lose financially from it; its fate is in this
respect tied up with that of Campbell Co.

There is a self-interest threat here, because Ryder & Co may be inclined to treat Campbell Co more
favourably in order to protect its own interest in this joint business arrangement.

Ryder & Co must evaluate the significance of these threats, and whether there are safeguards available to
reduce them to an acceptable level. If the financial interest is material or the business relationship
significant, then no safeguards would be able to reduce the threat to an acceptable level, and Ryder & Co
should not take part in the arrangement. The fact that the events are nationwide implies that it is a
reasonably large operation and could therefore be assessed as significant.

Further, Ryder & Co must be independent not only in substance but in appearance too. Even if the interest
were immaterial and the business relationship insignificant, the appearance of closeness that might be
suggested would be enough to compromise Ryder & Co. For this reason the invitation should be declined.

There may be practical and commercial problems here too. Ryder & Co may not have staff with the requisite
technical expertise to deliver the technical updates, in which case to deliver them would violate the principle
of professional competence and due care. There could also be resourcing issues if staff need to be diverted

away from audit engagements in order to deliver lectures.

Even if these ethical problems did not exist, a commercial judgement would need to be made. Ryder & Co
may not have sufficient cash to invest, and needs to consider what return it might expect to receive for its
investment.

9 Clifden

Text reference. Chapter 2.

Top Tips. Part (a) was straightforward, requiring you only to explain some book knowledge in an area of the
syllabus that you should be very familiar with by this stage in your studies. Note that only two marks are available
for each part of the requirement. Part (b)(i) was a difficult requirement, and you would probably have run out of
ideas before getting to eight marks. Try to generate as many ideas as you can, and don't be tempted to move on
before you've used up your time allocation. Part (b)(ii) was probably easier than (b)(i). The important thing for both
of these parts was not to overlook the professional issues. The examining team likes candidates to think about the
audit from a commercial point of view as well as just a technical one.

Easy marks. Part (a) contained marks just for showing your knowledge, so make sure you got these.

ACCA examining team's comments. As noted in previous Examiners' Reports, candidates seem to think that the
‘ethics question' is an easy option, but the performance of candidates in this question continues to be
disappointing. Some answers to part (a) were sound, including a clear definition, and a number of practical
suggestions. However, some candidates could not provide a definition other than 'professional competence is when
you are competent to take on a professional engagement,’ which does not add anything to what is given in the
question.

Answers to (b)(i) were often limited to brief comments relating to the client's lack of integrity, and the need to recall
the products. Many candidates missed the main point of the requirement, which was the auditor's duty to maintain
confidentiality, and whether that duty should be breached in this case in the public interest. A significant proportion
of candidates focussed entirely on what the client should do in this situation, (better quality control, sack the
production manager, put a notice in newspapers, etc), and hardly mentioned the ethical and professional issues
relating to the audit firm at all. Although the mark allocation for (b)(ii) was lower than that of (b)(i), most candidates
wrote the same, or more, for (b)(ii). Answers here tended to be adequate.
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Marks
(@)  Competence and due care

Generally 1 mark per comment from ideas list:

- Definition competence, including for example:

- Competence — attain knowledge/skills

- Competence — maintain knowledge/skills

Definition due care

- To ensure compliance: training, study support, QC, appraisals, etc
Max 2 marks for definition/explanation of term and 2 marks for compliance
comments

Maximum 4
(b) (i) Plastic ingredients

Generally 1 mark per comment/specific action to be taken:
- Management lack integrity
- Encourage management to disclose
- Auditors' duty of confidentiality
- Consider law and regulations
- Consider disclosure in public interest
- Legal advice
- Consider resignation
- Seek evidence/information re matter
- Impact on financial statements and planned audit procedures
- Safety of staff attending inventory count
Maximum 8

(i) Audit of Cong Co

Generally 1 mark per comment/specific action to be taken:
- Conflict of interest — explain why

- Disclosure to both parties

- Other safeguards (1 mark each max 3)

- Commercial considerations

I

Maximum
Total 7

~

(@)  Professional competence and due care

An accountant must have the knowledge and skill to offer a service based on current developments in the
profession. Having once attained the requisite level, he must then make sure that he maintains it, for
example by keeping up to date with changes in legislation, practices and techniques.

The accountant must then actually act in line with this level of knowledge and skill, making sure that he does
in fact apply current practises and techniques, for instance. This would include practical considerations,
such as making sure there is enough time to do the work with due care, or ensuring that any staff being
used act with professional competence and due care themselves.

Compliance by firms

Firms should only use staff who are competent to do the work assigned to them, as shown by a combination
of professional qualifications and experience. This can be achieved by recruiting staff with the requisite
competence, or by providing training where it is needed.
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The second element is quality control. Firms must ensure that all engagements are actually performed with
due care. This would entail the use of review procedures, with more senior staff reviewing the work of junior
staff, as well as the use of hot and cold review.

(b) (i)

(ii)

Ethical issues

The fact that management has decided not to recall any of the contaminated products casts doubt
over its integrity. Its assertion that the risk of injury being caused is remote should be treated with
scepticism. Even in spite of there being a low level of risk, it would still be right for management to
announce the problem, so that customers could return any defective products. There is a risk that
management's assessment of risk may have been determined by commercial rather than ethical
concerns.

The failure of Headford's quality controls in this regard, when taken together with these doubts over
management's integrity, puts into question the quality of the control environment. This would affect
Clifden's assessment of control risk at the planning stage of the audit.

Clifden & Co should seek to persuade management to announce the problem to the public. If
management refuse to disclose it, then Clifden needs to weigh up its duty of confidentiality against
the need to disclose in order to protect Headford's customers. The IESBA Code of Ethics states that
auditors should not disclose information to the public unless there is a legal right or duty to do so.

ISA 250 Consideration of Laws and Regulations in an Audit of Financial Statements provides
guidance here. There may be industry-specific regulations in the case of children's toys, under which
Clifden & Co may have a duty to report to a relevant statutory authority.

Even if this is not the case, there may be a duty to disclose in the public interest. This is a difficult
area, as it is not clear whether in this circumstance there would be sufficient public interest in
disclosure to override the auditor's duty of confidentiality. Clifden & Co would need to obtain more
information about the contamination, and about the basis for management's assessment of the risk
of injury being 'remote’.

If it becomes clear that the issue is of sufficient severity and management still refuses to disclose it,
then Clifden & Co should consider resigning from the audit as a last resort.

Professional issues

There is a possibility that a contingent liability already exists here. This will need to be considered as
part of the audit planning process, taking into account the need to ensure that the requirements of
IAS 37 have been complied with.

There is a possibility that there will be some sales returns of faulty items, in respect of which Clifden
needs to consider whether a provision might be required.

Since the items were produced up to a month from the year end, there is a chance that some of them
remain in inventory. It may therefore be necessary to write off a significant proportion of inventory,
so Clifden needs to ensure that the correct adjustments have been made.

There may also be a risk to the safety of audit staff attending a year-end inventory count. Careful
consideration needs to be given to this matter, perhaps with Headford making special provisions in
order to keep any affected items safe. It may be that audit staff cannot attend the inventory count, in
which case there may be a difficulty in obtaining sufficient audit evidence in respect of inventory.

Ethical issues

The principal issue raised is the possibility of a conflict of interests between the audit client, Headford
Co, and the potential client, Cong Co. There is likely to be a difference here between clients’
perceptions of a conflict of interests, and the reality for the audit firm.

The way to tackle any perceived conflict is to use disclosure so that the clients can see that it has
been dealt with. Clifden & Co should tell each company about the services being offered to the other
in respect of which they might perceive there to be a conflict. The audit of Cong Co should only be
accepted once both companies have given their consent.

BPP
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It would also be wise from a commercial point of view to provide the firms with information about
how any potential conflict of interest would be prevented from arising. This would include informing
them of the following safeguards, which should be implemented if both audits do go ahead.

) Each audit should have separate engagement teams
o Engagement teams briefed clearly on the need to ensure confidentiality
. Review of safeguards by an independent partner

Professional issues

In the event that the firms do not consent to Clifden & Co auditing both of them, the decision as to
which firm to audit needs to be made on commercial grounds. On this basis, Cong Co is a much
larger company to which some non-audit services could be sold, so higher fee income could
probably be generated than from the Headford audit. However, since the overall profitability of the job
would depend on the costs involved, the decision could only be taken once more detail is known
about exactly what would be involved. Given the professional and ethical doubts that exist over the
audit of Headford Co, it is likely that the Cong Co audit would be the more attractive.

Clifden & Co also needs to consider whether it has sufficient resources to audit a company as large
as Cong Co, particularly if both companies were to be audited together as the strain on resources
would be greater as a result of having two separate engagement teams.

10 Bunk

Text references. Chapters 2 and 4.

Top tips. The requirement for this question contained several different elements, so you had a lot to bear in mind
when reading the scenarios and constructing your answer. There are at least four elements that you had to think of:
ethics, quality control, firm-wide policies, and actions for the firm to take. The marking scheme contains quite a few
mark for actions, and it would have been difficult to score well if you had not included any.

Part (a) was a nice mini-scenario on fee pressure and a related drop in audit quality. You needed to respond to the
issues in the scenario and connect them up with your book-knowledge. For example, the scenario contains the
issue of the audit committee refusing to increase the fee — you needed to note this, and state that it is an
intimidation threat. Likewise, you should note that materiality was increased in order to reduce the amount of audit
work done, and then connect this to your book-knowledge of quality control.

Part (b) should not have been difficult, provided that you read the scenario carefully. This may have been more
difficult, however, if you do not have experience of working in an audit firm (and thus of off-shoring). In some ways
there was not that much to say for the 5 marks available. Essentially, it is OK to off-shore non-judgemental work,
but it is not OK to off-shore work that requires judgement and, in particular, work which requires knowledge of the
client (which those working off-shore are unlikely to have). It's fairly clear in the scenario that the numerical checks
on documentation are OK, but that reviewing board minutes is not OK. This then raises quality control issues, which
connect to the 'firm-wide policies' asked for by the requirement because the scenario states that Bunk & Co
encourages this practice, ie this is a firm-wide policy that may have implications for quality control.

Part (c) featured a slightly tricky situation in that the finance director was not the audit engagement partner, but
merely another audit partner in the firm. This means that the issue is not quite cut-and-dried, but it is clear that this
partner had an influence on the audit of the company he had just left, and that ethical threats arose from this. This
was a good place to suggest actions for the auditor, such as discussing the issue with the ethics partner and the
audit committee.

Easy marks. Part (a) contained some easy marks for identifying the intimidation threat, and the quality control
issues there were fairly clear-cut.

ACCA examining team's comments. Part (a) described how the audit committee of Wire Co had refused to agree
to an increase in audit fees despite an increase in the company's operations. Consequently the audit firm increased
the materiality level used during the audit, reduced sample sizes used when obtaining audit evidence and cut out
some review procedures. Many candidates attempted this part of the question well. Effective answers explained the
intimidation threat to objectivity caused by fee pressure and went on to discuss the impact of each of the issues
raised in the scenario on the quality of the audit that had been performed. It was pleasing to see many candidates
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discuss matters such as sampling risk and the need for review procedures to assure the quality of audit work and to
reduce the audit firm's detection risk. Weaker answers tended to be repetitive, and for each of the issues simply
say that "'not enough evidence could be obtained" resulting in material misstatements and an inappropriate audit
opinion.

Part (b) focussed on the issue of off-shoring audit work, which had been discussed in an article. Answers ranged in
quality, with some good attempts which identified that while off-shoring can bring efficiencies to an audit, care
must be taken in deciding the type of work that is performed by the overseas office. From this scenario it should
have been identified that off-shoring procedures such as the reading of board minutes to identify audit issues was
not appropriate, but relatively few answers mentioned this point. Weaker answers tended to suggest that overseas
offices would be incompetent and unable to perform even the simplest of audit procedures. Some candidates
misinterpreted the information provided and assumed that the scenario was about using component auditors in a
group situation, which was not the case.

In part (¢) most candidates realised that the former finance director could have influenced the partner and had
motivation to do so given that he held shares in Wire Co for a period of time after joining the audit firm. Stronger
candidates were able to clearly explain the specific ethical threats that arose from the scenario, provided sensible
recommendations, and also commented on the audit firm needing stronger firm-wide policies in the event of
recruiting new audit partners from audit clients.

The scenario also stated that audit team members were being encouraged to cross-sell non-audit services to audit
clients and that they would be appraised on this. The answers here tended not to focus on the problems caused by
appraising staff on their success in selling services to audit clients but instead discussed generally the ethical
problems of providing non-audit services to audit clients. While not irrelevant, these discussions tended to be very
general and not applied to the information in the scenario, resulting in answers that lacked focus.

It was also clear that many candidates were not guided by the mark allocation for the various parts of the
question, and a significant number of answers to part (c) were the same length as the answer to part (a). As
mentioned earlier, candidates should bear the mark allocation in mind, and use it to determine how long to spend in
answering each part of the question.

Marks

Generally up to 1% marks for each relevant point explained, to include 1 mark for each
action recommended and %2 mark for identification of ethical threats.

(@)  Fee pressure and sampling risk

- Intimidation threat identified and explained

- Fee should not remain the same when the scope of audit is increased

- Discuss with audit committee and communicate with those charged with
governance

- Increased materiality level reduces audit work and increases detection risk

- Audit work to be reviewed for completeness and sufficiency (1 mark)

- Use of judgement increases sampling risk

- Some items excluded from sample, so sample cannot be representative of
population

Maximum 6

(b)  Off-shoring audit work

- No regulation to prohibit off-shoring arrangements

- Increasingly common way to improve audit efficiency

- Problem is those performing audit work lack knowledge and experience of

the client
- Off-shoring should focus on low-risk and low-judgement areas of the audit
- Strong controls and monitoring should be in place
Maximum 5
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Marks

(c)  Recent service with audit client, financial self-interest and cross-selling
services

- Recent service with client creates self-interest, self-review and familiarity
threats

- Persons joining audit firm from a client should not be part of that client's
audit team

- Russell seems to have acted as if he were a member of the audit team

- A quality control review should be performed

- Russell's shareholding creates a self-interest threat

- The shareholding should have been disposed of immediately

- Consider why this did not happen — firm's policies should be reviewed

- Cross-selling creates a self-interest threat

- Key audit partners should not be evaluated based on cross-selling

- Other audit team members can cross-sell if appropriate safeguards are in
place

Maximum

8
oo

(@) Intimidation threat

When the audit client imposes fee pressure on the audit firm, an intimidation threat to objectivity arises.
IESBA's Code of ethics defines the intimidation threat as the threat that a professional accountant will be
deterred from acting objectively because of actual or perceived pressures, and gives an example of an

intimidation threat where the audit firm is being pressured to reduce inappropriately the extent of work —
performed in order to match the fee they can obtain to the work performed.

Action

The matter should have been discussed with Wire Co's audit committee, with the audit firm stressing that
the new locations would lead to an increased scope of the audit, and therefore the fee should increase rather
than remain the same. It should also be brought to the attention of Bunk & Co's partner responsible for
ethics.

Materiality — quality control

The fee pressure has resulted in the materiality level being increased, presumably in order to reduce the level
of audit procedures performed and thus the cost of the audit. This leads to a risk that insufficient audit
evidence may have been obtained to support the audit opinion, with the risk heightened by the fact that
some review procedures were not carried out. This in itself indicates that appropriate quality control
procedures have not been applied to the audit.

ISA 220 Quality control for an audit of financial statements requires the audit engagement partner to review
the audit documentation to be satisfied that audit work is complete and that sufficient appropriate audit
evidence has been obtained to support the conclusions reached and for the auditor's report to be issued.

Sample sizes

There are also quality control issues with the selection of samples to be used in tests of detail. First, the use
of judgemental sampling may result in sample sizes which are smaller than would have been selected using
statistical sampling methods, or in the selection of items which are not representative of the whole
population. ISA 530 Audit sampling requires the auditor to determine a sample size sufficient to reduce —
sampling risk to an acceptably low level, and to select items for the sample in such a way that each sampling

unit in the population has a chance of selection. The risk is that the use of judgement has led to

inappropriate audit conclusions being made.

Second, it seems that some items in the populations were completely excluded from the sample. There is a
high risk that these items have not been subject to sufficient audit procedures and that the relevant
assertions have not been covered by audit testing. For example, if the non-current assets have not been
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physically verified, and no other procedures relevant to their existence have been performed, then assets
recognised in the financial statements may be overstated.

Conclusion

Given the pressure on fees which seems to be affecting the quality of audit work performed, Bunk & Co may
wish to consider whether it is appropriate to continue with the audit engagement. The audit firm's concerns

should be communicated to those charged with governance of Wire Co, and the audit committee should be

made aware of the implications of the fee pressure on the audit.

(b)  Off-shoring of audit work

The off-shoring of audit work has become increasingly common in the audit profession in the last few years,
with global audit firms using low-cost overseas audit offices or service centres to perform some audit
procedures. There is no regulation to prohibit this practice, but quality control implications have been
brought into question.

If the overseas office is performing only low-risk and non-judgemental work, the risk to audit quality is
relatively low. However, it seems in the case of Wire Co's audit other more subjective tasks were included in
the off-shoring arrangement, such as the review of board minutes. In order to properly assess the contents
of the board minutes for audit implications, the work should be performed by an auditor with sufficient
knowledge and understanding of the audit client to be able to identify matters which are significant in the
context of that audit. It is unlikely that an auditor in an overseas office with no direct understanding or
experience of Wire Co would be able to identify relevant matters for the attention of the rest of the audit
team.

If Bunk & Co wishes to continue the off-shoring of audit procedures, then controls must be put in place to
ensure that only appropriate tasks are included in the arrangement, and that monitoring and review
procedures are performed to give comfort on the quality of the work performed. The audit firm must ensure
that its firm-wide policies adhere to the requirements of ISQC 1 Quality control for firms that perform audits
and reviews of financial statements, and other assurance and related services engagements, and that
commercial considerations do not take priority over the performance of high quality audits.

Tutorial note: Credit will be awarded for other relevant comments on the issue of off-shoring audit work.
(c)  Finance director becoming audit partner

Russell Bell moving from Wire Co to Bunk & Co to take up the position of audit partner creates potential
threats to objectivity.

The IESBA Code states that self-interest, self-review or familiarity threats may be created if a member of the
audit team has recently served as a director, officer, or employee of the audit client. Though the threats may
be mitigated somewhat by him not being a formal member of the audit team of Wire Co, the fact that Russell
helped the audit team (by providing information about the audited entity) means that the threats described
above apply in this situation. There is a perception that the audit team is not independent.

The IESBA Code requires that if, during the period covered by the audit report, a member of the audit team
served as a director or officer of the audit client (or was an employee in a position to exert significant
influence over the preparation of the client's accounting records or the financial statements on which the
firm will express an opinion), that person may not be included in the audit team. Clearly Russell's former
position as finance director of Wire Co means that this requirement should have been applied to him.

Action

The matter should be discussed with Bunk & Co's partner responsible for ethics, and it should also be
discussed with Wire Co's audit committee, who are responsible for oversight of auditor independence.

Shareholding in client

The second issue is that Russell retained a shareholding in Wire Co for six months after his appointment as
an audit partner in Bunk & Co. This gives rise to a self-interest threat to objectivity, as it would have been in
Russell's interests to act in such a way as to maximise his financial interest in Wire Co until the point when
he sold his shares. There is a general prohibition on auditors holding a financial interest in an audit client.
The IESBA Code states that when a financial interest arises, it should be disposed of immediately in the case
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of an audit team member, or as soon as possible in the case of an individual who is not a member of the
audit team. Given Russell's seniority, and the fact that he seems to have closely advised the audit team on
matters relating to Wire Co, he should have made the disposal immediately.

Concerns may arise over Bunk & Co's procedures in relation to staff and partner disclosure of financial
interests in audited entities. Six months is a long period for the shares to have been held, and the firm
should have procedures in place to ensure that such matters are monitored and quickly resolved.

Action

A review of the firm's procedures should take place, and Russell should be asked why he did not dispose of
the shares more quickly.

Cross-selling

Finally, the audit firm's policy on cross-selling non-audit services raises ethical issues. The IESBA Code
states that a self-interest threat is created when a member of the audit team is evaluated on or compensated
for selling non-assurance services to that audit client. This is because the audit team member clearly has a
financial interest in successful cross-selling, which may result in the selling of services which are
inappropriate to the client, or which give rise to other independence threats which exist when non-audit
services are provided to audited entities, or when fees from non-audit services are dependent on the audit
service.

The significance of the self-interest threat depends on:

- The proportion of the individual's compensation or performance evaluation which is based on the
sale of such services;

- The role of the individual on the audit team; and
- Whether promotion decisions are influenced by the sale of such services.

The IESBA Code states that a key audit partner shall not be evaluated on or compensated based on that
partner's success in selling non-assurance services to the partner's audit client. Therefore if Bunk & Co is to
continue with this policy, care must be taken that partners' performance is not evaluated based on their
success in cross-selling to their audit clients.

It is not prohibited for other audit team members to cross-sell, but safeguards must be in place to reduce
the potential threat to an acceptable level, such as a review of audit work performed.

It may be prudent, however, for the audit firm to consider other ways to increase revenue and to evaluate
staff performance which do not raise threats to objectivity.

11 Grape

Study text reference. Chapters 9, 6 and 2.

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)(i)'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.

Part (a)(i) was a tricky requirement. If you read the question carefully, you could have noticed that it is asking for
the 'audit evidence you should expect to find during your file review' in relation to the 'training costs that have
been capitalised'. In other words, you're being asked for the evidence that you would find for the training costs as
non-current asset additions in the year, given that the audit team have not yet realised that the accounting
treatment is wrong. This is tricky, but these questions do come up. When they do, it's important not to panic. Read
the requirement very carefully — as long as you answer the requirement, you should get marks for every (correct)
thing that you say. Once you've understood the requirement correctly, it's actually a very straightforward question
on audit evidence.
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Part (b) should have been straightforward, as there were plenty of points in the scenario that you should have
picked up on. You should have been looking to pass this part of question well — but without exceeding the time
allocation for it!

Part (c) did require you to go into quite a lot of detail about money laundering. If you have trouble remembering the
policies and procedures (part (i), then you could try just thinking of the sorts of procedures that firms could
implement in order not to get caught money laundering, as many of them are fairly common-sense.

Easy marks. There is one mark for just writing a conclusion to your answer to part (b), indicated by the word
‘evaluate’ in the requirement. As a general point, this examining team does like candidates to write introductions
and conclusions to their answers, so get into the habit of writing something, no matter how short.

As usual, make sure you get at least two of the four professional marks available in part (c).

ACCA examining team's comments. This question was the best answered on the paper. It was pleasing to see that
many candidates appeared to have read and understood the examining team's article on audit evidence and matters
to be considered, as the quality of answers was undoubtedly better than previous sittings. Most candidates could
discuss the relevant accounting treatments with a degree of confidence, most determined materiality, and most
could come up with several specific pieces of audit evidence.

Approximately 10% of answers agreed with the accounting treatment for the capitalised training costs, which is not
allowed. A further disappointment was how few candidates considered any inventory held by Banana Co in relation
to its insolvent customer, which would need to be considered in terms of obsolescence.

For requirement (b), the vast majority of answers were sound, with almost all candidates able to identify some, if
not all, of the quality control issues in the scenario. The lack of a planning meeting, inappropriate delegation of
work, poor direction and supervision were identified by most. Some candidates considered not only the most
obvious issues from the scenario, but also the overall impact on the audit, and went beyond simply repeating points
from the scenario. However, some candidates failed to really evaluate the quality control issues, and did little more
than copy out sentences from the question, providing little explanation and development of the issue identified.

Requirement (c) was on money laundering. This topic seemed to polarise candidates. Well prepared candidates
performed very well here, and while most candidates could at least define money laundering, a significant minority
of candidates attempted this requirement inadequately, if at all. Some candidates did not attempt this requirement.
Candidates are reminded that money laundering is a crucial issue that auditors must consider with every client
engagement, and the anti-money laundering rules are an important part of the syllabus.

Marks

(@ (i) Training Costs

Generally 1 mark per matter/evidence point:

Matters
Correct calculation and assessment of materiality
Cannot capitalise training costs
Expenditure does not create an asset which the entity controls
Potential qualification re material misstatement
Evidence
—  Schedule of costs (¥ only)
—  Agree costs to supporting documentation
—  Agree costs to cash book/bank statement (%2 mark only)
—  Cut-off procedure
—  Compare to budgeted cost
—  Confirm cost to approved plan/budget

Maximum 6
(i)  Trade receivable
Generally 1 mark per matter/evidence point:
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Matters

- Correct calculation and assessment of materiality (max 1% marks)
—  Receivable impaired

—  Consider any inventory in relation to Cherry Co

—  Potential qualification re material misstatement

— Impact of the two issues together on the audit opinion
Evidence

— Initial correspondence with administrators of Cherry Co
—  Confirmation with the administrators

—  Agreement to receivables ledger

—  Recalculations of impairment losses

—  Review of inventory schedules

(b)  Quality control matters
Up to 1%2 marks for each point evaluated from ideas list, plus 1 mark for overall
conclusion
— 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
— 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

(c)  Money laundering briefing notes
Professional marks to be awarded for format (heading, introduction, conclusion)
—1 mark, and clarity of explanation — 1 mark
Generally up to 1% marks for each explanation from list below:
—  Definition of money laundering (1 mark)
—  Examples of money laundering activities (%2 mark each up to 3 marks)
—  Procedures —appoint MLRO
—  Procedures — enhanced record keeping systems
—  Procedures — know your client
—  Procedures — staff training
—  Procedures —internal controls, monitoring and management of
compliance
Professional marks
Total

Matters to consider

Materiality

Materiality on revenue: M =4%
$12.5m

Materiality on net profit: M =125%
$400,000

Materiality on total assets: w =<1%

$78m
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(ii)

The training costs are not material to the statement of financial position. They would, however, be
material to revenue and profit if they were reclassified as expenses, turning a profit into a loss.

Accounting treatment

The training costs are currently recognised as non-current assets. This is not in accordance with
IAS 16 Property, plant and equipment, which states that the costs of training staff should always be
treated as an expense, as they do not meet the definition of an asset, which requires that the entity
has control of the asset. This is very unlikely to be the case with training costs, as the staff will
probably have the right to leave the company, meaning that Banana Co would not receive any
subsequent economic benefit from having trained them.

The training costs should be treated as an expense in the statement of profit or loss.
Audit opinion

If Banana 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.

Evidence
The file should contain:

o A review of the nature of the expenses themselves to verify that they are classified correctly
and that they are in fact training costs

o Testing of entries selected according to sampling procedures detailed in the audit plan to
supporting documentation, such as purchase invoices, and agreement of payment of related
payables to the cashbook and to bank statements

) Evidence that a sample (selected according to audit plan) of entries are included in the
accounts in the correct period

Testing for completeness and that all invoices that should have been accrued for were in fact accrued
for.

Matters to consider

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.

=2.4%

Materiality on revenue:

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 therefore be recognised as an impairment loss in the statement of profit or loss.

Calculating materiality for the impairment loss:
$225,000

Materiality on revenue: ———— =1.8%
$12.5m
- .. $225,000
Materiality on net profit; ——— =56%
Y on et Prott- 400,000
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This is clearly material to profit for the year.
Inventory

As Cherry Co is a customer, it is possible that Banana Co is holding inventory or work in progress
that was ordered by Cherry Co. Grape & 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 Banana 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.

If the misstatement in respect of the receivable is taken together with the misstatement in respect of
the training costs, the overall result may be that Grape & Co judges the statement of profit or loss to
be rendered meaningless (pervasive effect). In this case it would issue an adverse audit opinion.

Audit evidence

. 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

o 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
is 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 trading costs and 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
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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-take

The junior helped the client's staff to count raw materials at the inventory-take, 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-take, as this is a relatively 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.

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.

(i) Briefing notes for training session

By: Audit manager
Subject: Money laundering
Introduction

These notes explain what money laundering is, using examples of offences including those that could
be committed by an accountant. They also explain the policies and procedures that a firm of
Chartered Certified Accounts should establish in order to meet its responsibilities in relation to
money laundering.

Definition

Money laundering is the process by which criminals attempt to conceal the true origin and ownership
of the proceeds of their criminal activity, allowing them to maintain control over the proceeds and,
ultimately, providing a legitimate cover for their sources of income.
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Explanation
The money laundering process has three stages:

1 Placement: getting money (usually cash) into the system in the first place. This could be by
making bank deposits, making investments (eg in a unit trust), or through a 'front' business,
which is a legitimate business that is used to launder money (eg a betting shop, which
legitimately receives high levels of cash, could be used to deposit stolen cash).

2 Layering: using lots of different transactions to create so many 'layers' of transactions
between the initial placement of 'dirty' money and the money that is taken out at the end, that
it is difficult to trace.

3 Integration: extracting funds from the laundering system, and 'integrating' them back into the
world of legitimate and use-able money.

Examples of offences
o Handling the proceeds of criminal activities.

. Arranging the acquisition or use of criminal property. This may include becoming involved
with tax evasion.

. Tipping off — when the MLRO or any individual discloses something that might prejudice any
investigations

(i) Appoint a 'Money Laundering Reporting Officer' (MLRO) and implement internal reporting
procedures

The MLRO should have a suitable level of seniority and experience. Individuals should make internal
reports of money laundering to the MLRO. The MLRO must then consider whether to report to the
NCA (formerly SOCA), and document this process. 7

Train individuals

Train individuals to ensure that they are aware of the relevant legislation, know how to recognise and
deal with potential money laundering, how to report suspicions to the MLRO, and how to identify
clients.

Internal procedures

Establish internal procedures appropriate to forestall and prevent money laundering, and make
relevant individuals aware of the procedures. Procedures should cover:

. Client acceptance

o Gathering 'know your client' (KYC) information

. Controls over client money and transactions through the client account
. Advice and services to clients that could be of use to a money launderer

Verify client identities

The firm must be able to establish that new clients are who they claim to be. They should verify the
identity of new and existing clients, and keep the evidence of this on file — typically, copies of
evidence such as passports, driving licences and utility bills. For a company this will include identities
of directors and certificates of incorporation.

Record keeping

Maintain records of client identification, and any transactions undertaken for or with the client.
Special care needs to be taken when handling clients' money to avoid participating in a transaction L
involving money laundering.

Conclusion

There are a number of ways that the accountant could become involved in money laundering. It is
important that a firm has adequate procedures in place to ensure that it does not fall foul of anti-
money laundering legislation, and that it ensures that these procedures are adhered to.
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12 Retriever

Text references. Chapters 4 and 14.

Top tips. In part (a) your approach should be to read through the question, noting quality control and ethical
problems as you go. Just about every line of the junior's comments contains a quality control risk, so you should
have had plenty to talk about in your answer.

As ever it is important that you stick to the scenario and do not offer too much theory. Your knowledge of ISAs
should be worn lightly.

Overall this was a requirement on which you should have looked to score well, possibly making up for part (b)
which was on the whole considerably more difficult.

In part (b)(i), perhaps the most crucial thing is that you understand what the question is asking for. Many
candidates will have struggled on this question, but it is not actually that difficult once you understand how to
approach it.

The main source of confusion appears to be whether the question is asking for just planned procedures, or whether
it is asking for eg matters to consider in relation to engagement acceptance. Reading the question closely, in the
second paragraph it is stated that the client has asked Kennel & Co to provide a forensic accounting service. This
means that the engagement has not yet been accepted, in which case the 'matters to consider' that the question
asks for would include matters in relation to the engagement acceptance. This is in contrast to eg Question 1 from
the same exam paper, which was on audit planning in a scenario in which the (audit) engagement had already been
accepted and was now at the planning stage.

Your answer to part (i) should therefore focus on the issues that need to be clarified in relation to the engagement —
things like resources need, fees, and the form of any reports. These are all relatively easy marks.

Notice that the final paragraph of the question scenario is really just the examining team's way of telling you not to
focus on any audit or ethical issues there might be here. You might be able to twist the situation to shoe-horn audit
issues or ethics in, but there will not be many marks available for doing so.

Finally, as a rough guide you should be looking to write paragraphs (not bullet points) here. You should also try to
apply your points to the scenario as much as possible, as there may well be a cap on the number of marks available
for 'identification' only.

Part (b)(ii) is more straightforward, and you should have been able to think of enough relevant procedures to pass
this part of the question.

Easy marks. Some aspects of the scenario in part (a) were flagrantly absurd, such as not performing procedures on
directors' emoluments and share capital, or juniors' work not being reviewed. These should have cried out to you,
and there were easy marks for saying not just that this was wrong, but why it was wrong.

ACCA examining team's comments. Answers to part (a) on the whole were satisfactory, and candidates seemed
comfortable with applying their knowledge of quality control requirements and ethical threats to the scenario. Most
answers were well structured, working through each piece of information and discussing the matters in a relevant
way. There were a number of scripts where the maximum marks were awarded for this requirement.

Unfortunately answers to part (b) were overall unsatisfactory indicating that this is not a well understood part of the
syllabus. Some answers tended to include one or more of the following in relation to the first part of the
requirement.

. A lengthy discussion of what a forensic investigation is, including long definitions, with no application to the
scenario — this was not asked for. This tended to be based on rote learning and earned few, if any marks.

. An assumption that management had already quantified the amount to be claimed, and that the forensic
investigation would 'audit' that amount — leading to mostly irrelevant answer points

. A discussion about fraud and the lack of integrity of management for 'allowing' the fraud to take place - this
was often accompanied by lengthy speculation about the control deficiencies that failed to prevent the
burglary from happening
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o A focus on whether adequate safeguards could be put in place to allow the audit firm's forensic accounting
department to perform the investigation — this is a valid consideration to an extent, but the question did
clearly state that there was no ethical threat

o A discussion on the accounting treatment necessary for the stolen goods — again, not asked for

Marks

(a) Quality control, ethical and other professional matters
Up to 2 marks for each matter evaluated
(up to a maximum 3 marks for identification only)
- Time pressure
- Planned procedures ignored on potentially material item
- Sampling method changed — increases sampling risk
- Inappropriate review by juniors
- Inappropriate delegation of tasks
- Deferred tax — management not competent
- Deferred tax — self-review/management responsibility threat
- Tax planning — non-audit service with advocacy threat
- Junior lacks experience for this work regardless of ethical issues
- Junior not supervised/directed appropriately
- Overall conclusion
Maximum 13
(b) (i) Planning the forensic investigation
Up to 1%2 marks for each planning matter identified and explained
(up to a maximum 2 marks for identification only)
- Develop understanding of the events surrounding the theft
- Meeting with client to discuss the investigation
- Confirm insurance policy details (period covered, what is covered)
- Agree output of investigation
- Confirm access to necessary information
- Discuss confidentiality and ability to discuss with police/insurance
company
- Consider resources for the investigation team
- Deadlines/fees
(i) Procedures to be performed

1 mark for each specific procedure recommended:

- Watch the CCTV to form an impression of the quantity of
goods stolen

- If possible, from the CCTV, determine the type of goods stolen

- Determine how many items of finished goods are in each box

- Agree the cost of an individual item to accounting records such
as cost cards

- Perform an inventory count on the boxes of goods remaining in
the warehouse and reconcile to the latest inventory movement
records

- Discuss the case with the police to establish if any of the goods
have been recovered and if, in the opinion of the police, this is
likely to happen

- Obtain details of the stolen lorry and agree to the non-current S
asset register

Maximum 12
Total 25
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(@)  The Group obtained a listing during the year which means that its financial statements will be the subject of
particular scrutiny. This raises the overall risk level of this assignment, which means it should be subject to
especially stringent quality control. This does not appear to have been the case.

Engagement quality control review

The fact that there is an engagement quality control review taking place is an encouraging sign, as it
summons the prospect of some of the more egregious failings of quality control being made good before the
auditor's report is signed.

Time pressure

The existence of time pressure points to poor planning. The purpose of the audit plan is not only to direct
audit work to appropriate areas of the financial statements, but also to decide on the resources and
deadlines necessary to complete the audit satisfactorily.

Time pressure increases detection risk. Procedures are likely to be rushed, resulting in a lack of professional
scepticism and misstatements going undetected. This seems to be what has happened here.

Directors' emoluments

The audit manager described these as low risk, but they are material by nature. Not only are they related
party transactions, they carry a high risk of manipulation as directors may attempt to conceal their
remuneration from shareholders and other users of the financial statements.

There will also be additional reporting requirements as this is a listed group, which only increases the risk to
the auditor.

Even if they were low risk, planned audit procedures would still need to be performed. The fact they are high
risk only heightens this necessity.

Share capital

If the group were not listed, then share capital might be low risk. However, the fact it obtained a listing
during the year means that share capital could have changed significantly. This is a highly visible area, and is
therefore high risk.

Sampling method

ISA 530 Audit Sampling does allow samples to be selected haphazardly, which is effectively the exercise of
judgement which the manager appears to be advocating. However, several points can be made against the
manager's advocacy of judgmental sampling.

Firstly, the audit plan prescribes statistical sampling. It is possible to deviate from the audit plan, but only if
this would provide better evidence. Yet this is not the manager's stated argument, so the suggestion should
not have been made.

Secondly, haphazard sampling requires the exercise of judgement which juniors are unlikely to possess in
view of the fact that their firm usually samples statistically. There is a risk that juniors will not understand
how to select samples in this way, and will simply select eg large balances.

Thirdly, the manager's claim that haphazard sampling is quicker is manifestly false. When done properly,
haphazard sampling requires the exercise of judgement and this takes time. Statistical sampling is much
quicker to implement as it is relatively mechanical.

In fact the manager's suggestion that this would save time amounts to an incitement to the juniors to select
the samples without due care, perhaps only picking the items that are close to hand. This is a serious breach
of the IESBA Code of Ethics.
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Trade payables

It is acceptable for juniors to be involved in the audit of trade payables, however the suggestion appears to
be that one junior has been made responsible for the whole of trade payables on a listed company audit.
This is clearly unacceptable, as the junior would possess neither the skills nor the time to perform the work
to a satisfactory standard.

Going concern

Going concern is a difficult area to audit as it usually involves making judgements about a business's future
prospects, which requires substantial experience. Juniors are very unlikely be able to do this and so should
not have been assigned going concern.

A more senior member of the audit team should have been assigned going concern, such as the audit
manager or partner.

Taken together with trade payables, this reveals a disturbing failure of direction on the audit, which is a key
quality control.

Review

It may well be good training for juniors to review each other's work, but this is no substitute for proper
supervision and monitoring by more senior members of the audit team. Being at the same level, juniors are
unlikely to be able to spot any errors or invalid conclusions drawn, so the reviews are likely to be of little
use. Moreover, the juniors are likely to be very familiar with each other and may be unwilling to criticise each
other's work. The work should have been reviewed by the audit manager.

Financial controller

The financial controller of a listed company should be able to calculate deferred tax, so the fact that she

could not raises issues about the Group's internal controls. The audit team should therefore revisit the risk
assessment done at the audit planning, as deficient internal controls may mean that more substantive o
testing will be required.

The junior should not have been discussing the tax position with the financial controller in the first place.
Given that the time on the audit is so short, what time there is would be better allocated to performing audit
procedures. This points to a lack of supervision, and also to a need for further training for the audit junior.

Deferred tax asset

This is a good example of the principle of professional competence and due care, which the junior appears
to have breached. Although the junior has studied deferred tax in college, they lack the experience to know
than in practice the recognition of deferred tax assets is rare. Given that the Group's subsidiaries have been
suffering losses it is not certain that any such asset will be recoverable; making the judgement over the
asset's recoverability requires experience that the junior does not yet possess.

The key ethical issue here is that the auditor must not provide accounting services such as this to listed
clients. The self-review threat so created — whereby the firm would then be auditing accounts that it has
itself prepared — would be deemed by the Code to be insurmountable in this instance.

The audit manager said that this would save time and that the figure would not need to be audited. This is
wrong. Now that the junior has calculated the figure it will need to be carefully reviewed and re-performed,
and discussed with the management of the Group. The audit manager's suggestion is indicative of a lack of
due care.

Tax planning

The audit junior should not be providing tax planning recommendations. This is a non-audit service, which
the junior is providing free of charge and without the required professional skills. There is a self-review
threat here because the tax balances calculated on the basis of the junior's advice would be included in the

audited financial statements. There is a danger that the junior has been taking management decisions. It

would usually be possible for a tax planning service to be provided to a listed client, but the auditor would

have to put in place safeguards such as separate engagement teams which clearly do not exist here.

There is a risk that the firm may be the subject of litigation as well as reputational damage if the client relies
on wrong advice given by the junior. Steps should therefore be taken to inform the Group of the situation
and to prevent it from relying on this advice.
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(ii)

It would be helpful to arrange a meeting with Group management in order to help obtain an
understanding of the theft and the circumstances around it, and to clarify matter in relation to the
engagement.

The objective should be specified precisely, and clarification may be needed regarding whether
quantification is to be made of the amount to be claimed from the insurer, or of the amount of the
loss.

It should be clarified whether the Group wants us to investigate the crime itself and to identify the
perpetrator, as this would be a radically different type of investigation which may be outside the
scope of Kennel & Co's professional competence.

Clarification should be sought on whether the Group has already made any calculations of the
amount to be claimed, in which case it may simply want us to audit its calculation. Alternatively it
may want us to calculate the loss ourselves from scratch. This would have an effect on fees, which
should also be discussed at the meeting.

Kennel & Co appears likely to have sufficient resources to conduct the investigation as it has a
forensic accounting department. It should, however, be determined whether the firm has the requisite
staff available for this assignment.

It will be necessary to discuss timings with the Group, and in particular any planned deadlines for
submission of the insurance claim. Any such deadlines should allow enough time for the work to be
completed without sacrificing quality. This will in turn affect the consideration of whether sufficient
staffing resources are available at the right times.

It must be confirmed that the assurance team will have full access to any information required to
conduct the investigation.

The Group should have reported the theft to the police, and it may be helpful to obtain a copy of any
police reports available. It should be established whether the perpetrator(s) have been caught, and if
so whether they are likely to be prosecuted. Kennel & Co should be alive to the possibility that the
Group might ask it to act as an expert witness if there were a court case, in which case there may be
an advocacy threat to the firm's independence.

It is possible that the perpetrator(s) have been caught and that some of the assets have been
recovered. This should be ascertained, and any recovered assets excluded from the calculation of the
loss. It is also possible that these assets may have been damaged, in which case this should be taken
into account.

From the circumstances described it is possible that the thieves may have been Group employees.
This information should be obtained from management.

The insurance policy should be scrutinised. It is stated that assets lost as a result of thefts are
covered, and this should be confirmed. It should also be determined whether there are any
restrictions in the case of thefts perpetrated by Group employees, as this may affect the amount that
can be claimed. Finally, it should be confirmed that the date of the theft falls within the period
insured.

Finally, the output of the investigation should be confirmed. The Group may require eg a report to the
insurance company, or alternatively a report addressed to itself but which it can use for the purposes
of the insurance claim. It should be clarified that the report would not be distributable to any other
parties.

Procedures

o Watch the CCTV to determine the quantity of goods stolen, eg how many boxes loaded onto
lorry

o If possible determine if the boxes contain mobile phones or laptops

o Inspect boxes of goods in the warehouse to determine how many finished goods are in each

. Agree cost of an individual phone and laptop to accounting records, eg cost cards

BPP
LEARNING MEDIA



. Perform inventory count on boxes of goods in the warehouse and reconcile to latest inventory

movements

. Discuss the case with police to establish if any goods have been recovered and if this is likely
to happen

o Obtain details of stolen lorry, eg licence plate, and agree the lorry to non-current asset register

13 Nate & Co

Text references. Chapters 1 and 2.

Top tips. In part (a) it is important to make your answer specific to the scenario, it is not just a straight 'textbook
knowledge' requirement. In parts (b) you need to focus on explaining and discussing the issues, it is not enough
to state facts from the question or to quote from the Code of Ethics and Conduct. You need to apply your
knowledge to the facts given and show that you understand why they may be seen as problematic. In part (c) it is
important to notice that you are not merely being asked for a definition but you must also link this with the
quotation given in the question.

Easy marks. There are not many easy marks to be found in this question — each requirement demands professional
judgement and application of knowledge. The basic definition in part (a) and the broad issues relating to the
acceptance of the appointment are probably the easiest elements.

ACCA examining team's comments. Requirement (a) asked candidates to define money laundering and to state
procedures relevant to money laundering that should take place on the acceptance of a new audit client. Candidates
appeared to have prepared for the topic of money laundering, as the definitions were usually sound. Unfortunately,
few candidates could provide many, if any, specific procedures. A significant minority of answers suggested that
Fisher Co should appoint an MLRO, totally misunderstanding the facts of the scenario, ie that Fisher Co is a
potential audit client, not a firm of auditors. Only the best answers discussed 'know your client' procedures, and the
need for clarification in the engagement letter of matters to do with money laundering.

Candidates should remember to allocate their time carefully between question requirements. Most scripts contained
answers to requirements (a), (b) and (c) of a similar length, when it is clear that the mark allocation differs
significantly for requirement (b).

Marks

(a) Money laundering

Definition — 1 mark

Procedures — generally 1 mark each

[deas list:

—  Client identity

—  Client business activity

—  Client address

—  Client principal shareholders and directors

— Engagement letter clarification

Maximum 5

(b)  Ethical and professional issues

Generally 1-1% marks per issue explained

—  Extra work on control deficiencies

—  Review work of internal audit

— Expand audit testing

—  Cost/budget implication

— 2 partner review

—  Lack of supervision and direction

— Lack of understanding of extent of responsibilities

— Inappropriate advice
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Marks
—  Provision of non-audit service
—  Safeguards
Maximum 9
(c) Ethical and professional issues
Generally 1-1% marks per issue explained
—  Perception of bribe
—  Modesty of gift
— Interference with count procedures
—  Review of work performed
— Possible reperformance/alternative procedures
—  Lack of professional behaviour

— QCissues
Maximum

SBlo

Total

(@  Money laundering

Money laundering is the process by which criminals attempt to conceal the true origin and ownership of the
proceeds of their criminal activity, allowing them to maintain control over the proceeds and, ultimately,
providing a legitimate cover for their sources of income.

Money laundering procedures — before acceptance
The firm should carry out client identification procedures, such as:

. Obtaining evidence that the client exists, such as looking at the certificate of incorporation and
establishing the identities of all directors (Mr Fisher and any others) by taking copies of passports or
driving licenses

. Conducting a Companies House search on Fisher Co

o Confirming the registered address (by obtaining headed paper)
. Obtaining a list of shareholders and directors

Money laundering procedures — after acceptance

The firm should obtain 'know your client' information, such as:

. The expected patterns of Fisher Co's business, are there peak seasons for selling wooden storage
boxes, are there any major clients or suppliers?

. The business model of the client (in this instance Marcellus Fisher appears to be acting individually
through a company — does he own any other companies and what activities do they have?)

. The source of the client's funds (is Mr Fisher the only investor, or are there others, does the company
also have debt finance and, if so, from whom?)

The firm should include a paragraph about money laundering responsibilities in the engagement letter.
(b) CFCo
Ethical and professional considerations in connection with audit

There seems to have been a failure in quality control over the planning of the audit if an audit junior found
time to spend three hours offering informal advice on the systems rather than carrying out planning work.
As an audit junior, he should have been supervised, and the senior member of staff should have prevented
him giving this informal advice.

It would have been appropriate for the audit team to make formal advice on systems in a report to
management (management letter) that was therefore reviewed by the audit partner and documented between
the parties. The informal advice given was inappropriate and does create the possibility that the firm will be
liable if the advice was found to be inappropriate.
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The audit junior appears to misunderstand his role on the audit team and therefore should be given
additional training in what is expected of an audit junior. The firm's initial training procedures should be
reviewed to see if this is a general failing of that training.

The errors in the system will also have an impact on the audit which the firm should consider and take steps
about. The increased control risk over cash deposits from customers should lead to extended testing in this

area, which is likely to be significant to CF Co. Due to the problems in controls, additional substantive testing
should be carried out.

The extent of the problems in controls should be determined, to discover if the problem is more widespread
than cash deposits and whether it continued throughout the year. The auditors should review internal audit's
work to assess this, and the materiality of the errors should be documented. Then the approach to any other
areas affected should be documented.

The industry is highly regulated and such breaches might result in the need for the firm to report the client
to the Financial Services Authority. This would also lead to the need to qualify the audit report for non-
compliance with laws and regulations.

The failure to record client monies correctly is also an indication that money laundering might have
occurred, and this suspicion should be raised in a report to the firm's money laundering reporting officer,
who must review the evidence and determine whether to make a report to the NCA (formerly SOCA).

Ethical and professional considerations in connection with proposed review

When considering whether to accept an additional service at an audit client, the firm must consider whether
it will adversely impact on the independence of the audit. Two key things to consider are:

(i) The nature of the work
(i) The fee level

In this instance, the firm have been asked to carry out a review of the financial information technology E—
system as a result of errors found in it by the internal audit department, with a view to improving it. The firm
must make sure that it follows the guidance of the Code of Ethics and conduct in relation to non-audit
services provided to audit clients.

The auditors are likely to review the IT systems and possibly rely on them as part of their audit, so carrying out an
engagement to improve the systems represents a self-review threat. The firm should assess whether the risk is
too great for the firm to take on the engagement, or whether appropriate safeguards might be applied.

In this instance, appropriate safeguards might include using staff not involved with the audit to carry out this
engagement. The firm would have to ensure that the staff members used are suitably qualified. The audit
junior, who is a recent IT graduate, appears to be qualified to be involved in such an engagement. If he were,
he should not be involved with the audit again.

If the firm decides it can reduce the self-review threat to a reasonable level to accept the engagement, then it
must consider whether a self-interest threat is raised by taking on additional work for the same client.

As the review would be a one-off exercise, the fees would also be a one-off amount and would not affect the
recurring fee income from the client. As a result, it is unlikely to threaten the independence of the audit
sufficiently to decline the engagement.

(c) LA Shots Co
Control problems

It is a problem in the control over the inventory count that the office party was scheduled to start 'at the end
of the inventory count', because it meant that the staff involved in the count were motivated to complete the
count quickly rather than well. It would have been better if the party did not start until a specified later time.

The control environment for the count appears to have been poor, as the person in charge of the count
seems keen to get it finished fast, with the implication being that this was rather than well. She may also
have been unaware that it is inappropriate to offer gifts and hospitality to auditors, but this should be
communicated to her.

Giving inventory away during the inventory count is also a sign of poor controls, as ideally there would be no
unnecessary movements of inventory during the count.
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Due to these problems with controls, it might have been appropriate for the auditors to have extended samples and
taken longer over their procedures due to the higher control risk, but in the event, they did the opposite.

Ethical problems

The Code of Ethics states that a gift or hospitality from a client affects independence unless it is clearly
insignificant. In this case, while bottles of juice and attendance at an office party may seem insignificant,
whether they were or not should have been determined by a more senior member of the audit team than the
juniors, probably their manager. Given that the juniors accepted the incentives and then appeared to be
motivated by them, their independence does appear to have been compromised.

These matters should be discussed with the juniors and disciplinary action taken, particularly if they
attended the party in work hours without permission from their manager.

Quality control

The fact that two audit juniors with so little understanding of what they should have done on being offered
incentives, were sent out on this inventory count may be a sign that it was not planned or reviewed properly.
Possible action to take

As the inventory count was carried out so recently, it is probable that the firm could carry out other
procedures now in order to ensure that they can rely on the figure for inventory in the financial statements if
the manager determines that it is not possible to rely on the work carried out by the juniors. The work
should be reviewed and concluded on as a point of priority to determine this.

14 Weston

Text reference. Chapter 2.

Top Tips. This was a good question on audit tendering and ethics, which provided you with a fair test. Audit
tendering is a slightly peripheral but still important part of the syllabus. You can approach questions like part (a)(i)
by using a standard set of issues to include in the tender (eg taken from the Study Text), which you must then
adapt to the scenario. The easy marks here come from the scenario, such as saying that the tender should mention
Weston & Co's international branches because this fits with Jones Co's expansion plans. You do not need to know
very much about tendering to get those marks.

One obvious point to bear in mind when answering part (a)(i) is that there are no marks for mentioning fees in this
part of your answer! Also it was possible to mention ethics in both part (i) and part (ii), but your answer needed to
be focused on the requirement in each part, so do not discuss detailed ethical issues in part (i), but only the
coverage of ethical matters in the tender.

Part (a)(ii) was again fair, and most candidates would have been able to muster up enough comments about how
fees are determined and the necessity of maintaining quality. This part of the requirement breaks down into two
elements — the issues to consider in determining a fee, and the ethical matters — so you need to cover both of these.

Part (b)'s requirement was comprised of three elements — explaining the threats, explaining relevant safeguards,
and discussing whether Bobby can act as quality control reviewer. This requirement is mainly knowledge-based, so
how well you did depended on how well you knew the material.

Easy marks. |dentifying the familiarity threat in part (b) was easy.

ACCA examining team's comments. This question was by far the most popular of the Section B questions and in
the most part was well attempted. The first part of the question focussed on practice management and client
acceptance issues. The scenario described a potential new audit client, Jones Co, a small but rapidly growing
company with ambitions to expand internationally. The audit firm had been approached to tender for the audit of
Jones Co, and this would be the first year that the company required an audit. The company had previously had
limited assurance reviews performed on its financial statements, and had one accountant using an off-the shelf
accounting package.

Requirement (ai) for eight marks asked candidates to explain the specific matters to be included in the audit
proposal document, other than those relating to the audit fee. This was quite well attempted by many, with almost
all candidates understanding the main components of an audit proposal document such as a background of the
audit firm, discussion of audit methodology, an outline of the firm's resources and timings and deadlines. Where
candidates did not score well on this requirement was where the answer provided was very generic and was not
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made specific to the requirements of Jones Co. For example, some candidates ignored the fact that Jones Co had
never previously been audited which would mean that management may have little appreciation of the audit process
and as such the audit proposal should explain in some detail the responsibilities of management and the audit firm,
and provide a detailed explanation of the audit process including key outputs.

Requirement (aii) for six marks went on to ask candidates to discuss the issues relating to determining the audit
fee to be considered by the audit firm, assuming its appointment as auditor of Jones Co. Unfortunately many
answers to this requirement did not identify the relevant matters in the question scenario, including the issue of
contingent fees, intimidation on fees and lowballing that were implied by the comments made by the owner-
manager of Jones Co. Better candidates were able to make the very valid point that the potential client needed a
better understanding of the purpose of an audit and why it needs to be seen to be independent and tied this back to
the content of the proposal document.

Where these matters were not discussed, answers tended to be generic, and simply focussed on the fact that audit
fees should be determined by time, resources and charge-out rates. Many of the weaker answers did not focus on
the specific nature of the question requirement, and instead discussed matters that had little to do with the audit
fee, such as self-review threats and other irrelevant acceptance procedures such as customer due diligence.

The final requirement moved to focus on a different audit client — Ordway Co, a listed company. The scenario
briefly described that the current audit partner, having acted in that capacity for seven years was to be replaced by
another partner, but wanted to stay in contact with the client and act as engagement quality control reviewer.
Candidates were asked, for six marks, to explain the ethical threats raised by the long association of senior audit
personnel with an audit client and the relevant safeguards to be applied. Candidates were also asked to determine
whether the partner could in fact act as engagement quality control reviewer. This section was well attempted and
most candidates correctly identified the familiarity threat and loss of professional scepticism that arises on a long
association with an audit client, especially when dealing with senior audit personnel. Most candidates could also
explain the relevant safeguards and demonstrated knowledge of the relevant requirements for listed entities from
the IESBA Code of Ethics for Professional Accountants. It was pleasing to see this syllabus area well understood by
most candidates given its topical nature.

The issue of whether the audit partner could remain in contact with the client by acting as engagement quality
control reviewer was less well understood. While many candidates correctly suggested that this could not happen
for ethical reasons, many others thought that it would be appropriate as long as further quality control reviews took
place. Other candidates misinterpreted the question and thought that the partner was leaving the audit firm to
work at the client.

Marks

(@ () Matters to be included in the audit proposal

Generally up to 1% marks for each matter explained:

- Outline of the audit firm

- Audit requirement of Jones Co

- Audit approach (allow up to 3 marks for well explained
points made relevant to scenario)

- Deadlines

- Quality control and ethics

- Additional non-audit and assurance services

Maximum 8
(i)  Matters to be considered in determining audit fee

Generally up to 2 marks for each point discussed:

- Fee to be based on staffing levels and chargeable hours

- Low fees can result in poor quality audit work and increase
audit risk

- Lowballing and client expectation issues

- Contingent fees not allowed for audit services

Maximum 6
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(b)  Long association of senior audit personnel
Generally up to 1% marks for each point discussed:
- Loss of professional scepticism
- Familiarity and self-interest threats to objectivity
- Assessing the significance of the threat
- Appropriate safeguards (1 mark each where well explained to max
of 3 marks)
- Specific rule applicable to public interest entities
- Conclusion on whether partner can perform EQCR role

=

Maximum

(@)  Outline of audit firm

An outline of Weston & Co should be provided, perhaps including a brief history and a summary of key
information about the firm (eg the number of partners and offices).

The tender should state that the firm has branches in many countries, as this is may allow it to meet Jones
Co's audit meets in the future as it plans to expand overseas.

Any specialisms of Weston & Co should be mentioned, particularly if it has expertise in auditing recruitment
companies.

Client requirements

The statutory audit requirements in Jones Co's jurisdiction should be stated, to confirm that an audit is now
needed. Since this is the first time Jones Co will be audited, time should be spent outlining the regulatory
requirements and the respective duties of management and of auditors in relation to the audit. It should be
stated that the audit must conform to ISAs.

Audit approach

The tender should outline the stages of an audit. This should include the need to test Jones Co's opening
balances, which have not been audited.

Weston & Co should describe the proposed audit approach, including the firm's audit methodology, and
should explain that audit is risk-based, involving an assessment of the company's accounting systems and
internal controls. It is possible that Jones Co's controls may not be reliable, given the accounting function's
limited resources (there is only one full-time accountant), which would affect the audit approach.

Client expectations

Bentley Jones hopes that the audit will not be disruptive. Weston & Co may attempt to manage his
expectations here, as a certain degree of disruption is unavoidable. It will be necessary, for example, to
receive explanations from employees, including the accountant, which will take time.

Communications

The tender should outline the various communications which will be made to management and those
charged with governance, including the value which Jones Co may derive from them, particularly in relation
to any control deficiencies identified.

Deadlines

The tender should seek to clarify the timeframe for the audit. The proposed deadline of four months should
be reasonable, given that Jones Co is a small company and should have simple transactions. If, however, its
internal controls prove unreliable then the audit may take longer, an eventuality for which Jones Co needs to
be prepared.

T - Q)
LEARNING MEDIA



Quality control & ethics

Weston & Co should state its adherence to the IESBA's Code of Ethics for Professional Accountants, and to
International Standards on Quality Control. This will give Jones Co and its venture capitalist investor
confidence in the auditor's report that would be issued.

Additional services

The tender should make mention of any other non-audit services which Weston & Co is in a position to
provide. These are particularly relevant to Jones Co in light of Bentley Jones's comments. It should be stated
that these services can only be provided subject to meeting the ethical requirements by which Weston & Co
is bound.

(i) Commercial factors

The audit firm has a commercial desire to make a profit, which it does by offering a fee which is high enough
to be profitable but low enough to attract business. It must do this without compromising its professional
independence or its standards of quality.

Costs

The fee should be linked to costs incurred. The main cost is the time spent by the audit team, so this
component of the fee is calculated using a charge-out rate which is multiplied by the time spent. Basing the
fee on the costs incurred is both commercially sound (it ensures that costs and normal profits are covered),
and ethically relevant because it ensures that the fee is sufficient to pay for the work that needs to be done.

Additional costs included in the audit fee are the fees of any auditor's experts, and the costs of any travel
that is needed for the audit team. This latter point may be relevant to the Jones Co audit in the future.

Low fees

There is a suggestion that the fee for the Jones Co audit may be set below market rate in order to win the
audit. This is known as lowballing, and while this is not prohibited as such, it does carry the ethical risk that
the fees may not be sufficient to pay for the work required. Weston & Co must not, therefore, reduce the
amount of audit work done because the fee is insufficient, but must do whatever work is necessary to reduce
audit risk to an acceptable level.

Contingent fee

To link the audit fee to the success of the company is to charge a contingent fee. This creates a self-interest
threat.

The threat is so significant that no safeguards could reduce it to an acceptable level, so such an arrangement
should not be entered into.

Intimidation

Taken together, Bentley Jones's two suggestions in relation to fees (low and contingent fees) and his hope
for a fixed deadline may amount to an intimidation threat. If this is the case then Weston & Co must consider
not continuing with the tender.

(b)  Bobby Wellington's long association risks diminishing the professional skepticism which he brings to the
Ordway Co audit. Over time he may become too accepting of the client's approach to financial reporting, and
fails to see problems which a fresh pair of eyes would see.

Familiarity threat

There is a familiarity threat here as a result of the close relationship which may develop between Bobby and
Ordway's management.

The threat should be evaluated, and will depend on factors such as:

. The seniority of the auditor (Bobby is engagement partner, so is very senior)
. The length of time (seven years is a significant amount of time)
. The nature, frequency and extent of interactions with management (this is not stated in the scenario).
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Relevant safeguards which could help to mitigate this threat include:

. Rotating senior personnel
. Review of the senior personnel's work by a professional accountant not involved with the audit
. Regular quality control reviews.

Public interest entity

Ordway Co is a public interest entity. The IESBA Code of Ethics requires a key audit partner (such as Bobby)
to be rotated after seven years. The individual cannot be involved with the audit at all for a 'cooling-off'
period of two years, after which they may become involved again.

In spite of this, the Code of Ethics does permit the key audit partner to be involved for a further year if there
are unforeseen circumstances beyond the firm's control, and where continuity is important for audit quality.
There is no sign that this is the case with Ordway Co.

Quality control review

Bobby cannot act as engagement quality control at present, because the Code of Ethics' requirement for
rotating precludes any contact with the audited entity during the cooling-off period.

15 Spaniel & Bulldog

Text references. Chapters 3 and 9.

Top tips. Part (a) represented a little bit of a twist on this issue. Usually one might expect questions on auditors and
fraud to require candidates to state that the auditor is not responsible for preventing and detecting fraud. While you
should have done this here, there was also the twist that the auditor appears to have been negligent in performing
the audit.

Part (b) was difficult, and was actually a good reason for not choosing this question as one of your options. The
choice of optional questions is very important to whether or not you pass, and choosing this question is likely have
meant gambling that you would score enough on part (a) to offset your relative losses on part (b).

That being said, it was possible to pass this part of the question with some fairly generic remarks on the audit of
financial instruments, mentioning things like the complexity of the accounting standards in this area and the
difficulty in determining the correct treatment.

Easy marks. Calculating materiality in part (a) was easy, as was listing out the three things to prove in order to
prove negligence.

ACCA examining team's comments. There were some excellent answers to requirement (a). The best ones clearly
outlined the factors that have to be proven to determine negligence, and applied them methodically to the scenario.
Some answers tended to only provide a rote-learnt description of responsibilities in relation to fraud, and usually
failed to reach an appropriate conclusion. With little application to the scenario there is limited scope for marks to
be awarded.

On requirement (b), answers here were extremely mixed in quality. Satisfactory answers focused on why financial
instruments generally are difficult to audit, discussing their complex nature, the changing landscape of financial
reporting requirements, the potential for both client and auditor to lack appropriate knowledge and skills, and the
frequent need to rely on an expert.

Inadequate answers did not include much reference to audit at all, and simply listed out financial reporting rules,
with no consideration of audit implications other than saying that financial instruments are complex and subjective.
There were very few references to relevant ISA requirements, and little evidence that the audit of complex matters
such as financial instruments had been studied at all, even though it is a topical current issue.
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Marks

(@)  Fraud and auditor's liability
Generally up to 2 marks for each point explained:

—  Notauditor's primary responsibility to detect fraud unless it is
material in impact on financial statements

—  Determine that the payroll fraud would have been material (include
calculation)

—  Reasons why fraud is hard to detect

— Audit firm may not have been sufficiently skeptical

—  Non-adherence to ISAs on controls assessment and evidence obtained

—  Discuss whether duty of care owed to client

—  Discuss breach of duty of care

— ldentify financial loss suffered and firm likely to have been negligent

Maximum 12

(b)  Audit of financial instruments
Generally up to 1% marks for each point explained:

Why is audit of financial instruments challenging?

—  Financial reporting requirements complex

—  Transactions themselves difficult to understand

—  Lack of evidence and need to rely on management judgement
— Auditor may need to rely on expert

—  May be hard to maintain attitude of skepticism

— Internal controls may be deficient

Planning implications

—  Obtain understanding of accounting and disclosure requirements

—  Obtain understanding of client's financial instruments

—  Determine resources, ie skills needed and need for an auditor's expert
—  Consider internal controls including internal audit

—  Determine materiality of financial instruments

— Understand management's method for valuing financial instruments

Maximum

3|
oo

Total

(@)  Responsibilities

Detecting fraud is the primary responsibility of management, not the auditor. However, the matter is
complicated because the auditor is required to give reasonable assurance that the financial statements
are not materially misstated as a result of fraud (or error). Moreover, auditors are required by

ISA 240 The auditor’s responsibilities relating to fraud in an audit of financial statements to identify and
assess the risks of material misstatement due to fraud. This means that an audit conducted in line with
ISAs should obtain evidence specifically in relation to fraud.

The audit process is, however, subject to inherent limitations which are particularly pertinent to the problem ——
of fraud. Fraud may involve sophisticated attempts at concealment, which can make it difficult to detect.

Furthermore, there may be collusion by management which makes the auditor's task even more difficult. It

is therefore quite possible for the auditor to have conducted an audit in accordance with ISAs, but still have

failed to detect a material misstatement resulting from fraud.
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Materiality

The total amount stolen is 5.6% of total assets. If it was stolen at a constant rate, then 8/12 months fall
within the year in question, which is $3m or 3.8% of total assets. This is material, and appears to have result
in an incorrect auditor's opinion having been expressed.

Conduct of audit

Professional scepticism is a key weapon in the auditor's attempt to detect misstatements resulting from
fraud. The audit of Spaniel does not appear to have been conducted with an attitude of professional
scepticism, possibly as a result of it being a long-standing audit client.

However, irrespective of the auditor's specific duties in relation to fraud, sufficient appropriate evidence does
not in any case seem to have been obtained in relation to payroll. ISAs require the auditor to design and
perform tests of controls in each period under audit. Substantive evidence should have been obtained in
relation to payroll. This is particularly important given that payroll is likely to be a material area.

On this basis it is apparent that the audit was not conducted in accordance with ISAs. The audit partner may
therefore find it very difficult to defend the conduct of the audit.

Negligence?

Three things must be proved for the auditor to be found to have been negligent:

. A duty of care existed
. The duty of care was breached
. A financial loss resulted from the negligence

As there is a contract between Groom & Co and Spaniel, a duty of care can be shown to have existed (in this
case, to the shareholders as a body).

The financial loss here would be the value of the theft, although it is not clear whether the auditor could be
held responsible for the full amount of the theft.

It is likely that Groom & Co were negligent, and that Spaniel would be able to prove this in court.
(b)  Audit of financial instruments

Financial instruments themselves may be difficult to understand. Management themselves may fail to
understand the risks involved with them, which may expose the entity to substantial risks.

Financial reporting requirements in this area can be complex, which increases the risk of misstatement. It is
possible that neither management nor the auditor will properly understand how the instruments should be
accounted for.

Accounting for financial instruments may also involve an element of subjectivity, eg in determining fair
values. Fair values may be estimated with the use of models which will involve making assumptions.
Therefore is therefore a risk that the assumptions made by management are not reasonable.

Given the presence of subjectivity, it is all the more important that the auditor is professionally sceptical in
this area, although this is likely to be difficult.

Alternatively, some financial instruments may be fairly simple to audit, eg where there is an active market, it
may be possible to agree fair values to a broker's report. This would of course be subject to the
requirements of ISA 500 Audit evidence in relation to the use of a management's expert.

It may be necessary to make use of an auditor's expert, in which case the auditor must ensure that the
expert is independent and competent, and must evaluate the suitability of the expert's work as audit
evidence. This may not be straightforward to do, given the complexity of the subject matter. Using an
auditor's expert may also have the effect of increasing the audit fee, which should be explained to and
discussed with the client.

Matters to consider

The company's treasury management function has only been set up recently, so it is possible that there will
be problems in an area such as this. Internal controls may not be well established, so the auditor will need to
spend time obtaining an understanding of them. This increases audit risk in this area.
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Consideration should be given to the level of competence of staff in the new department. If they are skilled in
this area then they may be new to the company, in which case there may be difficulties integrating the
department with the rest of Bulldog's finance function. Alternatively, there is a risk that staff do not have
adequate knowledge or experience in this area.

It will be necessary to obtain an understanding of the kinds of financial instruments Bulldog uses to hedge
transactions, including Bulldog's reasons for entering into them and the kinds of risks it may be exposed to
thereby.

The materiality of the instruments should be considered, bearing in mind especially the possibility that
transactions with either no, or very little, initial value may turn out to have effects on the financial statements
that are material. Some types of derivative financial instruments may fall into this category.

Management's method for valuing financial instruments should be considered, and the auditor must choose
whether to audit management's valuation model, or whether to construct a model of its own. This would
depend on the assessed reliability of internal controls in this area.

16 Raven

Text references. Chapters 1 and 2.

Top tips. The main difficulty that many students will have faced with part (a) is that eight marks are available for
what seems like quite a clear-cut issue. However, if you read the requirement carefully you will have seen that it is
not only about ethics, but the 'commercial and other professional issues' raised by the scenario. This question is
typical of the current examining team's approach to P7 in that it mixes together different areas — here, ethics and
commercial matters. To answer this part well, you needed to know the main categories of ethical threat and then
think whether any circumstances in the scenario fell into any of these categories.

Part (b) may have been a bit easier, with seven marks for an issue that is clear-cut and that there is quite a lot to
write about. The main thing here is to be skeptical and question the information in the scenario — eg whether there
really is a connection between the surgeon's comments and the solicitor's letter. The best approach here is often to
break the scenario down into parts and take each one in turn.

Easy marks. Part (b) contains easy marks for just recognising that there may be a breach of law and regulations in
respect of the possibly unqualified surgeon.

ACCA examining team's comments. Sound answers to part (a) used a logical approach, being prompted by the
question requirement to discuss in turn the ethical issues, then commercial issues, then professional issues and
leading to a set of recommended actions. Weaker answers tended to just list in bullet point format all of the
possible threats to objectivity without any real discussion or development of the threats specific to the scenario.
Candidates are reminded that the IESBA's Code of Ethics for Professional Accountants provides a framework for the
evaluation of threats to objectivity, including the identification of threats, the evaluation of the significance of threats
identified, and the use of professional judgement in deciding whether the application of safeguards can reduce
threats identified to an acceptable level.

In part (b), most candidates identified that the main issues for the audit firm to consider related to a potential
breach of law and regulations by the hospital, and that the audit firm should consider disclosure in the public
interest. Most answers identified that confidentiality was in issue, and that the matter should be firstly discussed
with those charged with governance.

Some candidates focussed on disciplinary action to be taken against the employee of the hospital, and on the
possibility that the hospital's management were somehow colluding with the employee to deliberately breach law
and regulations and commit some type of fraud, which missed the point. Weaker answers also failed to consider
the financial statement and therefore audit implications of a letter claiming negligence, which could lead to the
recognition of a provision or disclosure of a contingent liability, and could potentially have going concern
implications. These matters were relevant as the audit was ongoing.
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Marks
For each requirement, generally 1 mark for each matter discussed:

(@)  Grouse Co
Generally 1 mark for each matter discussed relevant to money laundering:
- Situation is a close business arrangement giving rise to threat to objectivity
—  Explain self-interest threat
—  Explain intimidation threat
—  Only acceptable if financial interest immaterial and relationship insignificant
—  Sale of software to audit clients would require full disclosure of financial benefit
—  Sale of software to audit clients creates self-review threat
—  Sale of software perceived as providing non-audit service
—  Risks heightened for listed/public interest entities
—  If enter business arrangement must withdraw from audit of Grouse Co
—  Commercial consideration — demand for product
—  Commercial consideration — experience of partners
Maximum 8

(b)  Plover Co
—  Potential breach of law and regulations
—  Further understanding to be obtained
—  Consider potential impact on financial statements
—  Discuss with those charged with governance
—  Management should disclose to relevant regulatory body
— Auditor could disclose in public interest
—  Issues with confidentiality
—  Take legal advice
—  Extend audit work in relation to the legal claim
—  Risk of material misstatement
—  Consider integrity of audit client

~

Maximum _r
Total 15

(@)  Close business relationship
Grouse Co's proposal would create very significant threats to Raven's independence.

This would be a 'close business relationship' per the IESBA Code of Ethics, and may give rise to self-interest
and intimidation threats. The Code states that unless the financial interest is immaterial, and the business
relationship insignificant, then no safeguards can reduce the threat to an acceptable level. Therefore Raven
should not enter into this relationship if it still wants to be Grouse's auditor.

It should be remembered that independence includes independence in appearance. A joint venture with an
audit client would probably have a severe effect on how Raven appeared, so even if it had been acceptable
on ethical grounds, the fact that it looks so bad may well have ruled it out anyway.

Selling to clients

In addition to the close business relationship, Grouse is also proposing that the software be sold to Raven's
audit clients. There are several issues here.

Firstly, there is a self-interest threat to Raven's independence if its joint venture is selling to its clients. It
may be possible to reduce this to an acceptable level by using the safeguard of disclosing the relationship to
clients, along with the benefit that Raven would receive from any sales.
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Secondly, there would be a self-review threat if any of the audit clients used the accounting and tax software
to prepare its financial statements. It may be possible to use an auditor's expert here; however, accounting
software is usually pervasive to the internal controls over financial reporting, so it may be that the expert
would have to be used to conduct most of the audit. This would be extremely expensive and impracticable.

Thirdly, the use of the firm's accounting and tax software could be seen as a non-audit service. This could
create a perception of taking on management's responsibilities. The risk would be greater still for clients that
are public interest entities, and the firm should not be involved in any tax calculations for these clients.

Taking into account these factors, Raven must choose between selling the software to its clients, and
continuing to act as their auditor. It would not be possible to sell this software to clients and continue to
audit them. Raven must therefore make a business decision to choose between the potential income from
the software, and the loss of audit fees from every client to whom the software is sold. Raven should also
take into account the loss of the audit fee from Grouse itself.

The software joint venture therefore represents a major diversification from audit to the preparation of
accounting and tax software. This is a major decision that must be considered very carefully, taking into
account the firm's long-term interests, where its expertise really lies, and the potential risks from
diversifying into such an unknown area.

Unqualified surgeon?

The audit senior has heard that one of the surgeons has not finished his medical qualification. This may be
connected to the solicitor's letter that was later found which alleged medical negligence. As an auditor, we
need to deal with each issue separately.

ISA 250 Consideration of laws and regulations in an audit of financial statements states that compliance with

laws and regulations is management's responsibility, and that it is not the auditor's responsibility to either

prevent or detect it. However, if —as here — we become aware of possible non-compliance then we must

consider its effect on the financial statements. I

As auditors we have no expert knowledge of medicine, and it is possible that we may be jumping to
conclusions about whether the surgeon is qualified to do his work. It may be, for example, that he is a
qualified doctor, and the 'medical qualification' he is hoping to finish is merely a further qualification that is
not a requirement for his work as a surgeon. Although he was glad that Plover did not check his references,
this could be a separate issue from whether or not he is qualified.

We must therefore obtain further evidence about this surgeon's qualifications, and whether they meet the
requirements for his job. This could entail simply reviewing the personnel file, which may contain evidence
about his qualifications.

Effect of unqualified surgeon

If we find that the surgeon is not qualified to do his job, then we must consider the effect on the financial
statements. There are two main risks:

(i) Risk of litigation resulting from errors made by the surgeon
(i) Risk of action by regulatory bodies

In relation to (i), this is potentially a very serious problem. If the surgeon has made many errors then this
could result in multiple patients suing the company. The potential cost of these actions is not know, but
could be very considerable indeed. It is even possible that Plover's ability to continue as a going concern
could be affected. Further evidence must be obtained about the extent of further errors and possible legal
actions. It may be necessary to obtain advice from our legal counsel.

In relation to (ii), the medical profession is highly regulated and it is possible that Plover will be fined by any
relevant regulatory authorities. There is a legal question about whether Plover's management could be found .
guilty of possible negligence as a result of breaking its duty of care to patients. It may be necessary to obtain

legal advice here.

It is even possible that any licences which Plover requires to operate will be removed, and that its ability to
continue as a going concern will be in doubt. It may be necessary to use an auditor's expert here to advise of
the possible regulatory consequences, and/or to obtain legal advice.




Control failure?

The surgeon's comment that his references were not checked raises questions about the effectiveness of
Plover's internal controls over recruitment. It will be necessary to obtain evidence about whether or not
there are other employees in this position —the main issue being that there could be other employees (eg
surgeons) who are not qualified to do their work. Uncovering these could lead to the discovery of further
liabilities.

Public interest?

If the surgeon is not qualified, then it is possible that management will not disclose this to the relevant
authorities. In this case, it may be necessary to make this disclosure in the public interest. This is a difficult
issue to decide, as the auditor must balance the duty of confidentiality that is owed to Plover, with the duty
to the public. Matters to consider here include the gravity of the situation, whether members of the public
may be affected, and the likelihood of further non-compliance. This will all depend on whether the surgeon
was in fact unqualified, and on what impact this may have had on patients.

Disclosure in the public interest would require careful consideration, and it may be necessary to obtain legal
advice before doing so.

Legal claim

The letter that was found in the subsequent events review may be evidence of a liability under

IAS 37 Provisions, contingent liabilities and contingent assets. The key question is whether the event in
question took place before or after the year end. The crucial date here is likely to be the date on which the
medical service was provided.

If the surgery was after the year end, then this is a non-adjusting event and no provision is necessary. If the
surgery was before the year end, then a provision may be required. This will depend on how probable it is
that Plover will have to pay to settle the claim, with a provision being necessary if it is probable that a
payment will be made. If the matter is material and Plover's management refuse to make any necessary
provisions or disclosures, then it may be necessary to express a qualified auditor's opinion.

17 Dragon Group

Text reference. Chapter 5.

Top Tips. Part (a) is a relatively straightforward standalone requirement, which you should have been able to pass,
perhaps identifying and explaining three reasons, and simply identifying a fourth within the time available. Note that
the model answer below contains five reasons, whereas only four are necessary to gain full marks (the extra reason
is provided to illustrate the style of answer required). Part (b) was probably the hardest part of this question. You
should try to strike a balance between making general remarks about what a tender document should include, and
sticking to the specific information given in the scenario. There were four professional marks on offer here, making
it particularly important to structure your answer and express your points as clearly and concisely as possible. Part
(c) should have been straightforward provided that you knew what a transnational audit was. In our answer to part
(c)(i) we have provided three features, but only two were required to gain full marks.

Easy marks. Parts (a) and (c) were standalone, knowledge-based requirements that you should have scored well
on.

ACCA examining team's comments. In part (a)(i), too few candidates actually provided an explanation of the
reasons they gave. Secondly, the requirement asked for four reasons. It is a waste of time to provide more than the
required number of reasons. In part (b), sound answers appreciated that the point of the tender document is to sell
your audit firm's services to the client. Those candidates who tailored their answer to the question scenario tended
to do well. However, candidates who provided a list of points to be included in any tender scored inadequately
Weak answers simply stated vague comments: 'we should discuss fees', 'we should set a deadline,’ etc. Answer to
the requirement for matters to consider re: acceptance were weak, despite this being a regularly examined syllabus
area. Most answers were not tailored to the question, and just provided a list of questions or actions. Requirement
(c) was the worst answered on the paper. Clearly, very few candidates had studied the issue of transnational audits,
and answers displayed a lack of knowledge.
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Marks
(a) Identify and explain using examples why an audit firm may not seek re-election

Generally 1/2 mark for identification and 1 mark for explanation/example, any
four:

- Disagreement

- Lack of integrity

- Fee level
- Late payment of fees
- Resources
—  Overseas expansion
- Competence
- Independence
- Conflict of interest
Maximum 6
(b) Contents of tender document
Up to 1 1/2 marks per matter described:
- Outline of firm
—  Specialisms
—  Audit requirement of Dragon Group
—  OQutline audit approach (max 3 marks if detailed description)
- QC
- Communication with management [
—  Timing
- Key staff/resources
- Fees
- Extra services
Maximum 10

Matters to consider re acceptance

Professional marks to be awarded for clarity of evaluation, use of headings,
and conclusion based on points discussed. 4
Generally 1/2 mark for identification — cap at max 3, 1 further mark for
explanation, from ideas list.

- Large and expanding group — availability of staff now and in the future
- Use of overseas offices

—  Visits to overseas audit teams

- Skills/experience in retail/foreign subsidiaries consolidation

—  Timing —tight deadline

- Mermaid Co — implication of prior year qualification

- Minotaur Co — implication of different business activity

- Highly regulated — risk/additional reporting requirements

- Reason for previous auditors leaving office

Maximum 7
(c) (i) Define transnational audit and relevance to Dragon Group
1 mark for definition
2 marks for relevance to Dragon Group
Maximum marks 3
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Marks

(i) Audit risk factors in a transnational audit
2 marks per difference explained:

Auditing standards

Regulation of auditors

Financial reporting standards

Corporate governance/control risk

Maximum
Total 3

2/n

(@)  Reasons for not seeking re-election
Disagreement with client

The auditor may have disagreed with the client in past, for instance over accounting treatments. There is a
possibility that the relationship between auditor and client could break down, which would make very it
difficult to carry out the audit effectively.

Resources

An auditor may find that it lacks the resources to carry out an audit, perhaps because the client has grown
rapidly so that the firm lacks the staff to provide a big enough audit team.

Competence

An auditor might believe itself not to be competent enough to carry out the audit, perhaps because the client
operates in an industry with highly specialised accounting requirements, in respect of which the firm lacks
the necessary expertise.

Ethics — management's integrity

The auditor might feel that it has reason to doubt the integrity of management, for instance because of a
breakdown in relationship, or an unproven suspected fraud. This would lead to a breakdown in the
relationship between auditor and management.

Ethics — fee level

The fees necessary to make a profit may have reached an inappropriate level, for instance 15% of total
practice income in line with ACCA guidance. If the fees are too high, there is considered to be an
independence problem because the audit opinion might be influenced by a fear of losing the client.

(b)  Briefing Notes

To: Cameron Wells
From: Jennifer Meadows
Date: June 20X9

Subject: The Dragon Group
These briefing notes outline the matters to include in our tender document for the Dragon Group audit.
Fees

The proposed fee should be included, along with an explanation of how it is calculated. This would include
details of the charge-out rates of the staff likely to be used on the audit, along with estimates of the amount
of time the audit would be likely to take.

Dragon Group's needs and how Unicorn & Co could meet them

(i) An explanation of the need for each subsidiary (as well as Dragon Co) to have its own individual
audit, and for the consolidated financial statements then to be audited too.

That Unicorn & Co is a large firm and would be capable of auditing a large group such as this.
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(i)  The Dragon Group may also need some non-audit services (see below).
That Unicorn & Co can provide a variety of non-audit services, should they be required.
(iii)  Several subsidiaries prepare accounts under local accounting rules, so the auditor of these

That Unicorn & Co is a global firm with offices in over 150 countries. It would well placed to audit
under local accounting rules, and to audit their consolidation into the group accounts.

(iv)  The Dragon Group operates in the furniture retail trade.

That Unicorn & Co has a specialist retail department and therefore has the experience to audit the
group efficiently.

Proposed audit approach
This section should include a description of the methodology to be used in the audit. For instance:

(i) How the firm would acquire knowledge of the business
(i)  Methods used in planning and risk assessment
(iii)  Procedures used to gather audit evidence

Brief outline of Unicorn & Co

A short history of the firm, including a description of its organisational structure, the services it can offer
and the locations in which it operates.

Other services

A description of any other services Unicorn & Co can offer, such as offering advice in relation to the
proposed stock exchange listing. Careful consideration should be given to ethical requirements relating to
independence when offering other services to a potential audit client.

Key staff

Details of the proposed engagement partner and of his experience that is relevant to this audit. Details
should also be given of the approximate size and composition of the audit team, together with a description
of the relevant experience of key members of that team.

Communication with management

An outline of the various communications will be made to management over the course of the audit. This
may include information on the way in which these reports could add value to the Dragon Group's business,
for instance the production of a written report on the effectiveness of internal control procedures.

Timing
Details should be provided of the timeframe envisaged for the various aspects of the audit. This might

include details of when the subsidiaries would be audited, when the consolidation process would be audited,
and an estimate of by when the group audit opinion could be completed.

Conclusion

This is a large, transnational group, carrying a high level of risk. Unicorn & Co should take on the audit only
once it is sure that it is able to do so, and is assured of a fee that adequately compensates it for the level of
risk involved in undertaking the audit.

Matters to consider before accepting engagement

Size of Dragon Group

The Dragon Group is large and expanding group of companies, and would therefore require a high level of
resources to audit. Unicorn & Co must consider whether it has sufficient staff available to audit a growing
group of this size.

Overseas subsidiaries

Half of the subsidiaries are located overseas. Unicorn & Co has a large number of overseas offices which
could perform some or all of the overseas audits. However, these offices may not all have specialist retail
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audit departments, so consideration needs to be given to whether there is enough experienced staff to carry
out the audit.

If some of the overseas audit work needs to be done by auditors outside of Unicorn & Co, then this work
would need to be evaluated in order to express an opinion on the group financial statements.

Relevant expertise

As Unicorn & Co has a department specialising in retail audits, it is likely that it will have sufficient expertise
in this country.

As a large auditing firm, it is also likely that Unicorn & Co will have staff sufficiently experienced in auditing
the consolidation process to audit the consolidation of the Dragon Group's results.

Time pressure

The group's year end is 30 September 20X9, and management wants the audit completed by 31 December 20X9.
This represents a tight deadline, given that the audit involves a large number of subsidiaries located in
several different countries and reporting under a number of different accounting rules. The fact that this
would be the first year that Unicorn & Co would have audited the group also makes the deadline tight. There
is also a possibility that management do not fully understand what is required for an audit.

Planned listing

Management are planning a new listing on a foreign stock exchange. This will increase the risk of
management manipulation of the accounts, as management may under pressure to report favourable
results. Audit risk is also increased by the fact that as a result of the listing, the financial statements will be
subject to heavy scrutiny by regulators.

Previous auditor

Unicorn & Co should consider the reason for the group seeking to change its auditor, as this might affect the
decision to accept the engagement. On the face of it, it appears likely that the quickly-growing group has
outgrown its previous auditors, but Unicorn & Co should still seek to obtain the reason for the change from
the previous auditors.

Mermaid Co

Mermaid Co's previous auditors expressed a qualified audit opinion. Unicorn & Co should gather
information about the related contingent liability, part of which would involve contacting the previous
auditors. Management's refusal to disclose the contingent liability may indicate a lack of integrity on their
part, which would increase audit risk. Consideration then needs to be given to whether any future non-
disclosure would be material to the group financial statements.

Minotaur Co

Minotaur Co operates in a different business area from the rest of the group, so Unicorn & Co must consider
whether it has staff available with the appropriate level of expertise. This difficulty should be straightforward
for a firm of Unicorn & Co's size to overcome.

(i) A transnational audit means an audit of financial statements which are or may be relied upon outside
the audited entity's home jurisdiction for purposes of significant lending, investment or regulatory
decisions.

This will include the Dragon Group because it is listed on the stock exchange, and also because it is
listed on the stock exchanges of several different countries, and is therefore bound by regulations
emanating from more than one national jurisdiction.

The fact that the group contains many overseas subsidiaries means that their accounts are likely to
be relied upon both at home and abroad, and so are transnational in nature.

(ii) Regulation and oversight of auditors differs from country to country

In some countries audits are self-regulated, whereas in others a legislative approach is used. There is
a risk that auditors of transnational groups may not be sufficiently aware of the requirements in all of
the relevant countries.
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Differences in auditing standards from country to country

Although International Standards on Auditing are now in operation in many countries, these
standards are frequently modified by individual countries. Moreover, not all countries have adopted
the standards.

There is a risk that auditors may not have the required understanding of the relevant auditing
standards in each country.

Variability in audit quality in different countries

It may be the case that the quality of auditing required may differ between relevant countries. There is
a risk either that the auditor does not perform an audit that is up to the required standard in some
countries, or that the audits performed on some overseas subsidiaries are not up to the standard
required to express an opinion on the group financial statements.

18 Ted

Text reference. Chapters 6, 9 and 10.

Top Tips. This was a typical question one in a P7 exam, and as ever you needed to stick closely the scenario to do
well —including reading it carefully.

Part (a) was almost standalone, and although it is better if you can bring bits of the scenario into your answer you
do not strictly have to do so to answer the requirement. It is important to stick to your allotted time here — it may
have been a temptation to go over the 12 minutes available (6 marks x 1.95 minutes).

The wording of the requirement itself was quite complicated, containing several subordinate clauses — to discuss
planning matters, specific to an initial audit engagement, which should be considered in developing the audit
strategy. Yet in the end most planning matters would affect the audit strategy, so your focus should have been
mainly on planning matters for initial audit engagements, provided that the points you come up with are not so
detailed as to be irrelevant to the strategy.

Note that the audit has already been accepted, so matters related to obtaining professional clearance from the
predecessor auditor were not relevant. The predecessor auditor would only be contacted as part of our planning
process. (This is one way in which you needed to bear the scenario in mind in order to answer this question part.)

Although the client is a new client, it has previously been audited so the matters to consider here do not include
matters where the prior year financial statements are unaudited.

Part (b) was a typical P7 question on audit risk. Your approach here should be to work through the scenario, noting
and thinking about audit risks as you spot them.

There were marks available for calculating an item's materiality, and for saying whether or not it was material.
These are easy marks and you should make sure you get them, although there is likely to be a cap on the number of
marks you can get here.

Although a preliminary analytical review has already been performed, there are still marks available for calculating a
few extra figures — for example, profit margins. These are easy marks, but to get them you need to calculate the
comparative as well (ie both this year's margin and last year's margin). Again, these marks are likely to be capped
so don't spend all of your time doing calculations!

The requirement is on audit risk — rather than the risk of material misstatement — so this includes detection risk, as
well as any more practical issues that could affect the audit planning.

Part (c) may have looked harder than it was. You can get quite a few marks for saying simple things like: the need
to vouch the payment for purchasing the investments to the cashbook and bank statement; to review board minutes
for evidence of authorisation; and to review the disclosure note to ensure that disclosure is accurate and complete.
Once you have these points you only need to think of a few more in order to pass this question part. It should go
without saying that you need to make your procedures as specific as possible, eg do not just say 'vouch to
documentation’, but rather state which piece of documentation you would use.
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Easy marks. The marks for calculating and assessing materiality in part (b) are simple. Not to mention the
professional marks: notice that the professional marks are for presentation (among other things), something which
will also help to get your marker on your side.

ACCA examining team's comments. Answers to the first requirement were very mixed in quality, with the best
answers concentrating on practical matters such as reviewing the previous audit firm's working papers, planning
procedures to obtain evidence on opening balances, and ensuring that the audit team developed a thorough
understanding of the business.

Unfortunately the majority of candidates provided generic answers discussing whether or not the firm could take on
the audit, engagement letters, fees, customer due diligence and checking to see if the previous auditors had been
correctly removed from office. It was not relevant to discuss whether the audit firm should take on the client and
associated acceptance issues as it was clearly expressed in the scenario that this decision had already been taken
and consequently answers of this nature scored limited credit.

Other weaker answers discussed general audit planning matters such as the need to determine a materiality level.
This was not tailored to the specifics of this scenario as this would be relevant for any audit. Candidates are
reminded to answer the specific question that has been set, which in this case should have meant answers
focussing on matters relevant to planning an initial audit engagement after the engagement has been accepted.

Some candidates wrote a lot for what was only a six mark requirement. Candidates are reminded that the marks for
each requirement are a guide as to how long should be spent on answering the question. In some cases the
answers to Q1 (a) ran to several pages, leading to time pressure on subsequent answers.

There were some excellent answers to requirement (b), with many responses covering a range of audit risks, all
well explained, and all relevant to the scenario. The best answers demonstrated that a methodical approach had
been applied to the information in the scenario, and the better candidates had clearly worked through the
information logically, identifying the risk factors, then going on to explain them fully and specifically.

The audit risks that were generally dealt with well included those relating to the foreign currency transactions and to
the portfolio of short term investments. The risk relating to whether research and development costs could be
capitalised was also identified by the majority of candidates, but the issue of amortisation was not often discussed.

To achieve a good mark for this type of requirement, candidates should look for a range of audit risks, some of
which are risks of material misstatement and some are detection risks. Candidates however do not need to
categorise the risks they are discussing or to spend time explaining the components of the audit risk model.

When discussing audit risks relating to a specific accounting treatment, well explained answers will include an
evaluation of the potential impact of the risk factor on the financial statements, for example, in this scenario there
was a risk that the short term investments were overstated in value and that profit also was overstated. Materiality
should be calculated when possible, as this allows prioritisation of the risks identified. Strong candidates, as well
as providing detailed analysis and explanation of the risks, also attempted to prioritise the various risks identified
thus demonstrating appropriate judgment and an understanding that the audit partner would want to know about
the most significant risks first. Candidates are reminded that it is those risks that could result in a material
misstatement in the financial statements, which need to be identified and addressed.

Weak answers included answer points that were too vague to be awarded credit. Comments such as "there is a risk
this has not been accounted for properly", "there is risk that this is not properly disclosed" and "there is a risk that
the accounting standard has not been followed" are unfortunately too common and will not earn marks due to the
lack of specificity. It would be beneficial for candidates to review their answers and to consider whether what they
have written would provide the audit engagement partner with the necessary knowledge to understand the risk
profile of the client in question.

Regarding requirement (c), some candidates proved able to provide a good list of recommendations, but this was
the minority. Answers tended to be better in relation to the investment portfolio, with many candidates appreciating
that determining the short-term nature of the investments was an important issue and that the fair value of the
shares at the year end could be agreed to stock market listings. However, most candidates could only provide
vague suggestions such as "discuss with the board" or "agree to supporting documentation’, and in relation to the
fair value of the share many candidates could only suggest to "rely on an expert" which was not necessary given
that the investment relates to the shares of listed companies. Some candidates tried to make the recommended
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procedures much too complicated, not fully appreciating that traded equity shares can be easily valued and
documented.

The procedures in relation to EPS were often very vague, with many candidates only able to suggest a recalculation
of components of the calculation provided, or check the board had approved the calculation, neither of which were
relevant given that the calculation was incorrect. Very few candidates picked up on the fact that the weighted
average number of shares would need to be verified given that the company had a share issue during the year.

(@) Initial audit engagement
Generally up to 1% marks for each point discussed, including:

Communicate with the previous auditor, review their working
papers
Consider whether any previous auditor reports were modified

Consider any matters which were raised when professional
clearance was obtained

Consider matters discussed with management during our firm's
appointment

Need to develop thorough business understanding

Risk of misstatement in opening balances/previously applied
accounting policies
Firm's quality control procedures for new audit clients

Need to use experienced audit team to reduce detection risk
Maximum

(b)  Evaluation of audit risk
Generally up to 1%2 marks for each point discussed, and 1 mark for each
calculation of materiality.
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Management bias due to recent stock market listing — pressure on
results

Management bias due to owner's shareholding — incentive to
overstate profit

Management lacks knowledge and experience of the reporting
requirements for listed entities

Weak corporate governance, potential for Dougal to dominate the
board

Revenue recognition — should the revenue be deferred

Revenue recognition — whether deferred income recognised over
an appropriate period

E-commerce (allow up to 3 marks for discussion of several risks
factors)

Foreign exchange transactions — risk of using incorrect exchange
rate

Forward currency contracts — risk derivatives not recognised or
measured incorrectly

Portfolio of investments — risk fair value accounting not applied
New team dealing with complex issues of treasury management
EPS —incorrectly calculated (allow 3 marks for detailed
discussion)

EPS —risk of incomplete disclosure

Rapid growth — control risk due to volume of transactions

Q

Marks




Profit margins — risk expenses misclassified (also allow 1 mark
for each margin correctly calculated with comparative)
Development costs — risk of over-capitalisation of development
costs

Inventory — year-end counts already taken place, difficulties in
attending inventory counts

Opening balances (give mark here if not given in (a) above)

Procedures on portfolio of investments

Generally 1 mark for each procedure explained:

- Agree the fair value of the shares held as investments to
stock market share price listings

- Confirm the original cost of the investment to cash book
and bank statements

- Discuss the accounting treatment with management and
confirm that an adjustment will be made to recognise the
shares at fair value

- Review the notes to the financial statements to ensure that
disclosure is sufficient to comply with the requirements of
IFRS 9

- Enquire with the treasury management function regarding
disposals and reinvestment

- Review board minutes to confirm the authorisation and
approval of the amount invested

- Confirm the number of shares held to supporting
documentation such as dividend received vouchers

- Review documentation relating to the scope and
procedures of the new treasury management function

Procedures on EPS

Generally 1 mark for each procedure explained:

- Review documentation relating to the scope and
procedures of the new treasury management function

- Review board minutes to confirm the authorisation of the
issue of share capital, the number of shares and the price
at which they were issued

- Confirm the share issue complies with the company's legal
documentation such as the memorandum and articles of
association

- Inspect any other supporting documentation for the share
issue, such as a share issue prospectus

- Recalculate the weighted average number of shares for the
year to 31 May 2015

- Recalculate EPS using the profit as disclosed in the
statement of profit or loss and the weighted average
number of shares

- Discuss with management the existence of any factors
which may impact on the calculation and disclosure of a
diluted EPS figure, for example, convertible bonds

- Read the notes to the financial statements in respect of
EPS to confirm that disclosure is complete and accurate
and complies with IAS 33

Maximum

Maximum

Marks
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Marks
Professional marks for the overall presentation, structure and logical flow of the
briefing notes, and for the clarity of the evaluation and discussion provided.
Maximum

i
IS

Briefing notes

To: Jack Hackett

From: Manager

Subject: Audit of Ted Co, y/e 31 May 20X5
Introduction

These briefing notes will discuss planning matters to consider in relation to the audit strategy of an initial audit
engagement; evaluate the audit risks relevant tot planning the Ted Co ('Ted') audit, and; recommend the principal
audit procedures for the portfolio of investments and the earnings per share (EPS) figure.

(@)  Although professional clearance should already have been obtained, we should consider the effect on our
strategy of any matters that the predecessor auditor may have brought to our attention. The reason for the
predecessor auditor's resignation should be established, as this may have a bearing on our assessment of
risk and planning of resources for the audit.

ISA 300 Planning an audit of financial statements suggests contacting the predecessor auditor in order to
review their working papers (as long as this is not prohibited by laws or regulation). This would help Craggy
& Co ('Craggy') to plan its audit if there are any matters which would still be relevant to the current year,
such as accounting policies. It is possible, however, that the predecessor auditor may refuse access to their
working papers.

Although last year's auditor's opinion was unmodified, if any previous years' auditors' reports were modified
then the reason for the modification(s) should be sought, as the matter(s) may continue to be relevant in the
current year.

It is possible that, during the appointment process, matters were discussed which might have a bearing on
the audit, eg there might have been a discussion of accounting policies. This may affect the audit strategy.

Craggy must obtain evidence on opening balances. Procedures should be performed on whether they have
been brought forward correctly, and whether accounting policies are consistent.

Understanding the entity is crucial with an initial audit engagement, and this understanding would clearly
have an impact on the audit strategy. It would help Craggy to decide on the areas of audit risk, would
facilitate analytical review, and would help to plan practical matters such as the use of auditor's experts.

(b)  Development costs
Development costs capitalised are 43% of total assets. This is material.

The 65.7% increase over last year is significant, so there is a risk of misstatement. Given that $100m was
invested, however, capitalising 58% may be reasonable; this can only be known once audit evidence has
been obtained in this area. Professional scepticism will be important, given the highly material nature of the
asset but also the risk of management bias (see below).

Development costs are capitalised only when they meet the IAS 38 Intangible assets criteria, such as
whether it is probable that future economic benefits will flow to the entity, whether the cost can be measured
reliably, whether the asset is technically and commercially feasible, or whether Ted has the resources to
complete the development. Costs not meeting these criteria are expensed in profit or loss.

Overseas manufacturing

Overseas manufacture of physical product brings a detection risk in relation to inventory. For example, it
may be difficult for the firm to attend inventory counts overseas at the year end if inventory is held overseas,
in which case alternative sources of evidence should be consulted.

Website sales
25% of revenue is generated through the website. This is material.
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There is a control risk here, and this is particularly acute given the company's rapid expansion — there is a
danger that the website cannot cope with a large increase in sales, which could affect the figures reported in
the financial statements.

There is a detection risk, because the website may not leave a significant audit trail.

There is a cut-off risk, because it may be difficult to determine the exact time when performance obligations
are satisfied in line with IFRS 15 Contracts with customers, ie when control is passed from Ted to the
customer.

Licence income
Deferred income from licences is 13.4% of total assets. This is material.

This income should be accounted for in line with IFRS 15, and again it may be difficult to determine exactly
when performance obligations are satisfied. This depends on whether the promise to grant a license
includes any other promised goods or services, for example whether the software will be updated during the
period of the licence. If no such goods or services are included, then it may be that performance obligations
are satisfied at that point in time, ie when the licence is sold. In this case no licence income should be
deferred at all and there is a material misstatement, understating revenue and overstating assets. The audit
plan should ensure that sufficient resources are devoted to this technical area.

Listing
Ted obtained a listing during the year, which brings a risk of manipulation. This is an inherent risk at the
financial statement level. Management will want to present good results for the new (and potential)

shareholders, so there is an incentive to overstate profit and assets. Profit before tax is up 48.1%, and there
is a risk that this is overstated.

The listing may bring further reporting responsibilities (eg in relation to earnings per share), so there is a
risk of misstatement here which is heightened given that it is probably the first time this has been reported.

Many shares are held by institutional investors, bringing an increased level of scrutiny to the financial
statements and the audit process. This increases the risk of litigation to the auditor.

Corporate governance

Corporate governance structures do not appear to be strong: there are too few non-executive directors, and
there is no internal audit department. There is a risk of Dougal Doyle dominating the board and influencing
the preparation of the financial statements. This is amplified by the incentive for management bias in relation
to the listing.

Foreign exchange

Ted must have significant foreign currency transactions, as it sells in over 60 countries and manufactures
products overseas. The risk is that IAS 21 The effects of changes in foreign exchange rates is not followed.
IAS 21 requires all items to be translated into Ted's functional currency ($) when the transactions occur
(historical rate). All monetary balances at the year end must then be retranslated at the closing rate.
Misstatements may occur in either of these processes, leading to over- or under-statement of assets,
liabilities, income, expenses, and exchange gains or [0sses.

The establishment of a treasury management function may help reduce this risk by improving controls.
However, the fact that the team is new may mean it takes time to become effective, and there is a risk of
mistakes being made while it gains experience.

The use of forward contracts to try to manage business risk represents an audit risk. First, unless they are
managed properly, these contracts may not have the desired effect (the team is new), which could result in
an audit risk if problems occur. Second, they are derivative financial instruments and are accounted for in
line with IFRS 9 Financial instruments. This is complex, and there is a risk that not all contracts may be
identified. Further, the contracts should be measured at fair value, which may be difficult and judgemental to
determine. Hedge accounting rules must be followed, which are complex in nature. Taken together there is a
significant control risk in this area.

Investment portfolio
The cost of the shares of $8m is 6% of total assets. This is material.
The fall in value of $2m is 25% of profit before tax. This is material.
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In line with IFRS 9, shares held in the short term as a speculative investment should be held at fair value
through profit or loss (they are not being held to collect contractual cash flows). They are currently held at
cost, which is therefore incorrect. They should be remeasured to fair value; if this is not done, then both
profit and total assets are overstated by $2m.

The fact that such a large sum of money was lost on speculative investments raises a number of questions.
This seems an ill-advised venture, and it is not clear why Ted has established a new treasury function which
has spent (and lost) such sums speculating in shares, outside the company's principal activity. This may be
further evidence of poor governance, and a lack of internal control which could affect the assessment of
audit risk.

Rapid growth

Ted has grown rapidly in recent years, which often results in control risk as systems and people struggle to
keep up with both greater volumes and new types of transactions. This may be the case here, as a lack of
proper governance and control structures appears evident in several places.

Earnings per share (EPS)

IAS 33 Earnings per share requires the EPS calculation to be based on profit (or loss) attributable to
ordinary shareholders, from the statement of profit or loss. To calculate it otherwise is a material
misstatement. It is possible to present an alternative figure in the notes to the financial statements, however.

There are two further errors in the EPS calculation. Profit before tax should not be used, and the number of
shares used should be a weighted average for the year — not just the number at the year end, as here.

This is significant given the new listing during the year which will expose Ted to significant scrutiny in this
area.

Profit margins

Gross margin 65,000 / 98,000 = 66.3% 40,000/ 67,000 = 59.7%
Operating margin 12,000/98,000 = 12.2% 9,200/ 67,000 = 13.7%

There is a risk that the coincidence of a rising gross margin with a falling operating margin is a result of the
misclassification of expenses between cost of sales and operating expenses. This could also indicate an
understatement of cost of sales. Alternatively, it could be that Ted has simply incurred more operating
expenses as it has grown, for example backroom and administrative functions (such as treasury
management). In any case, explanations need to be obtained of the reasons for this discrepancy.

c) (@) Procedures on investment portfolio
. Agree fair value of shares to stock market listings at 31 May 20X5.
. Confirm original cost of investment to cash book and bank statements.

o Discuss accounting treatment with management and confirm that an adjustment will be made
to recognise the shares at fair value.

° Review notes to the financial statements to ensure that disclosure is sufficient.

o Enquire with treasury management function whether there have been any disposals of the
original shares and reinvestment of proceeds into the portfolio.

. Review board minutes to confirm authorisation and approval of the investment.

o Review documentation relating to the scope and procedures of the new treasury management
function, for example, to understand how the performance of investments is monitored.

. For investments from which dividends have been received, confirm the number of shares held
to supporting documentation, eg dividend certificates.

(i) Procedures on EPS
. Discuss IAS 33 with management and request it to recalculate EPS in line with IAS 33.

. Review board minutes to confirm authorisation and details of issue of share capital.
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) Inspect supporting documentation for the share issue, eg share issue prospectus.

Confirm that share issue complies with company's legal documentation, eg memorandum and
articles of association.

. Recalculate weighted average number of shares for the year to 31 May 20X5.
. Recalculate EPS using the correct figures for profit and number of shares.

o Discuss with management whether there is anything that may affect the calculation of diluted
EPS, eg convertible bonds.

. Read the notes to the financial statements in respect of EPS to confirm that disclosure
complies with IAS 33.

Conclusion

These briefing notes depict a high level of audit risk for this engagement, which is due to the possibility of
management bias and a number of indicators of poor internal controls.

19 Francis

Text reference. Chapter 12.

Top Tips. This question may have been deceptively simple; it really was a question about goodwill, a non-adjusting
event and intercompany transactions. It was therefore quite possible to score well.

Throughout the question, your evidence points need to be as specific as possible, stating the evidence that you
would want to see (eg the particular document — purchase documentation, say), and then why you want to see it. A
simple list of pieces of evidence is unlikely to score well if it does not also say why the evidence is needed.

In part (a), you need to go through the various pieces of information thinking of what might go wrong in relation to
each of them. Some housekeeping points in relation to FR: goodwill is not amortised; assets are revalued to fair
value on acquisition, which does not involve a revaluation reserve; loans are held at amortised cost using an
effective interest rate.

In part (b), it should be clear that this event is non-adjusting. Always try to think of when the obligating event
happened — in this case it was after the year end, so it is never going to require adjustment to the financial
statements. Mentioning IAS 37 in relation to the contingent asset is OK, but not strictly relevant because it's a non-
adjusting event, so the fact that it may not be virtually certain to be received does not really matter. With this part of
the question, there were so many marks available for calculating materiality that if you got them, you could still
pass this part of the question even if you were wrong about the non-adjusting event.

In part (c), there may have been some confusion about what was being asked for. The ACCA answer focuses on the
issues that would arise in the Group financial statements, which is valid on the grounds that the question states that
your firm is the Group auditor. However, the question also states that your firm audits all components of the Group.
The requirement does not specify whether the working papers being reviewed relate to the Group audit only or the
audit of components as well. Therefore in BPP's view it would be legitimate to discuss issues arising in the audit of
the individual components, although it would not have been possible to calculate component materiality with the
information provided.

Note that throughout this question, the evidence points in particular are far more comprehensive in our answer than
any candidate would be able to include in their exam answer.

Easy marks. There are plentiful marks just for calculating materiality in each section, and for saying whether or not
an item is material.

ACCA examining team's comments. This type of requirement is common in paper P7, and it was encouraging to
see that many candidates had obviously practised past exam questions containing similar requirements. Most
candidates approached each of the issues in a sensible manner by firstly determining the materiality of the matters
involved, considering the appropriate financial reporting treatment and risk of misstatement, and then providing
some examples of appropriate audit evidence relevant to the matters discussed. However, the question was not well
attempted by all, and it was usually a lack of knowledge of financial reporting requirements, and / or an inability to
explain the relevant audit evidence that let some candidates down.
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Requirement (a) related to an acquisition of a subsidiary that had taken place during the year. A goodwill
calculation had been provided, along with information regarding a fair value adjustment relevant to the net assets of
the subsidiary at acquisition. In addition, a loan had been taken out to finance the acquisition and information
relating to the interest rate and loan premium was given in the scenario.

Candidates were able to achieve a good mark here if they tackled each component of the information provided in
turn and used that approach to deliver a structured answer. In relation to the goodwill calculation, many candidates
identified that no impairment had been recognised, and therefore that the goodwill balance may be overvalued. Only
the strongest candidates mentioned that a significant drop in the Group's profit for the year meant that it would be
very likely that an impairment loss should be recognised. It was worrying to see how many candidates referred to
the need for goodwill to be amortised over a useful life —a practice that has not been allowed under IFRS 3
Business Combinations for many years. Fewer candidates touched on the measurement issues in relation to the
non-controlling interest component of goodwill, which was usually ignored in answers. Looking at the fair value
adjustment to net assets, most candidates recognised that this would be a subjective issue and that ideally an
independent valuer's report or due diligence report would be required as audit evidence to justify the adjustment.
Weaker candidates thought that the accounting treatment of goodwill was incorrect and set about correcting the
perceived errors.

The loan element tended to be well dealt with — most candidates seemed to be aware of the principles of IFRS 9
Financial Instruments in discussing the financial reporting implications of the loan taken out to finance the
acquisition, and the need to measure the loan at amortised cost including the premium was frequently identified. It
was encouraging to see many candidates also refer to the extensive disclosure requirements that would be
necessary in relation to the acquisition itself, as well as the loan, and that a significant risk would be insufficient
disclosure in the notes to the financial statements.

Some incorrect accounting treatments frequently discussed included:

. Goodwill should be amortised over an estimated useful life (discussed above)

o Goodwill only needs to be tested for impairment when indicators of impairment exist

o Non-controlling interest should not be part of the goodwill calculation

o Borrowing costs should be capitalised into the cost of investment / goodwill figures

o Fair value adjustments are not required and are an indication of fraudulent financial reporting

The evidence points provided by candidates for this requirement tended to revolve around recalculations of the
various balances, and confirming figures to supporting documentation such as the loan agreement, purchase
documentation and due diligence reports. These were all valid evidence points but it would benefit candidates to
consider a wider range of evidence that may be available especially in relation to the more subjective and therefore
higher risk elements, for example a discussion with management regarding the need for an impairment review of
goodwill or a review and assessment of the methods used to determine the fair value of the non-controlling interest.

Requirement (b) related to a natural disaster that had taken place two months after the year end, resulting in the
demolition of the Group's head office and main manufacturing site. The Group had claimed under its insurance an
amount in excess of the value of the demolished property, and the whole amount of the claim was recognised in the
statement of financial position as a current asset and deferred income. This requirement was generally well
answered, with almost all candidates correctly determining the materiality of the property complex and the
contingent asset. Most candidates also appreciated that the auditor should consider the event to be a non-adjusting
event after the reporting date, requiring disclosure in the notes to the financial statements, in line with the
requirements of IAS 10 Events after the Reporting Period. The audit evidence suggested was usually relevant and
sensible, tending to focus on the insurance claim, discussing the need for demolition with management, and
evidence from documents such as health and safety reports on the necessity for the demolition. Many answers
identified that a key part of the audit evidence would be in the form of a review of the sufficiency of the required
notes to the financial statements describing and quantifying the financial implications of the non-adjusting event. In
a minority of scripts candidates suggested that the event was actually an adjusting event and that impairment of the
property complex should be recognised in this financial year.

Weaker answers to this requirement suggested that the event should be recognised by impairing the property
complex and recognising the contingent asset. However, encouragingly even where candidates had discussed the
incorrect accounting treatment, the evidence points provided were generally appropriate to the scenario.
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Requirement (c) for six marks briefly described the details of intercompany trading that had taken place between
components of the Group resulting in intercompany receivables and payables in the individual financial statements
of the components, and inventory within the recipient company including a profit element. Most candidates
correctly determined that at Group level the intercompany transactions should be eliminated and that a provision for
unrealised profit would be necessary to remove the profit element of the transaction. Most candidates also correctly
calculated the relevant materiality figures and could provide a couple of evidence points. The main concern with
responses to this requirement was that they were often brief, with the audit evidence described usually amounting
to little more than recalculations and "check the elimination has happened".

In summary Question Two was well attempted by many candidates, with the matters to consider element of the
requirements usually better attempted than the audit evidence points. As in Question One, it was clear that many
candidates had practised past questions of this type and were well prepared for the style of question requirement.

Marks

(@)  Teapot Co

Matters:

- Materiality of the goodwill

- Purchase price/consideration to be at fair value

- Risk of understatement if components of consideration not
included

- Non-controlling interest at fair value — determination of fair value if
Teapot Co is listed

- Non-controlling interest at fair value — determination of fair value if
Teapot Co is not listed

- Use of fair value hierarchy to determine fair value

- Risk that not all acquired assets and liabilities have been
separately identified

- Risk in the measurement of acquired assets and liabilities —
judgemental

- Additional depreciation to be charged on fair value uplift

- Group accounting policies to be applied to net assets acquired on
consolidation

- Impairment indicator exists — fall in revenue

- Impairment review required regardless for goodwill

- Risk goodwill and Group profit overstated if necessary impairment
not recognized

- Loan — initial measurement at fair value

- Loan — subsequent measurement at amortised cost

- Risk effective interest not properly applied — understated finance
cost and liability

- Risk of inadequate disclosure in relation to financial liability

Evidence:

- Agreement of the purchase consideration to the legal
documentation, and a review of the documents

- Agreement of the $75 million to the bank statement and cash book

- Review of board minutes for discussions relating to the
acquisition, and for board approval

- A review of the purchase documentation and a register of
significant shareholders of Teapot Co to confirm the 20% non-
controlling interest
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If Teapot Co's shares are not listed, a discussion with
management as to how the fair value of the non-controlling
interest has been determined and evaluation of the
appropriateness of the method used

If Teapot Co's shares are listed, confirmation that the fair value of
the non-controlling interest has been calculated based on an
externally available share price at the date of acquisition

A copy of any due diligence report relevant to the acquisition,
reviewed for confirmation of acquired assets and liabilities and
their fair values

An evaluation of the methods used to determine the fair value of
acquired assets, including the property, and liabilities to confirm
compliance with IFRS 3 and IFRS 13

Review of depreciation calculations, and recalculation, to confirm
that additional depreciation is being charged on the fair value uplift
A review of the calculation of net assets acquired to confirm that
Group accounting policies have been applied

Discussion with management regarding the potential impairment
of Group assets and confirmation as to whether an impairment
review has been performed

A copy of any impairment review performed by management, with
scrutiny of the assumptions used, and re-performance of
calculations

Re-performance of management's calculation of the finance
charge in relation to the loan, to ensure that effective interest has
been correctly applied

Agreement of the loan receipt and interest payment to bank
statement and cash book

Review of board minutes for approval of the loan to be taken out
A copy of the loan agreement, reviewed to confirm terms including
the maturity date, premium to be paid on maturity and annual
interest payments

A copy of the note to the financial statements which discusses the
loan to ensure all requirements of IFRSs 7 and 13 have been met

Maximum
(b)  Subsequent event

Matters:

- Materiality of the asset (calculation) and significance to profit

- Identify event as non-adjusting

- Describe content of note to financial statements

- Consider other costs, eg inventories to be written off

- Contingent asset/deferred income should not be recognised

Evidence:

- A copy of any press release/media reports

- Photographic evidence of the site after the natural disaster and of
the demolished site

- A copy of the note to the financial statements describing the event

- A schedule of the costs of the demolition, with a sample agreed to
supporting documentation

- A schedule showing the value of inventories and items such as
fixtures and fittings

- A copy of the insurance claim

- Confirmation of the removal of the contingent asset from the
financial statements

Maximum
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Marks
(c)  Intercompany trading
Matters:
- Materiality of the intercompany balance and the inventory
- At Group level the intercompany balances must be eliminated
- If they are not eliminated, Group current assets and liabilities will
be overstated
- A provision for unrealised profit may need to be recognised in
respect of the inventory
Evidence:
- Review of consolidation working papers to confirm that the
intercompany balances have been eliminated
- A copy of the terms of sale scrutinised to find out if a profit margin
or mark up is part of the sales price
- A reconciliation of the intercompany balances between Roberts Co
and Marks Co to confirm that there are no other reconciling items
to be adjusted, eg cash in transit or goods in transit
- Copies of inventory movement reports for the goods sold from
Marks Co to Roberts Co to determine the quantity of goods
transferred
- Details of the inventory count held at Roberts Co at the year end,
reviewed to confirm that no other intercompany goods are held at
the year end
Maximum 6
25

(@  Goodwill
Goodwill is 6% of total assets, and is therefore material.
Impairment

Management should review goodwill for impairment at the end of the year. No impairment loss has been
recognised, and there is a risk that this is because no impairment review was conducted.

Group profit has declined by 30.3% ($10m / $33m) and assets have declined by 1.1% ($5m / $455m).
These are both impairment indicators, although it is possible that the downward trends do not relate to
Teapot Co's ('Teapot') activities. In any case, there is a risk that assets and profit are both overstated.

Consideration

Consideration should be measured at its fair value. There is a risk that the calculation is incomplete, eg if
there is any deferred or contingent consideration not included.

Non-controlling interest (NCI)

IFRS 3 Business combinations permits NCI to be measured at fair value, so this is acceptable. However there
is a risk in relation to the estimation of fair value. If Teapot is listed then this is just the market price of the
shares and is reliable, however if it is not listed then the estimation must be done in line with IFRS 13 Fair
value measurement. This involves an element of judgement, the basis of which must be clearly understood
by the auditor.

Net assets

There is a risk that not all net assets will be identified, or that the estimation of their fair values is not
reliable. Some form of due diligence should have been performed as part of the acquisition, which may have
valued the business and identified its assets and liabilities.
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Fair value adjustment

The adjustment of $300,000 is not material, at less than 1% of total assets. However, additional depreciation
should be charged at group level on these assets (also not material).

Loan
The loan is 13.3% of total assets, and is material.

Under IFRS 9 Financial instruments it is measured at its fair value when initially recognised, and then
subsequently at amortised cost as it is not held for trading (although there is a fair value option).

An effective interest rate should thus be used to allocate the premium over the 20-year life of the loan. There
is a risk that the finance charge is not calculated using the effective rate, or that the premium is recognised
incorrectly (for example, it may be recognised as a liability at its present value, which is incorrect).

IFRS 7 Financial instruments: disclosure contains extensive disclosure requirements, and there is a risk of
misstatement in respect of inadequate disclosures in relation to the loan.

Evidence

. Agreement of consideration to legal documentation, reviewing to ensure that the figures included in
the goodwill calculation are complete.

. Agreement of $75 million to bank statement.
. Review of board minutes for discussions of acquisition, and for approval of the acquisition.

. Review of purchase documentation, and a register of significant shareholders of Teapot Co, to
confirm 20% NCI.

. If Teapot Co's shares are not listed, discuss with management how the fair value of the NCI was
determined and evaluation of the appropriateness of the method used. I

. If Teapot Co's shares are listed, confirmation that the fair value of NCI was calculated based on an
externally available share price at the date of acquisition.

o Copy of due diligence report, reviewed for details of assets and liabilities and their fair values.

. Evaluation of methods used to determine fair value of assets and liabilities to confirm compliance
with IFRS 3 and IFRS 13.

. Review of depreciation calculations, and recalculation, to confirm that additional depreciation is being
charged on fair value uplift.

. Review of the calculation of net assets acquired to confirm that Group accounting policies have been
applied.
. Discussion with management regarding the potential impairment of Group assets and confirmation of

whether an impairment review has been performed.

. Copy of any impairment review performed by management, with scrutiny of the assumptions used,
and re-performance of calculations.

. Re-performance of management's calculation of the finance charge on the loan, to ensure that the
loan premium has been correctly accrued.

. Agreement of the loan receipt and interest payment to bank statement.

. Review of board minutes for approval of the loan to be taken out.

. Copy of the loan agreement, reviewed to confirm terms including the maturity date, premium to be I
paid on maturity and annual interest payments.

o Copy of the note to the financial statements which discusses the loan to ensure all requirements of
IFRSs 7, 9 and 13 have been met.




(b)  Property
The carrying value is material, at 3.6% of total assets ($16m / $450m).

Under IAS 10 Events after the reporting period, the natural disaster is a non-adjusting event because it
relates to conditions which did not exist until several months after the year end. Therefore, the value of the
property complex should not be written off in the 20X4 financial statements.

The event should be disclosed in a note describing its impact, and quantifying its anticipated effect on next
year's financial statements. Consideration should be given to any other effects, eg other damage sustained
in the disaster, and the costs of the demolition itself.

Contingent asset
The contingent asset is material, at 4.0% of total assets (=$18m / $450m).

This should not have been recognised, as it also relates to a non-adjusting event deriving from conditions
which did not exist at the end of the reporting period. This fact is saliently admitted by the recognition as
'deferred income’, which is itself incorrect because the amount has not yet been received.

Evidence

. Copy of any press release made by the Group after the natural disaster, and relevant media reports of
the natural disaster, in particular focusing on its impact on the property complex.

o Photographic evidence of the site after the natural disaster, and of the demolished site.

. Copy of the note to the financial statements describing the event, reviewed for completeness and
accuracy.

o Schedule of the costs of the demolition, with a sample agreed to supporting documentation, eg
invoices for work performed.

. Schedule showing the value of inventories and items such as fixtures and fittings at the time of the
disaster, and confirmation that this is included in the costs described in the note to the financial
statements.

o Copy of the insurance claim and correspondence with the Group's insurers to confirm that the

property is insured.

. Confirmation that an adjustment has been made to reverse out the contingent asset and deferred
income which has been recognised.

(c)  Intercompany trading

Intercompany receivables and payables are 4.4% of Group assets, and are material. The inventory is 11% of
Group assets, and is also material.

Intercompany balances should be eliminated on consolidation. There is a risk that this has not been done
correctly, overstating Group assets and liabilities.

If these transactions included a profit element then Group inventory needs to be reduced in value by an
adjustment for unrealised profit. If this is not made then Group assets and profits will be overstated.

Individual companies

It is not clear why Roberts Co has recognised inventory at $50m but a payable at $20m, or where the
remaining $30m (credit) has been recorded. If it is because the goods were sold at a markup of $30m, then
the inventory can continue to be recognised at the cost of $50m, but the payable must also be $50m. These
amounts need to be recognised, and more information is needed on why there is a mismatch within Roberts
Co's own records.

The transaction should be disclosed in the financial statements of each individual company in line with IAS
24 Related party disclosures.

Evidence

o Review of consolidation working papers to confirm that intercompany balances were eliminated.
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. Copy of terms of sale between Marks Co and Roberts Co, showing whether a profit margin is part of
the sales price.

. Reconciliation of intercompany balances between Roberts Co and Marks Co to confirm that there are
no other items to be adjusted, eg cash in transit or goods in transit.

. Copies of inventory movement reports for the goods sold from Marks Co to Roberts Co, to determine
the quantity of goods transferred.

. Details of the inventory count held at Roberts Co at the year end, reviewed to confirm that no other
intercompany goods are held at the year end.

20 Mac

Text references. Chapters 2, 14 and 16.

Top tips. For part (a) remember that you need to apply your answer to the company in the question — don't just list
things you've learned from the study text! For part (b), it is important that you show that you aware of the what
ISAs 610 and 402 say, and again that you are specific to the scenario in the question. Part (c) should have been
quite straightforward provided that you were specific in your answer, and part (d) was probably the easiest part of
the question. Don't miss out on the presentation marks!

Easy marks. These are available in part (d).

ACCA examining team's comments. The majority of candidates responded reasonably well to this question, though
many answers did not reach their full potential by not being applied to the question scenario. A number of
candidates performed well on requirement (a), some achieving the maximum six marks. These candidates identified
the benefits and explained the point with specific reference to Mac Co, as required. A significant number of candidates
provided disadvantages of outsourcing the internal audit function — which was not asked for, and earned no marks.
Candidates must read the requirement carefully to avoid this kind of mistake.

For requirement (b), the majority of answers were too brief and vague, simply saying that the external auditor would
be able to place more reliance on internal controls, but failing to develop the answer beyond that observation.

Requirement (c) asked for procedures that could be used to quantify the loss suffered by Mac Co as a result of the
fraud. On the whole, answers were unsatisfactory. Many candidates began their answer with an unnecessary
description of forensic audit, while other wasted time suggesting controls that should have been in place to prevent
the fraud from happening in the first place.

For requirement (d), the section dealing with responsibilities in relation to fraud was generally well dealt with. The
section dealing with audit committees was less well answered, though most candidates managed to at least explain
a couple of benefits of establishing a committee. Drawbacks were often not provided or were just one word answers
eg 'costly’ or 'bureaucratic'. The main problem with answers however was a lack of application to the question
scenario — eg candidates seemed to forget that they were advising the directors of a company which had recently
suffered a fraud and failed to point out that a stronger control environment which an audit committee would help to
create would deter further frauds from occurring.

Marks

(@)  Benefits of outsourcing internal audit

Up to 1%2 marks per point evaluated:

- Improved quality/experience

- Greater authority

- Bigger resource base

- Independent viewpoint

- Better ability to focus and prioritise issues

- Finance function benefits from staff reassigned

Maximum 6
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Marks
(b)  Impact of outsourcing on the external audit

Generally 1 mark per point:

- Assess extent of reliance per ISA 610/402

- Likely to place greater reliance than previously

- Impact on audit strategy — less substantive procedures

- More efficient audit/lower fees

- Need to document and evaluate changes to systems/controls

- Access to information and working papers

Maximum 4

(c)  Procedures regarding fraud

Up to 1 mark per procedure:

- Review process for adding approved suppliers to list

- Review all payments authorised by the account manager

- Use CAATS to identify suppliers with same bank details

- Supplier statement review

- Select invoices and trace to supporting documentation

- Consider likelihood of insurance reimbursement

- Consider prosecution of account manager and recovery of funds

Maximum 4

(d)  Report to client on audit committees

Professional marks to be awarded for format (heading, introduction, conclusion)
- 1 mark, and clarity of explanation, use of language appropriate to client
- 1 mark
Generally 1 mark for each comment from list below:
(i) Responsibilities in relation to fraud:

- Management primary responsibility

- Management responsible for controls and culture of entity

- Auditor only responsible for detection of frauds with material

financial statement impact
- Auditor not responsible for prevention but does make
recommendations on controls

- Both review strength of systems and controls
(i) Benefits and drawbacks

- Increase confidence/credibility

- Stronger control environment

- Bring external experience/expertise

- Provide impartial consultation

- Easier to raise finance/gain listed status

- Problems in recruitment

- Expense

Maximum — technical

Professional marks
Total

1
|~

(a)  Staff

Lindsay only qualified recently, and the two other internal auditors are still studying for their professional
qualifications. There is therefore a question mark over whether the team as a whole is sufficiently technically
competent and experienced to do the work required of it.

An external provider would have access to good quality staff. This would improve the quality of work done,
and would release Mac Co from the burden of training unqualified staff.
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Authority

It appears that Lindsay's recommendations lack sufficient authority for them to be taken seriously by
managers, possibly because she is only recently qualified and was previously a junior manager. An external
provider may command greater authority, so that its recommendations may be more likely to be followed.

Independence

At present the internal audit team reports to the finance director, and there is therefore a chance of it being
reluctant to criticise the finance department overtly. An external provider would be under no such
restrictions.

Resources

The internal audit department appears to be under-resourced, as it lacks the time to perform much testing of
financial or operational controls. Outsourcing would give immediate access to a well-resourced internal audit
function.

Focus

At present internal audit seems to lack focus, or a specific remit. Ilts work seems to be determined by the
finance director's priorities. An external provider would be able to focus on the full range of internal audit
work.

Staff to finance department

Moving Lindsay and her team into the finance department is likely to improve the control environment and
the embedding of controls procedures within the organisation, as the team will bring with it the perspective
they have gained from working in internal audit.

ISA 610 Using the Work of Internal Auditors and ISA 402 Audit Considerations Relating to an Entity Using a
Service Organisation should be considered here. In line with ISA 610, the auditor will have to consider:

. Internal audit's organisational status, and relevant policies and procedures
. Internal audit's competence
. Whether internal audit's approach is systematic and disciplined

The external auditor will then evaluate the specific internal audit work they are interested in. ISA 402 requires
the auditor to consider the impact that outsourcing internal audit will have on Mac Co's accounting and
control systems.

It is likely that Manhatten & Co will place more reliance on an outsourced internal audit function than on the
present internal audit team, as such a function is likely to provide work of better quality. This may lead to a
reduced audit fee, which will be helpful for Mac Co in view of its concerns over cash flow.

If new internal control procedures are implemented as a result of outsourcing internal audit, this may
increase the amount of audit work required. Alternatively, the amount of audit work could decrease if new
procedures are very significantly better than the old ones.

Procedures to quantify loss include:

. Use of computer techniques to identify other payments made to the account manager's bank
account, and consideration of whether these payments are legitimate

. Review of all suppliers to whom payments were approved by this manager, and comparison with the
list of approved suppliers

. Testing a sample of payments to each supplier back to invoice, and then tracing the transaction
through to existence in the form of delivery notes, etc

. Review terms of insurance cover taken out by Mac Co with a view to a possible claim

. Discussion with legal counsel over whether any reimbursement might be received from the manager

in the event of charges being pressed




(d)  Report

To: D. &S. Hudson
Re:  Auditor's responsibilities on fraud; audit committees

Introduction

The objectives of this report are to explain the responsibilities of the external auditor and management
regarding fraud, and to outline the benefits and drawbacks of Mac Co establishing an audit committee.

(i) Responsibilities on fraud

According to the International Standard on Auditing (ISA) 240 The Auditor's Responsibilities Relating
to Fraud in an Audit of Financial Statements, the primary responsibility for preventing and detecting
fraud lies with those charged with governance and management of an entity. Management does this
by establishing a system of operational and financial controls, along with an appropriate cultural
environment for those controls, to reduce the risk of fraud taking place.

The auditor's responsibility is to obtain reasonable assurance that the financial statements are free
from material misstatement, whether due to fraud or error. The auditor is only responsible for
detecting fraud, therefore, insofar as it affects the accounts (by causing a material misstatement). For
instance, the fraud recently perpetrated by an account manager in Mac Co may not have had a
material impact on the financial statements, in which case the auditor would not have been
responsible for detecting it.

There is some overlap between the responsibilities of management and the auditor on internal
controls, in that both have to make an assessment of the effectiveness of controls. It is possible that
the auditor may recommendation to management ways for it to improve the effectiveness of controls.
The key difference, however, is that it is the responsibility of management alone to implement a
system of controls that prevent and detect fraud.

(i)  Audit committees
The benefits to Mac Co of an audit committee include:

. Increased confidence in the credibility of financial reports. This may help Mac Co to raise
external finance in the future if required.

. The committee would specialise in financial reporting problems and to some extent discharge
the directors' responsibilities in that area. This would free the executive directors to devote
their attention to management.

. The committee would take on many responsibilities in relation to the external auditor,
including making recommendations on auditor appointment, assessing auditor independence
and working with the auditor to improve audit quality.

o In case of conflict between the executive directors (eg the finance director) and the employees
(eg internal audit), the committee may provide an impartial body for the external auditor to
consult.

. Establishing the committee should help improve the control environment, which would help to

prevent future frauds, and may improve the efficiency and the cost of the external audit.

o An audit committee is a requirement of many corporate governance codes, and if in future
Mac Co wishes to seek a listing, it would have to establish an audit committee anyway.

o Members of the audit committee would bring valuable business skills and knowledge into the
company. They would be mainly non-executive directors, who would provide impartial advice
and guidance to the executive directors. This could be particularly valuable in a family-owned
business such as Mac Co.

The drawbacks to Mac Co of having an audit committee include:

. Cost. Members of the committee should ideally have a high level of experience and expertise,
for which they would require a substantial fee.
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. It can be difficult to recruit audit committee members with a level of experience sufficient for
the committee to be really effective.

Conclusion

This report distinguishes between the responsibility of management, for preventing and detecting fraud and for
establishing a system of internal controls to do this, and that of the auditor, which is for detecting material
misstatements.

An audit committee would provide Mac Co with a number of benefits, particularly in view of what may be a relatively
weak control environment at present. However, the costs and difficulties associated with establishing such a
committee must be considered carefully.

21 Distant

Text reference. Chapter 15

Top tips. This question looks at the topic of the audit of performance information in the public sector. Part (a)
covers the audit of performance measured in terms of KPIs, and may have proved difficult. The key to scoring well
on this question is thinking practically about the scenario, and in particular about any differences you can spot
between what the KPI is intended to measure, and what it actually measures in reality. Note that you do not need to
come up with exactly the same points as the model answer in order to score well.

Marks
Assessment of usefulness S
(a) ¥ mark per valid point, up to 2 marks in total per KPI 7
(b) ¥ mark per valid KPl recommended 2
(c) ¥ mark per valid procedure identified 6
Total 15

Academic performance — % pupils achieving A grade in June exams at age 11

(@)  This KPI is specific and measurable. It specifies a definite set of exams for a definite set of pupils, and the
percentage of pupils achieving an A grade is clearly measurable.

However, it does suffer from several difficulties.

First, focusing on just one set of exams runs the risk of anomalous results which are not statistically
significant. Poor performance on this metric could simply be unlucky, and the same set of pupils sitting an
exam on a different day could perform significantly differently. This could be remedied by using a metric that
includes more than one set of exams, for example exams for more than one year group, or winter and
summer exams.

Second, by measuring A grades alone only the relatively small number of pupils at the top of the
achievement spectrum are focused on, ie those who are capable of achieving an A grade. The performance
of many of the pupils is not included in this KPI. This could be improved upon by measuring a broader
spectrum of achievement, for example the % of pupils achieving grades A to C (on a range of A to F).

Third, it is likely to be the case that many of Distant Primary's pupils are from socially disadvantaged
backgrounds, which may mean that in absolute terms they achieve fewer top grades than pupils from more L
socially advantageous backgrounds. One way of trying to control for this would be to measure not the

absolute grades achieved by pupils, but rather their relative improvement (or deterioration) during their time

at the school. This could be measured by for example as the change in the percentage of pupils achieving

grades A to C from year to year. The school as a whole could be measured as the average percentage

change.
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(b)  Analternative KPI in this area might be:
Average % change in % pupils achieving grades A to C in end of year examinations from ages 7 to 11.

(c)  Evidence should be obtained from published examination results for all end of year exams taken by pupils
aged 7 to 11. From this it would be possible to recalculate the total number of grades A, B and C as a % of
the number of pupils sitting the exam. The average % change from year to year could then be calculated
from this.

School attendance — Average % pupils absent from registration 8:30am

(@)  This KPI fails to specify a time period over which the average is to be calculated. This could be specified as
the annual average.

The KPI makes the mistake of identifying attendance at registration at 8:30am with attendance throughout
the school day. Some school pupils have been reported as being in the city centre when they should have
been at school. It is therefore possible that they were in attendance at registration at the beginning of the day
before running away from school. The extant KPI would fail to register this absenteeism, a failing which
could be rectified by taking a register at various points during the day, eg at the start of every lesson.

(b)  Analternative KPI in this area might be:
Annual average % pupils absent per school lesson

(c)  Evidence should be obtained by inspecting registers taken at the start of every lesson. If this data were input
in electronic form then calculating the % of pupils absent from each lesson should be straightforward. This
would be the total number of pupil-lesson absences as a % of the total number of pupil-lessons attended.

Participation in sport — Number of trophies won by school sports teams

(a) It is possible that a school more of whose pupils participate in school sports may win more trophies than
one of whose pupils fewer participate in sports. This is, however, a poor measure of participation.

It is possible that pupils may participate in school sports without affecting the number of trophies won.
Many pupils may participate without ever winning a trophy or contributing to trophy-winning teams. These
pupils should be included in any measure of participation.

A better measure might therefore refer to the amount of time spent playing sport, and to the proportion of
pupils who play it. Focusing on time, one might measure the number of pupils playing sport for at least three
hours per week. Focusing on the proportion of pupils participating, one might measure the percentage of
pupils playing at least some (eg one hour) sport per week.

(b)  Analternative KPI in this area might be:
Annual average % pupils playing sport for at least two hours per week

(c)  Onthe assumption that sport is played in Physical Education lessons, both the average attendance of these
lessons and their average weekly duration would need to be verified.

Attendance could be extracted from registers kept in lessons, calculating the proportion of pupils attending
lessons for the year to generate an average per week.

Duration could be assessed by inspecting school timetables for evidence of lesson duration.
Uniform — % pupils whose school uniforms are in line with regulations

(@)  This KPI is less problematic than many of the others given. Its chief defect is that it fails to take account of
the underlying population of the pupils attending their school, and in particular the lack of economic means
of many of their families.

Put simply, it is possible that many of those pupils whose uniforms are not in line with regulations are in this
state because their parents cannot afford to buy them new uniforms as required. The KPI needs to take this
into account, for example by measuring only the percentage of pupils not receiving free school meals.

(b)  Analternative KPI in this area might be:

% pupils not receiving free school meals whose school uniforms are in line with regulations
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(c)  This KPI should be tested by recalculation of the required percentage, adjusting for pupils receiving free
school meals.

Procedures here would include selecting a sample of pupils for inspection in respect of their uniforms,
perhaps at unannounced dates during the school year.

22 Juliet

Text references. Chapters 2, 7 and 18.

Top tips. The first part of this question was difficult, and doubtless many candidates would struggle to make up 8
marks here. It is important with discussion questions that you plan your answer before you write. If you don't plan,
there is a danger that you will change your mind about what you want to say while you are already writing.

This will only waste time and will be unlikely to score marks. You need to plan your answer, and divide your
discussion into clearly structured paragraphs. Within each paragraph, you should aim to have an introduction, a
point, and a conclusion.

It is also important that you didn't go over time on this part of the question — perhaps through struggling to write
clearly — as there were some easier marks to be had in part (b).

Easy marks. Part (b)(ii) was probably the easiest part of the question, as most of the ethical implications should
come out of the scenario.

ACCA examining team's comments. Candidates were asked to discuss firstly whether auditors should accept some
of the blame when a company on which they have expressed an unmodified opinion subsequently fails, and
secondly whether auditors should do more to highlight going concern problems. Very few answers were worthy of
more than a few marks, most answers simply listing the auditor's responsibilities from ISA 570 Going Concern,
with no discussion at all of the statement provided in the question. Those who did refer to the statement provided
tended to just state whether or not they agreed with it but provided no discussion at all. Answers were especially
poor at discussing whether auditors should disclose more in relation to going concern, with most just describing
the various ways that going concern issues may affect the audit opinion. It is inadequate that at this level of
examination candidates seem simply unable to express an opinion of their own or base a reasoned discussion
around a statement provided to them, especially around such a significant current issue facing the profession.

Candidates were firstly asked in requirement (b)(i), for six marks, to identify and explain the matters that should be
considered, and the principal audit procedures that should be performed in respect of the funding being sought.
The main problem with answers were that they did not focus as required on the additional funding being sought,
but instead discussed more generally the plight of the company.

Requirement (b)(ii) was the best answered requirement of this question. Most candidates correctly identified and
went on to explain the self-review, management and advocacy threats created by the situation, and many discussed
the potential liability issue caused by attending the meeting.

Marks

(@)  Discussion

Up to 2 marks for comments discussed from ideas list

—  Management responsibility for risk assessment

—  Auditor should be aware of going concern issues

— Auditor must not take on management role

—  Misunderstanding of roles of management and auditor

—  Auditor may be to blame if overlooked a fraud/other matter

—  Financial statements contain disclosure on risk assessment

—  Users may not be financially literate

— Auditors could make problems more visible and understandable

Maximum 8
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Marks

(b) (i) Matters and procedures on funding
Up to 1 mark each point:
Matters:
—  Area of critical importance to the audit
—  Bank reluctant to confirm arrangements
—  Assets impaired — little collateral to offer
—  Have alternative providers been discussed?
—  Potential impact on FS and audit report if significant doubt remains over
going concern
Procedures:
—  Review assumptions used in forecasts and projections
—  Written representation on reasonableness of assumptions used
—  Review potential finance for adequacy
—  Consider if any previous defaults
—  Consider terms of finance — can the company meet repayment terms?
—  Written confirmation from bank
—  Discuss with bank
—  Discuss with management
Maximum 6

(i) Ethical and other implications
Up to 1 mark each point explained:
—  Advice is a non-audit service
—  Self-review threat
- Advocacy threat
- Management threat
—  Safeguards should be used to reduce threats
—  Firm may decide that no safeguards can reduce threats to an acceptable
level
—  Attending meeting could create legal proximity

Maximum 6
Total 20

(@)  The concept of an expectations gap between auditors and the public is a key lens through which assertions
such as this one can be viewed. The first part of the statement would appear to assert that the auditor is in
some way responsible for the failure of a company. This is not the case: those charged with governance are
responsible for risk assessment and risk management. It is not the role of the auditor to become involved
with the entity's risk management processes — indeed, this could be deemed to constitute a management
role, which would compromise the auditor's independence.

However, it is true that the auditor should gain an understanding of the client's business; this is a crucial
requirement of ISAs. Amongst other things, it is necessary for an auditor to audit management's
assessment of the appropriateness of the going concern assumption, for which a good understanding of the
business risks faced by the client is necessary. The auditor must judge whether the going concern
assumption used is appropriate. However, this is never a matter of cut-and-dried logic: it is a judgement,
based on an assessment of risk. It is in the nature of risk for there to be uncertainties, and it is in the nature
of judgement to contain elements of doubt.

It is therefore to be expected that there will be cases where the auditor has judged the going concern
assumption to be appropriate, and yet the company fails within the year. The question is not whether the
assumption was proved correct by subsequent events, but whether the auditor's assessment was
reasonable and in line with auditing standards.

There is more scope for discussion on the question of whether auditors should do more to highlight
problems. This may be the responsibility of management; it would be possible for regulators and setters of
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accounting standards to require increased disclosure on going concern. For example, financial statements
could be required to provide more narrative detail regarding the risks faced by an entity.

At present, auditors should disclose the presence of material uncertainties over going concern by way of a
going concern paragraph in the auditor's report, and if they deem the assumption to be inappropriate then
the opinion would be modified. It may be possible for these disclosures to be made clearer than they are, or
for auditors to use their report to draw users' attention to any parts of the financial statements that are
significant to the assessment of going concern.

In conclusion, it is unfair to require auditors to accept the blame for company failures which are the proper
responsibility of management, although it may be argued that more could be done by auditors to highlight
going concern problems where they exist.

() (@) The central issue here is going concern; there are a number of indications that Juliet Co may not be a
going concern. For instance: declining sales and profitability over two years; the loss of key
customers; the impairment of assets; debts going bad. Most significant of all is the question of
whether the loan will be obtained.

If Juliet Co does not obtain the loan, then the financial statements must contain disclosures regarding
the material uncertainty over going concern. The auditor's report should contain an emphasis of
matter paragraph discussing the uncertainty and referring to the note. If the financial statements do
not contain these disclosures, then the auditor's opinion would need to be either qualified or adverse.

Procedures in respect of the loan include:

o Obtain and review the forecasts and projections prepared by management and consider if the
assumptions used are in line with business understanding.

. Obtain a written representation confirming that the assumptions used in the forecasts and
projections are considered achievable in light of the economic recession and state of the
automotive industry.

. Obtain and review the terms of the loan that has been requested to see if Juliet Co can make
the repayments required.

. Consider the sufficiency of the loan requested to cover the costs of the intended restructuring.

. Review the repayment history of any current loans and overdrafts with the bank, to form an
opinion as to whether Juliet Co has any history of defaulting on payments. (Any previous
defaults or breach of loan conditions makes it less likely that the new loan would be
advanced).

. Discuss the loan request with the company's bankers and attempt to receive confirmation of
their intention to provide the finance, and the terms of the finance.

. Discuss the situation with management and those charged with governance, to ascertain if
any alternative providers of finance have been considered, and if not, if any alternative
strategies for the company have been discussed.

. Obtain a written representation from management stating management's opinion as to
whether the necessary finance is likely to be obtained.

(i) Ethical

These forecasts are crucial for the assessment of whether the company is a going concern. There is a
self-review threat if the auditor is both advising on the preparation of the forecasts, and auditing them
as part of its work on going concern under ISA 570 Going concern.

The issue is given added weight by ISA 570's insistence that where cash flow is important for the
assessment of going concern, particular consideration should be given not only to what the forecasts
say, but to their reliability. This exacerbates the potential impact of the self-review threat.

There is potentially an advocacy and management threat, as the auditor is advising on a matter
significant to the company's operational existence, and promoting the company's position to the
potential provider of finance.
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The auditor must consider whether safeguards can be put in place to reduce these threats to an
acceptable level. For instance, a separate team could help prepare the forecasts, and management
could be asked to provide representations to the effect that they alone are responsible for the
forecasts.

If the firm decides that the threat is still not reduced to an acceptable level, then either, or both, of the
services should not be provided.

Other

A further issue is that if the auditor does attend the meeting with the bank, it must be careful not to
create the impression that it is responsible for the forecasts, or is in any way guaranteeing the future
existence of the company. In legal terms, attending the meeting and promoting the interests of the
client could create legal 'proximity’, which increases the risk of legal action against the auditor in the
event of Juliet Co defaulting on the loan.

23 Apricot

Study text reference. Chapter 13.

Top tips. Part (a) should have been straightforward, provided that you had prepared this area. A good approach
might be just to go down the forecast thinking about what procedures you could do to test each row of figures. The
additional information given at the bottom of the question is the examining team's attempt to give you some context
for the forecast. What you need to do is use this information to think of procedures that use this information to test
the forecast. It should be possible to think of a procedure relating to virtually every point of information given — just
as you should be able to think of a point for virtually every line in the forecast itself.

Note that our answer to this part of the question gives more points that you could probably have written down in
the exam, although it is by no means comprehensive. Your approach should be to make sure that you get enough
good points down in the time available. You should concentrate on properly developing the points that you do
make, rather than taking the familiar 'scatter-gun' approach that so often characterises weaker students. It is also a
good idea to try to cover all of the areas of the question (ie of the forecast), as you will probably be able to make
stronger points over a number areas (by saying the obvious things that there are to say about each) than you would
if you get bogged down in just one area of the question. Make sure you stick to your time!

Part (b) saw the examining team returning to an area that she mentioned in her last examiner's report as being
poorly understood by students. If you had been diligent and had read her report, you would have revised this area
carefully if this was your real exam. It would be a good idea for you to do this! The actual content of the question
was not difficult, again provided that you had revised it thoroughly.

This time, our answer does represent something that a student could achieve in an exam — see the examining
team's answer for something more comprehensive. You will notice that as this is a standalone, knowledge-based
requirement, the answer can be based closely on the content of the study text — although it must still of course be
applied to the scenario.

Easy marks. Marks were available in part (a) just for saying 'agree the opening cash balance to the bank
statement/reconciliation’, and 'cast the forecast'. These are very obvious marks, and would be applicable to virtually
any other question relating to the audit of cash flow forecasts. Ignore them at your peril!

There is also an easy Y2 mark in part (b) for saying that the report should have a title and an addressee.

ACCA examining team's comments. This was by far the least popular of the optional questions in Section B, but
those that did attempt the question tended to perform well.

Requirement (a) asked candidates to recommend the procedures that should be performed on the cash flow
projection. The majority of answers produced many specific procedures, based on the information provided.
Candidates that approached the answer logically and worked through each item on the cash flow forecast to derive
appropriate procedures performed very well. However, some answers were limited to enquiry with management,
which restricted the marks that could be awarded.
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Requirement (b) asked for an explanation of the main contents of the assurance report that would be provided.
Most candidates could make an attempt at a list of contents, but very few answers provided sufficient explanation of
the content identified, eg most could identify that a statement of negative assurance would be provided, but few
explained what that meant. Some answers provided a contrast between an audit and an assurance report, which
was not asked for. The main problem with answers to this requirement is that they were just too brief for the marks
available.

Marks

(a) Procedures on cash flow forecast
Generally 1 mark per specific procedure from ideas list:
—  Accuracy checks — recalculation
—  Agree opening cash position
— Recalculate patterns of cash in and out for credit sales and purchases
—  Agree patterns using aged receivables analysis/working capital ratios
—  Agree discounts received and allowed to
invoices/contracts/correspondences
—  Agree derivation of figures from profit forecast
—  Agree monthly salary expense to payroll
—  Review content of overheads — check non-cash expenses not included
—  Review for missing outflows eg tax and finance charges
—  Agree premises costs eg to legal documents
—  Discuss timing of fixtures cash flow
—  General enquiries with the preparer of the forecast
Maximum 11

(b) Content of an assurance report

Up to 1 mark per point if explained:

—  Title/addressee (Y2 mark)

— |dentification of PFI

—  Management responsibility

—  Purpose of PFI

—  Restricted use of PFI

—  Negative assurance opinion re assumptions

—  Opinion on presentation

—  When may qualifications be necessary/explanation of errors found

—  Reference to engagement letter (12 mark)

- Statement/reference to procedures carried out (%2 mark)

Maximum 5

Total 16

(@)  General procedures
(i) Check that the forecast casts.
(i) Check that the opening cash balance agrees to bank reconciliations and statements.

(i) ~ Enquire as to who prepared the forecast, and verify that they are competent to do so (evidence eg by
being a chartered certified accountant). e

Operating cash receipts
(i) Enquire as to the basis for the forecast rise in both cash and credit sales receipts.

(i)  Perform analytical procedures on historical information to confirm reasonableness of forecast
revenues, taking into account knowledge of the business.
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(iiiy ~ Confirm split between cash and credit sales to past trends and to knowledge of the business.

(iv)  Recalculate cash receipts from credit sales from revenue figures in profit forecast and ageing
structure of receivables.

(v)  Verify that the 10% discount for cash payment has been taken into account when calculating cash
received from cash sales.

(vi)  Enquire as to who Apricot's major customers are and confirm that they are to continue trading with
Apricot, eg that none are going into administration.

Operating cash payments

(i) Confirm that forecast is prepared on the assumption that all purchases are paid for within 30 days.
i)  Confirm that 12% supplier discount is received from suppliers' invoices, supplier statements, etc.
i)  Confirm that forecast is prepared on the assumption of receiving the 12% supplier discount.

iv)  Verify the accuracy of the statement that suppliers are paid within 30 days by reviewing aged
payables analyses for historical information.

(v)  Agree the salary payments to payroll information.

(vi)  Review the overheads to ensure that non-cash items such as depreciation are not included.
(vii)  Enquire as to the reason for no outflows for taxation (eg Corporation Tax, VAT).

Other cash flows

(i) Agree the cost of the licence to supporting information from the health and safety authority, and
confirm the cost of $35,000.

(i) Enquire as to the likelihood of actually receiving the licence — whether the inspection will be passed.
For example: if the inspection has already taken place, ask what the result was; if it has not taken
place, consider the use of a health & safety expert.

(i) Agree the fixtures outflow of $60,000 to underlying information, eg to supplier quotations.

(iv)  Confirm that the fixtures outflow will take place during March — this seems unlikely given that the
premises will only be bought on 30 March. This may cast doubt over the reliability of other
information in the forecast.

(v)  Agree the $500,000 to be paid for the premises to documentation and verify that it is complete.
(b)  Inaccordance with the requirements of ISAE 3400, the report should contain the following:

(i) Title and addressee

(i) Identification of the prospective financial information (PFI) being reported on

(iii) A reference to the purpose of the PFI, which in this case is to provide assurance to Pik Choi's
financial advisor regarding Apricot Co's cash flow forecast

(iv) A statement of negative assurance as to whether the assumptions provide a reasonable basis for the
prospective financial information

(v)  Anopinion as to whether the prospective financial information is properly prepared on the basis of
the assumptions and is presented in accordance with the relevant financial reporting framework

(vi)  Date of the repor