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REVISION TEST PAPER: 

 

CAP-II: PAPER 2 - ADVANCED AUDIT & ASSURANCE 

 

 

Question No.1  
a) What is an Audit Engagement letter?  

b) NSA 210 Terms of Audit Engagements explains the content and use of engagement letters. State at least seven 
items that could be included in an engagement letter. 

 

Question No.2  
a) State the auditor’s responsibilities regarding the detection of fraud. 

b) Are there any limitations of accounting and control systems? If yes, explain in brief. 

 

 

Question No.3  
Planning and Assurance Engagement 

You are the audit senior of B R & Co and are planning the audit of Brother & Co for the year ending on 2013. The 
company produces printers and has been a client of your firm for two years; your audit manager has already had 
a planning meeting with the finance director. He has provided you with the following notes of his meeting and 
financial statement extracts. 

Brother & Co’s management was disappointed with the 2012 results and so in 2013 undertook a number of 
strategies to improve the trading results. This included the introduction of a generous sales-related bonus 
scheme for their salesmen and a high profile advertising campaign. In addition, as market conditions are difficult 
for their customers, they have extended the credit period given to them. 

The finance director of Brother & Co has reviewed the inventory valuation policy and has included additional 
overheads incurred this year as he considers them to be production related. He is happy with the 2012 results 
and feels that they are a good reflection of the improved trading levels. 

Particulars Draft 2013  
(NRs in millions) 

Actual 2012 
(NRs in millions) 

Revenue  23.0 18.0 

Cost of Sales  -11.0 -10.0 

Gross Profit 12.0 8.0 

Operating Expenses -7.5 -4.0 

PBIT  4.5 4.0 
   

Inventory  2.1 1.6 

Receivable 4.5 3.0 

Cash - 2.3 

Trade Payables 1.6 1.2 

Overdraft 0.9 - 

From the above information calculate: 

(i) FIVE ratios for both years, which would assist the audit senior in planning the audit; and 
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(ii) From a review of the above information and the ratios calculated, explain the audit risks that arise and describe 
the appropriate response to these risks. 

Question No.4  

Audit of Special Sectors 

While planning the audit of a NGO what are the areas that you need to concentrate? Also, explain in brief the 
points that you will consider in preparing the Audit Programme of this NGO such that all the assets, liabilities, 
income and expenditures are covered and no material items are omitted. 

 

Question No.5  

Audit Risk and Internal Control 

a) Auditors have a responsibility under NSA 260 Communication of audit matters with those Charged with 
Governance, to communicate deficiencies in internal controls. In particular SIGNIFICANT deficiencies in internal 
controls must be communicated in writing to those charged with governance. 

Explain examples of matters the auditor should consider in determining whether a deficiency in internal controls 
is significant. 

b) You are an audit senior in C R & Co, a firm providing audit and assurance services. At the request of an audit 
partner, you are preparing the audit programme for the income and receivables systems of Zoom Co. Audit 
documentation is available from the previous year’s audit, including internal control questionnaires and audit 
programmes for the dispatch and sales system. The audit approach last year did not involve the use of computer- 
assisted audit techniques (CAATs); the same approach will be taken this year. As far as you are aware, Zoom’s 
system of internal control has not changed in the last year. Explain the steps necessary to check the accuracy of 
the previous year’s internal control questionnaires. 

c) What are the points that you need to consider for evaluating the reliability of internal control system in CIS? 
‘Doing an audit in an EDP environment is simpler since the trial balance always tallies’ Analyze critically?  

 

Question No.6  

Regulatory and Ethical Aspects of Audit 

a) Yaris Co sells cars, car parts and petrol from 25 different locations in one country. Each branch has up 
to 20 staff working there, although most of the accounting systems are designed and implemented 
from the company’s head office. All accounting systems, apart from petty cash, are computerized, with 
the internal audit department frequently advising and implementing controls within those systems  
Yaris has an internal audit department of six staff, all of whom have been employed at Yaris for a 
minimum of five years and some for as long as 15 years.  

In the past, the chief internal auditor appoints staff within the internal audit department, although the 
chief executive officer (CEO) is responsible for appointing the chief internal auditor. The chief internal 
auditor reports directly to the finance director. The finance director also assists the chief internal 
auditor in deciding on the scope of work of the internal audit department. 

Required: Explain the issues which limit the independence of the internal audit department in Yaris Co. 
Recommend a way of overcoming each issue. 

 

b) Explain the provisions of Custody of Client Assets as given in Code of Ethics. What are the safeguards or 
measures to be taken to balance this threat? 
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Question No.7 . 

Company audit 

a. Explain the provisions as mentioned under Section 108 of the Companies Act with regards to the maintenance of 
the Accounts of the company. 

b. What are the provisions under Section 112 of the Companies Act for disqualification of the auditor?  

c. You are appointed as an auditor of Gundruk & Company. What are the matters that you need to report to the 
shareholders of the appointing authority as per the Section 115 of the Companies Act?   

 

Question No.8  

In connection with your examination of the financial statements of Okhati Products Co, for the year ended on 31 
Ashad 2072, you are reviewing the plans for a physical inventory count at the company's warehouse on the same 
date. The company assembles domestic appliances, and inventory of finished appliances, unassembled parts and 
sundry inventory are stored in the warehouse which is adjacent to the company's assembly plant. The plant will 
continue to produce goods during the inventory count until 5pm on 31 Ashad 2072.  

On 30 Ashad 2072, the warehouse staff will deliver the estimated quantities of unassembled parts and sundry 
inventory which will be required for production for 31 Ashad 2072; however, emergency requisitions by the 
factory will be filled on 31 Ashad. During the inventory count, the warehouse staff will continue to receive parts 
and sundry inventory, and to dispatch finished appliances. Appliances which are completed on 31 Ashad 2072 
will remain in the assembly plant until after the count has been completed.  

(a) List the principal procedures which the auditors should carry out when planning attendance at a company's 
physical inventory count. 

(b) Describe the procedures which Okhati Products should establish in order to ensure that all inventory items are 
counted and that no item is counted twice. 

 

Question No.9  

As an auditor, comment on the following situations/statements: 

a) You are a partner in M R & Co, Chartered Accountants. You are approached by Mr Ramesh, the managing 
director of MAW Enterprises Ltd, who asks your firm to become auditors of his company. In return for giving you 
this appointment Mr Ramesh says that he will expect your firm to waive 50 per cent of your normal fee for the 
first year's audit. The existing auditors, B R & Co, have not resigned but Mr Ramesh informs you that they will not 
be re-appointed in the future. 

What action should M R & Co take in response to the request from Mr Ramesh to reduce their first year's fee by 
50 per cent? 

Is B R & Co within their rights in not resigning when they know Mr Ramesh wishes to replace them? Give reasons 
for your answer. 

b) After the statutory audit has been completed a fraud has been detected at the office of the auditee. What is your 
defense as an auditor that you performed the duty properly? 

c) The auditors should consider the effect of subsequent events on the financial statement and on auditor’s report” 
according to NSA 560 – Comment.  

 

d) At the Annual General Meeting of the Company, a resolution was passed by the entire body of shareholders 
restricting some of the powers of the Statutory Auditors. Is it tenable? Can the powers of the Statutory Auditors 
be restricted? 
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e) Managing Director of PR Ltd. himself wants to appoint Mr. Sanjay, a practicing Chartered Accountant, as first 
auditor of the company. Comment on the proposed action of the Managing Director.  

f) Some of the shareholders of RNP Limited have written letters to auditor of the company demanding copies of 
audit report for their perusal and further action. The auditor is in no mood to oblige the shareholders.  

g) Auditor of Mango Ltd. was unable to confirm the existence and valuation of imported goods lying with the 
transporter and accepted a certificate from the management without obtaining other audit evidence. 

h) Ram Rahim & Concern a partnership firm, running a departmental centre have decided to discontinue you as an 
auditor for the next year and requests you to handover all the relevant working papers of the previous year. 

i) Mr. Papito, Finance Manager of INGO appoints PIIG & Company a chartered accountant firm for the audit for the 
FY 2072/73. He informs that as the organization has budgeted NRs 40,000 under the head annual audit 
therefore, he requests the auditor to accept the said amount as audit fees.   

j) Leach & Associates a chartered accountant firm is yet to receive their professional fee from Ms Snail Service & 
Company. In spite of the overdue of the fees for past 3 years, it has yet again appointed the same firm to conduct 
the annual audit of the organization.    In the light of the code of conduct or the pronouncement from the ICAN is 
it appropriate for the firm to continue the engagement. Explain. 

k) Mr. Rishi, the partner of the firm Dhamala & Company, says that since he has formally e-mailed the audit opinion 
along with the financial statements to the company as accepted therefore he does not require signing the audit 
report.  Comment. 

l) Newcomer & Company accepted the audit of a Cooperative for NRs 40,000. The management of the Cooperative 
had disclosed during their meeting that their deposits for the year amount to NRs 102 crores. In the light of the 
code of ethics and the pronouncement made by the ICAN comment.  

 

Question No.10  

Vouching and Verification 

How will you vouch the following? 

a) Receipt  of Special backward area subsidy from Nepal Government   

b) Assets abroad  

c) Research and Development Expenses 

d) Sale Proceeds of Junk Materials  

e) Sale of Assets  

f) Provision for bonus 

g) Audit of contingent liabilities 

 

Question No.11  

Distinguish between: 

a) Explain difference between Vouching and Verification 

b) Distinguish between Internal Audit and Statutory Audit 

c) How would you as an auditor distinguish between Reports and Certificates 

d) How would you distinguish Assurance engagement versus Non assurance engagement 

e) Explain the difference between Clean Audit Report and Qualified Audit Report. 
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Question No.12  

Write short note on following: 

a) Analytical procedures to verify inventories. 

b) Concept of True and Fair view 

c) Professional Skepticism  

d) Intimidation Threat 

e) Permanent and timing differences 

 

SUGGESTED ANSWERS/HINTS 

 

Answer to Question No.1  

 

(a) Audit engagement letter : Audit engagement letter is a communication issued by auditor to the auditee (the 
client) expressing therein inter alia, the fact of acceptance of his audit engagement, the objectives and scope of 
audit, audit fees, duratjon of the audit, the extent of auditor's responsibilities. Besides, it also explains the  
management responsibility towards the preparation and presentation of the financial reports, application of 
accounting principles, standards. 

This letter documents and confirms the auditor’s acceptance of the appointment, the objective and scope of the 
audit the extent of the auditor’s responsibilities to the client and the form of any reports. 

 

(b) Contents of the Audit Engagement Letter: The form and content of the audit engagement letter may vary for 
each client, but would generally include: 

 The objective of the audit of the financial statements 

 Management’s responsibility for the financial statements 

 The scope of the audit, including reference to applicable legislation, regulation or pronouncements of 
professional bodies to which the auditor adheres 

 The form or any reports or other communication of the result of the engagement 

 The fact that because of the test nature and other inherent limitations of an audit, together with the inherent 
limitations of the internal control there is an unavoidable risk that even some material misstatement may remain 
undiscovered  

 Unrestricted  access to whatever records, documentation and other information requested in connection with 
the audit 

 Management’s responsibility for establishing and maintaining effective internal control 

 Arrangements for planning and performance of the audit 

 Expectations for receiving from the management written confirmation concerning representations made in 
connection with the audit 

 Basis of fee calculation and billing arrangements 
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Answer to Question No.2  

a) NSA 240 sets out the Auditors responsibility to consider fraud in the financial statements and under this standard 
the auditor has a responsibility to consider the risk of material misstatement due to fraud. 

The auditor has to do this at the planning stage of the audit, discussing the matter with the engagement team 
and documenting that discussion. 

The auditor must perform the audit with professional skepticism and if a fraud is discovered then the audit may 
well be seen as higher risk and more testing required. 

The auditor is responsible for discovering material misstatements whether through fraud or error so if a material 
fraud exists they are responsible for finding it. If an immaterial fraud exists they need to inform management of 
it. 

Fraud will need to be reported to shareholders, management (unless they are involved), any regulatory body and 
potentially the legal authorities. 

 

b) Limitations of accounting and control systems 

Any internal control system can only provide a reasonable assurance that their objectives are reached, because 
of inherent limitations. These include: 

 The costs of control not outweighing their benefits 

 The potential for human error 

 Collusion between employees 

 The possibility of controls being by-passed or overridden by management 

 Controls being designed to cope with routine and not non-routine transactions 

These factors demonstrate why auditors cannot obtain all their evidence from tests of the systems of internal 
control. The key factors in the limitations of controls system are human error and potential for fraud.  

The safeguard of segregation of duties can help deter fraud. However, if employees decide to perpetrate frauds 
by collusion, or management commits fraud by overriding systems, the accounting system will not be able to 
prevent such frauds. This is one of the reasons that auditors always need to be alert to the possibility of fraud, 
the subject of NSA 240. 

 

Answer to Question No.3  

a. Following Ratio Analysis can be done for planning the audit. 

Ratio  Calculation Working 2013 Working 2012 

Gross Margin Gross Profit / 

Revenue 

12 / 23 52.2% 8 / 18 44.4% 

Operating 
Margin 

Operating 

Profit / Revenue 

4.5 / 23 19.6% 4 / 18 22.2% 

Inventory Days Inventory /COS x 365 (2.1 /11)x365 70 Days (1.6 / 10) x 

365 

58 Days 

Receivables Days Receivables/Revenue x 365 (4.5/23)x365 71 Days (3.0/18) x365 61 Days 

Payables Days Payables/COS x 365 (1.6/11)x365 53 Days (1.2/10) x365 44 Days 

Current Ratio Current Assets/Current Liabilities 6.6/2.5 2.6 6.9/1.2 5.8 

Quick Ratio Current Assets - Inventory/ 

Current Liabilities 

(6.6-2.1)/2.5 1.8 (6.6-1.6)/1.2 4.4 
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b. From the above analysis, following planning for the perceived audit risks and approaches to reduce the same can 
be derived.   

SN  Audit Risk Response to Risk 

1 Management was disappointed with 2012 results 
and hence undertook strategies to improve the 2013 
trading results.  

There is a risk that management might feel under 
pressure to manipulate the results through the 
judgments taken or through the use of provisions. 

Throughout the audit the team will need to 
be alert to this risk. They will need to carefully 
review judgmental decisions and compare 
treatment against prior years. 

2 A generous sales-related bonus scheme has been 
introduced in the year; this may lead to sales cut-off 
errors with employees aiming to maximize their 
current year bonus. 

Increased sales cut-off testing will be 
performed along with a review of post year-
end sales returns as they may indicate cut-off 
errors. 

3 Revenue has grown by 28% in the year however; 
cost of sales has only increased by 10%.  

This increase in sales may be due to the bonus 
scheme and the advertising however, this does not 
explain the increase in gross margin. There is a risk 
that sales may be overstated. 

During the audit a detailed breakdown of 
sales will be obtained, discussed with 
management and tested in order to 
understand the sales increase. 

4 Gross margin has increased from 44·4% to 52·2%. 
Operating margin has decreased from 22·2% to 
19·6%.  

This movement in gross margin is significant and 
there is a risk that costs may have been omitted or 
included in operating expenses rather than cost of 
sales. There has been a significant increase in 
operating expenses which may be due to the bonus 
and the advertising campaign but could be related 
to the misclassification of costs. 

The classification of costs between cost of 
sales and 

Operating expenses will be compared with 
the prior year to ensure consistency. 

5 The finance director has made a change to the 
inventory valuation in the year with additional 
overheads being included.  

 

In addition inventory days have increased from 58 to 
70 days. There is a risk that inventory is overvalued 

The change in the inventory policy will be 
discussed with management and a review of 
the additional overheads included will be 
performed to ensure that these are of a 
production nature.  

Detailed cost and net realizable value testing 
to be performed and the aged inventory 
report to be reviewed to assess whether 
inventory requires writing down. 

6 Receivable days have increased from 61 to 71 days 
and management have extended the credit period 
given to customers. 

This leads to an increased risk of recoverability of 
receivables. 

Extended post year-end cash receipts testing 
and a review of the aged receivables ledger to 
be performed to assess valuation. 

7 The current and quick ratios have decreased from 
5·8 to 2·6 and 4·4 to 1·8 respectively. In addition the 
cash balances have decreased significantly over the 
year.  

Detailed going concern testing to be 
performed during the audit and discussed 
with management to ensure that the going 
concern basis is reasonable. 
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Although all ratios are above the minimum levels, 
this is still a significant decrease and along with the 
increase of sales could be evidence of overtrading 
which could result in going concern difficulties. 

 

Answer to Question No.4  

While planning the audit, the auditor shall concentrate on the followings: 

a. Knowledge of NGO’s work, its mission and vision, areas of operations and environment in which it operate. 

b. Updating knowledge of relevant statues (amendments, circulars, judicial decisions etc) 

c.  Reviewing the legal form of organization and its Memorandum of Association, Articles of Association, Rules and 
regulations. 

d. Reviewing the organizations chart, financial and administrative manuals, project and programme guidelines, 
funding agencies requirement and formats and budgetary policies, if any. 

e. Study the accounting systems, procedures, internal controls and internal checks existing for the NGO and verify 
its applicability. 

f. Setting materiality level for the audit purpose 

g. The nature and the timing of reports or other communications 

h. The involvements of the expert and their reports. 

i. Review of previous years audit report. 

The audit programme should include in a sequential order all assets, liabilities, receipts and expenditures 
ensuring that no material item is omitted. 

Some of the important points to be considered while preparing the Audit Programme of the NGOs are: 

(a) Corpus Fund: The contributions / grants received towards corpus be vouched with special reference to the letters 
from the donor(s). The interest income be checked with Investment Register and Physical Investments in hand. 

(b) Reserves: Vouch transfers from projects / programmes with donor’s letters and board resolutions of NGO. Also 
check transfer of gross value of asset sold from capital reserve to general reserve and adjustments during the 
year. 

(c) Ear-marked Funds: Check requirements of donor’s institutions, board resolution of NGO, rules and regulations of 
the schemes of the ear-marked funds. 

(d) Project / Agency Balances: Vouch disbursements and expenditure as per agreements with donors for each of the 
balances. 

(e) Loans: Vouch loans with loan agreements, receipt counter-foil issued. 

(f) Fixed Assets: Vouch all acquisitions, sale or disposal of assets including depreciation and the authorizations for 
the same. Also check donor's agreements for the grant. In the case of immovable property check title, etc. 

(g) Investments: Check Investment Register and the investments physically ensuring that investments are in the 
name of the NGO. Verify further investments and disinvestments for approval by the appropriate authority and 
reference in the bank accounts for the principal amount and interest. 

(h) Cash in Hand: Physically verify the cash in hand and impress balances, at the close of the year and whether it 
tallies with the books of account. 

(i) Bank Balance: Check the bank reconciliation statements and ascertain details for old outstanding and unadjusted 
amounts. 

(j) Stock in Hand: Verify stock in hand and obtain certificate from the management for the quantities and valuation 
of the same. 
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(k) Programme and Project Expenses: Verify agreement with donor/contributor(s) supporting the particular 
programme or project to ascertain the conditions with respect to undertaking the programme / project and 
accordingly, in the case of programmes/projects involving contracts, ensure that income tax is deducted, 
deposited and returns filed and verify the terms of the contract. 

(l) Establishment Expenses: Verify that provident fund, life insurance premium, employee’s insurance and 
their administrative charges are deducted, contributed and deposited within the prescribed time. Also check 
other office and administrative expenses such as postage, stationery, travelling, etc. 

 

Answer to Question No.5    

a. Some of the important matters that auditor should consider in determining whether a deficiency in internal 
controls is significant or not are: 

 The likelihood of the deficiencies leading to material misstatements in the financial statements in the future. 

 The susceptibility to loss or fraud of the related asset or liability. 

 The subjectivity and complexity of determining estimated amounts. 

 The financial statement amounts exposed to the deficiencies. 

 The volume of activity that has occurred or could occur in the account balance or class of transactions exposed to 
the deficiency or deficiencies. 

 The importance of the controls to the financial reporting process. 

 The cause and frequency of the exceptions detected as a result of the deficiencies in the controls. 

 The interaction of the deficiency with other deficiencies in internal control. 

 

b. The steps necessary to check the accuracy of the previous year’s internal control questionnaires are: 

 Obtain the audit file from last year’s audit. Ensure that the documentation on the sales system is complete. 
Review the audit file for indications of weaknesses in the sales system and note these for investigation this year. 

 Obtain system documentation from the client. Review this to identify any changes made in the last 12 months. 

 Interview client staffs to ascertain whether systems have changed this year and to ensure that the internal 
control questionnaires produced last year are correct. 

 Perform walk-through checks. Trace a few transactions through the sales system to ensure that the internal 
control questionnaires on the audit file are accurate and can be relied upon to produce the audit programmes for 
this year. 

 During walk-through checks, ensure that the controls documented in the system notes are actually working, for 
example, verifying that documents are signed as indicated in the notes. 

 

c. For evaluating the reliability of internal control system in CIS, the auditor would consider the followings:-  

 That authorized, correct and complete data is made available for processing.  

 That it provides for timely detection and corrections of errors.  

 That in case of interruption due to mechanical, power or processing failures, the system restarts without 
distorting the completion of entries and records 

 That it ensures the accuracy and completeness of output.  

 That it provides security to application software & data files against fraud etc.  

 That it prevents unauthorized amendments to programs. 
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Audit in EDP environment:  

Though it is true that in EDP environment the trial balance always tallies, the same can not imply that the job of 
an auditor becomes simpler.  There can still be some accounting  errors  like omission of  certain  entries, 
compensating errors, duplication of entries, errors of  commission in the form of wrong A/c head is posted., 
possibility of “Window Dressing” and/or “Creation of Secret Reserves” where the trial balance tallied. At present, 
due to complex business environment the importance of trial balance cannot be judged only up to the 
arithmetical accuracy but the nature of transactions recorded in the books and appear in the trial balance should 
be focused.  

The emergence of new forms of financial instruments like options and futures, derivatives, off balance sheet 
financing etc have given rise to further complexities in recording and disclosure of transactions.  In an audit, 
besides the tallying of a trial balance, there are also other issue like estimation of provision for depreciation, 
valuation of  inventories , obtaining audit evidence, ensuring compliance procedure and carrying out substantive 
procedure, verification of assets & liabilities their valuation etc. which still requires judgment to be exercised by 
the auditor.  

Responsibility of expressing an audit opinion and objectives of an audit are not changed in the audit in EDP 
environment.  Therefore, it can be said that simply because of EDP environment and the trial balance has tallied 
it does not mean that the audit would become simpler.  

 

Answer to Question No.6  

a) The major issues that may limit the independence of the internal audit department in the said organization and 
the possible ways of overcoming them is explained as under: 

Reporting system  

The chief internal auditor reports to the finance director. This limits the effectiveness of the internal audit 
reports as the finance director will also be responsible for some of the financial systems that the internal auditor 
is reporting on. Similarly, the chief internal auditor may soften or limit criticism in reports to avoid confrontation 
with the finance director. To ensure independence, the internal auditor should report to an audit committee.  

Scope of work 

The scope of work of internal audit is decided by the finance director in discussion with the chief internal auditor. 
This means that the finance director may try and influence the chief internal auditor regarding the areas that the 
internal audit department is auditing, possibly directing attention away from any contentious areas that the 
director does not want auditing. To ensure independence, the scope of work of the internal audit department 
should be decided by the chief internal auditor, perhaps with the assistance of an audit committee.  

Audit work 

The chief internal auditor appears to be auditing the controls which were proposed by that department. This 
limits independence as the auditor is effectively auditing his own work, and may not therefore identify any 
mistakes. To ensure independence, the chief internal auditor should not establish control systems in the 
Company. However, where controls have already been established, another member of the internal audit should 
carry out the audit of petty cash to provide some limited independence. 

Length of service of internal audit staff 

All internal audit staff at the Company has been employed for at least five years. This may limit their 
effectiveness as they will be very familiar with the systems being reviewed and therefore may not be sufficiently 
objective to identify errors in those systems. To ensure independence, the existing staff should be rotated into 
different areas of internal audit work and the chief internal auditor independently review the work carried out.  
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Appointment of chief internal auditor 

The chief internal auditor is appointed by the chief executive officer (CEO) of Yaris Co. Given that the CEO is 
responsible for the running of the company, it is possible that there will be bias in the appointment of the chief 
internal auditor; the CEO may appoint someone who he knows will not criticize his work or the company. To 
ensure independence, the chief internal auditor should be appointed by an audit committee or at least the 
appointment agreed by the whole board. 

 

b) While taking custody of Client Assets following things needs to be evaluated:  

 Keep such assets separately from personal or firm assets; 

 Use such assets only for the purpose for which they are intended; 

 At all times be ready to account for those assets and any income, dividends, or gains generated, to any persons 
entitled to such accounting; 

 Comply with all relevant laws and regulations relevant to the holding of and accounting for such assets. 

 Make appropriate inquiries about the source of such assets and consider legal and regulatory obligations. 

 Consider seeking legal advice where needed. 

 

Answer to Question No.7  

a. Section 108 of the Companies Act prescribes the following for the maintenance of accounts of company:  

(1) Every company shall duly maintain its accounts in the Nepali or the English language. 

(2) The accounts to be maintained under Sub-section (1) shall be maintained according to the double entry system of 
accounting and in consonance with the accounting standards enforced by the competent body under the 
prevailing law and with such other terms and provisions required to be observed pursuant to this Act, in such a 
manner as to clearly reflect the actual affairs of the Company. 

(3) The books of account of a company shall not be kept at any place other than its registered office, except with the 
approval of the Office. 

(4) The cash balance of a company, other than the amount specified by the board of directors, shall be deposited in a 
bank and transaction shall be done through the bank. 

(5) Subject to the provisions contained in this Chapter, the directors or other officers shall have the final 
responsibility to maintain books of account and records of the company. 

(6) Where there is a default in complying with the provisions made in this Act in respect of the preparation of books 
of account and annual financial statements of a company, the director or officer him/herself, during whose 
tenure the annual financial statements and other reports have been prepared, shall be responsible under this 
Act. 

 

b. The list of points under the provisions of Section 112 of the Companies Act for disqualification of the auditor 
are as follows: 

(1) None of the following persons or the firms or companies in which such persons are partners shall be qualified for 
appointment as auditor and shall, despite appointment as auditor, continue to hold office: 

(a) A director, advisor appointed with entitlement to regular remuneration or cash benefit, a person or employee or 
worker involved in the management of the company or a partner of any of them or/and employee of any of such 
partners or a close relative of a director or partner, out of them, or/and employee of such relative; 

(b) A debtor who has borrowed moneys from the company in any manner, or a person who has failed to pay any 
dues payable to the company within the time limit and is in such arrears or close relative of such person; 
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(c) A person who has been sentenced to punishment for an offense pertaining to audit and a period of five years has 
not elapsed thereafter; 

(d) A person who has been declared insolvent; 

(e) A substantial shareholder of the company or a shareholder holding one percent or more of the paid up capital of 
the company or his close relative; 

(f) A person who has been sentenced to punishment for an offense of corruption, fraud or a criminal offense 
involving moral turpitude and a period of five years has not elapsed thereafter; 

(g) A person referred to in Sub-section (3) of Section 111; 

(h) In the case of a public company, any person who works, whether full time or part time, for any governmental 
body or anybody owned fully or partly by the Government of Nepal or any other company or a partner of such 
person or a person who is working as an employee of such partner or a person who is authorized to sign any 
documents or reports to be prepared by the management of the company; 

(i) A company or corporate body with limited liability; 

(j) A person having interest in any transaction with the company or his/her close relative or a director, officer or 
substantial shareholder of another company having any interest in any transaction with the company. 

(2) The auditor shall, prior to his/her appointment ,give information in writing to the company that he/she is not 
disqualified pursuant to Sub-section(1). 

(3) Where any auditor becomes disqualified to audit the accounts of a company or there arises a situation where 
he/she becomes disqualified for appointment or can no longer continue to act as an auditor of the company, 
he/she shall immediately stop performing audit which is required to be performed or is being performed by 
him/her and give information thereof to the company in writing. 

(4) The audit performed by an auditor who has been appointed in contravention of this Section shall be invalid. 

 

c. Functions and duties of auditor:  

 As an auditor of the Gundruk & Company, followings are the matters that are required to be reported to the 
shareholders of the Company as required under the Section 115 of the Companies Act.  

(1) The auditor shall, addressing the shareholders or the appointing authority, submit to the company his/her report, 
certifying the balance sheet, profit and loss account and cash flow statement based on the books of account, 
records and accounts audited by him/her. 

(2) The audit report shall be prepared in accordance with the prevailing law or in consonance with the audit 
standards prescribed by the competent body; and such report shall state the matters to be set out under this 
Act, as per necessity. 

(3) The audit report as referred to in Sub-section (2) shall also indicate the following matters, inter alia:  

(a) Whether such information and explanations have been made available as were required for the completion of 
audit; 

(b) Whether the books of account as required by this Act have been properly maintained by the company in a 
manner to reflect the real affairs of its business; 

(c) Whether the balance sheet, profit and loss account and cash flow statements received have been prepared in 
compliance with the accounting standards prescribed under the prevailing law and whether such statements are 
in agreement with the books of account maintained by the company; 

(d) Whether, in the opinion of the auditor based on the explanations and information made available in the course 
of auditing, the present balance sheet properly reflects the financial situation of the company, and the profit and 
loss account and cash flow statement for the year ended on the same date properly reflect the profit and loss, 
cash flow of the company, respectively; 

www.auditnca.com

www.auditnca.com


 

 

RTP-CAP II –December @ICAN Page 42 of 162 

(e) Whether the board of directors or any representative or any employee has acted contrary to law or 
misappropriated any property of the company or caused any loss or damage to the company or not; 

(f) Whether any accounting fraud has been committed in the company 

(g) Suggestion, if any. 

 

Answer to Question No.8  

(a) In planning attendance at a physical inventory count the auditors should: 

(i) Review previous year's audit working papers and discuss any developments in the year with management. 

(ii) Obtain and review a copy of the company's count instructions. 

(iii) Arrange attendance at count planning meetings, with the consent of management. 

(iv) Gain an understanding of the nature of the inventory and of any special problems this is likely to present, for 
example liquid in tanks, scrap in piles. 

(v) Consider whether expert involvement is likely to be required as a result of any circumstances noted in (iv) above. 

(vi) Obtain a full list of all locations at which inventories are held, including an estimate of the amount and value of 
inventories held at different locations. 

(vii) Using the results of the above steps, plan for audit attendance by appropriately experienced audit staff at all 
locations where material inventories are held, subject to other factors (for example rotational auditing, reliance 
on internal controls). 

(viii)Consider the impact of internal controls upon the nature and timing of attendance at the count. 

(ix) Ascertain whether inventories are held by third parties and if so make arrangements to obtain written 
confirmation of them or, if necessary, to attend the count. 

(b)  Procedures to ensure a complete count and to prevent double-counting are particularly important in this case 
because movements will continue throughout the count. 

(i) Clear instructions should be given as to procedures, and an official, preferably not someone normally responsible 
for inventories, should be given responsibility for organizing the count and dealing with queries. 

(ii) Before the count, all locations should be tidied and inventory should be laid out in an orderly manner. 

(iii) All inventories should be clearly identified and should be marked after being counted by a tag or indelible mark, 
so that it is evident that it has been counted. 

(iv) Pre-numbered sheets should be issued to counters and should be accounted for at the end of the count. 

(v) Counters should be given responsibility for specific areas of the warehouse. Each area should be subject to a 
recount. 

(vi) A separate record should be kept of all goods received or issued during the day (for example by noting the goods 
received note or dispatch note numbers involved). 

(vii) Goods received on the day should be physically segregated until the count has been completed. 

(viii)Similarly, goods due to be dispatched on the day should be identified in advance and moved to a special area or 
clearly marked so that they are not inadvertently counted in inventory as well as being included in sales. 

 

Answer to Question No.9  

a) The request by Mr Ramesh that half of the first year's audit fee should be waived is quite improper. If this 
proposal were to be accepted it could be held that M R & Co had sought to procure work through the quoting of 
lower fees. This would be unethical and would result in disciplinary proceedings being taken against the firm. 
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Mr Ramesh should be informed that the audit fee will be determined by reference to the work involved in 
completion of a satisfactory audit, taking into account the nature of the audit tasks involved and the resources 
required to carry out those tasks in an efficient manner. He should also be told that if he is not prepared to 
accept an audit fee arrived at in this way and insists on there being a reduction then regrettably the nomination 
to act as auditor will have to be declined.  

B R & Co has every right not to resign even though they may be aware that Mr Ramesh wishes to replace them. 
The auditors of a company are appointed by, and report to, the members of a company and the directors are not 
empowered to remove the auditors. If the reason for the proposed change arises out of a dispute between 
management and the auditors then the auditors have a right to put forward their views as seen above and to 
insist that any decision should be made by the members, but only once they have been made aware of all 
pertinent facts concerning the directors' wishes to have them removed from office. 

 

b) The responsibility for the prevention and detection of fraud and error rests with management through the 
implementation and continued operation of an adequate system of internal control.  Such a system reduces but 
does not eliminate the possibility of fraud and error.  In forming his opinion, the auditor carries out procedures 
designed to obtain evidence that will provide reasonable assurance that the financial information is properly 
stated in all material respects.  Consequently, the auditor seeks reasonable assurance that fraud or error which 
may be material to the financial information has not occurred or that; if it has occurred, the effect of fraud is 
properly reflected in the financial information or the error is corrected.   

The auditor, therefore, plans his audit so that he has a reasonable expectation of detecting material 
misstatements in the financial information resulting from fraud or error.  The degree of assurance of detecting 
errors would normally be higher than that of detecting fraud, since fraud is usually accompanied by acts 
specifically designed to conceal its existence.  Due to the inherent limitations of an audit there is a possibility that 
material misstatements of the financial information resulting from fraud and, to a lesser extent, error may not be 
detected.   

The subsequent discovery of material misstatement of the financial information resulting from fraud or error 
existing during the period covered by the auditor’s report does not, in itself, indicate that whether the auditor 
has adhered to the basic principles governing an audit.  The question of whether the auditor has adhered to the 
basic principles governing an audit (such as performance of the audit work with requisite skills and competence, 
documentation of  important matters, details of the audit plan and  reliance placed on internal controls, nature 
and extent of compliance and substantive tests carried out, etc.) is determined by the adequacy of the 
procedures undertaken in the circumstances and the suitability of the auditor’s report based on the results of 
these procedures.  The liability of the auditor for failure to detect fraud exists only when such failure is clearly 
due to not exercising reasonable care and skill.   

Thus in the instant case after the completion of the statutory audit, if a fraud has been detected, the same by 
itself cannot mean that the auditor did not perform his duty properly.  If the auditor can prove with the help of 
his papers (documentation) that he has followed adequate procedures necessary for the proper conduct of an 
audit, he cannot be held responsible for the same.  If however, the same cannot be proved, he would be held 
responsible.  

 

c) Effect of Subsequent Events:  

NSA 560 “Subsequent Events”, establishes standards on the auditor’s responsibility regarding subsequent events. 
According to it, ‘subsequent events’ refer to those events which occur between the date of balance sheet and 
the date of the audit report, and facts that become known to the auditor  after the  date of the auditor’s report.  
It lays down the standard that the auditor should consider the effect of subsequent events on the financial 
statements and on the auditor’s report.   
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The auditor should obtain sufficient appropriate evidence that all events up to the date of the auditor’s report 
requiring adjustment or disclosure have been identified and to identify such events, the auditor should:  

I. Obtain an understanding of any procedures management has established to ensure that subsequent events are 
identified.  

II. Reading minutes, if any, of the meetings, of the entity’s owners, management and those charged with 
governance, that have been held after the date of the financial statements and inquiring about matters discussed 
at any such meetings for which minutes are not yet available.  

III. Reading the entity’s latest subsequent interim financial statements, if any.  

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

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

VI. Inquire management and, where appropriate, those change with governance as to whether any subsequent 
events have occurred which might affect the financial statements.  

Examples of inquiries of management on specific matters are:  

 Whether new commitments, borrowings or guarantees have been entered into.  

 Whether sales or acquisitions of assets have occurred or are planned.  

 Whether there have been increases in capital or issuance of debt instruments, such as the issue of new shares or 
debentures, or an agreement to merge or liquidate has been made or is planned.  

 Whether there have been any developments regarding contingencies.  

 Whether there have been any developments regarding risk areas and contingencies.  

 Whether any unusual accounting adjustments have been made or are contemplated.  

 Whether any events have occurred  or are likely to occur which will bring  into question the appropriateness of 
accounting policies used in the financial statements as would be the case, for example, if such events call into 
question the validity of the going concern assumption. Whether any events have occurred that is relevant to the 
measurement of estimates or provisions made in the financial statements. Whether any events have occurred 
that is relevant to the recoverability of assets.  

VII. Consider whether written representations covering particular subsequent events may be necessary to support 
other audit evidence and thereby obtain sufficient appropriate audit evidence.  

When the auditor identifies events that require adjustment of, or disclosure in, the financial statements, the 
auditor shall determine whether each such event is appropriately reflected in those financial statements. If such 
events have not been considered by the management and which in the opinion of the auditor are material, the 
auditor shall modify his report accordingly.  

 

d) Restrictions on Powers of Statutory Auditors:  

Section 114 of the Companies Act, 2063 provides that an auditor of a company shall have right of access at all 
times to the books and accounts and vouchers of the company whether kept at the Head Office or other places 
and shall be entitled to require from the offices of the company such information and explanations as the auditor 
may think necessary for the purpose of his audit. These specific rights have been conferred by the statute on the 
auditor to enable him to carry out his duties and responsibilities prescribed under the Act, which cannot be 
restricted or abridged in any manner. Hence' any such resolution even if passed by entire body of shareholders is 
ultra vires and therefore void.  

(In the case of Newton vs. Birmingham Small Arms Co., it was held that any regulations which preclude the 
auditors from availing themselves of all the information to which they are entitled under the Companies Act, are 
inconsistent with the Act.)  
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e) Appointment of First Auditor of Company: 

The appointment of Mr Sanjay, a practicing Chartered Accountant as first auditors by the Managing Director of 
PR Ltd by himself is in violation of Section 111(1) of the Companies Act, 2063, which authorizes the Board of 
Directors to appoint the first auditor of the company prior to the holding of the first annual general meeting.  

In view of the above, the Managing Director of PR Ltd should be advised not to appoint the first auditor of the 
company.  

 

f) It is no part of the duty of the auditor to send a copy of his report or to allow inspection thereof by each member 
of the company individually or to see that the report is read before the company in general meeting. The duty of 
the auditor is confirmed only to forwarding his report on the account to the secretary of the company. It will be 
for the secretary or the Directors to convene the general meeting and send the financial statements and the 
Auditor’s report to members or others entitled to receive it. The action of the auditor to not obliging the 
shareholders is perfectly held in law. 

 

g) As per NSA 580 on “Management Representations” in the course of audit, an auditor comes across various 
matters in respect of which he is not able to obtain sufficient appropriate audit evidence. In such a situation he 
may rely on the submission by the management but he should seek corroborative audit evidence from sources 
inside or outside the entity and evaluate the representation made by management.   

Management representation is not a substitute for other audit evidence. The auditor should seek and apply 
normal audit procedure. Mere possession of a certificate does not absolve the auditor from his liability. He 
should not seek or accept certificates when subject matter is such that it is capable of verification from internal 
and/or external evidences. 

In the instant case, the stock of imported material lying with the transporter can be easily verified with purchase 
order, invoice, bill of entry, custom document etc. Therefore the auditor in this instant case has not used 
available evidences. He should not have rested with the certificate obtained from the management and could 
have evaluated other evidences. He may be held liable for negligence and professional misjudgment. 

 

h) As per NSA 230 on “Audit Documentations” the working papers are the property of the auditor and the auditor 
has right to retain them. He may at his discretion can make available working papers to his client. The auditor 
should retain them long enough to meet the needs of his practice and legal or professional requirement.  

Working papers are the important records of the auditor. They serve as evidence of the auditor’s exercise of due 
care and conclusion reached regarding significant matters. The client does not have a right to access the working 
papers and it is up to the discretion of the auditor to make them available or not to others including the client.  

Hence in the instant case, management of Ram Rahim & Concern cannot insist upon the auditor to handover the 
working papers of the previous year.  

i) As per councils decision (194th meeting) dated Falgun 4th 2071, the minimum fees for the I/NGOs shall be as 
under: 

Grant or other receipts Minimum audit fees (NRs) 

More than 50 crores 500,000 

More than 20 crores 200,000 

More than 1 crores 100,000 

More than 50 Lakhs 50,000 

However, the audit fees for the INGOs cannot be less than NRs 100,000. 

 

j) A self-interest threat may be created if fees due from an audit client remain unpaid for a long time, especially if a 
significant part is not paid before the issue of the audit report for the following year. Generally the firm is 
expected to require payment of such fees before such audit report is issued. If fees remain unpaid after the 
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report has been issued, the existence and significance of any threat shall be evaluated and safeguards applied 
when necessary to eliminate the threat or reduce it to an acceptable level. An example of such a safeguard is 
having an additional professional accountant who did not take part in the audit engagement, provide advice or 
review the work performed. The firm shall determine whether the overdue fees might be regarded as being 
equivalent to a loan to the client and whether, because of the significance of the overdue fees, it is appropriate 
for the firm to be reappointed or continue the audit engagement. 

Relative size of the fees mentioned hereinbefore, until ICAN makes specific guidelines shall not be considered as 
self-interest or intimidation threats 

k) Section 116 of the Company’s Act provides that an audit report prepared by the auditor appointed by the 
company shall be signed and dated by the auditor. Further, where the company has appointed any accounting 
institution to carry out the audit the member who has been authorized by the decision of the partners of such 
institution shall sign and date the audit report.       

l) Sol: As per Councils decision (194th meeting) dated Falgun 4th 2071, the minimum fees for Cooperatives 
shall be as follows: 

Loan investments or deposits Minimum audit fees (NRs) 

More than 500 crores 500,000 

More than 100 crores 200,000 

More than 60 crores 100,000 

More than 15 crores 75,000 

More than 5 crores 50,000 

More than 2 croress 25,000 

Therefore, the firm has failed to comply with the Council’s decision.  

 

Answer to Question No.10   

a) Receipt of Special backward area subsidy from Nepal Government   

 The claim for backward area subsidy submitted to the authorities should be studied. 

 It should be ascertained whether the grant is of a capital nature for funding assets or of a revenue nature. Mere 
computation formula of quantum of grant with reference to the cost of project of itself will not make the grant a 
capital nature ipso facto. 

 The accounting of the grant should be in accordance with NAS 10 “Accounting for Government Grants” of ICAN. 
The revenue grant can be taken to income statement with appropriate disclosure. 

 The capital grant may be adjusted against cost of assets or may be kept in the capital reserve to be transferred to 
profit or loss account each year in proportion to the depreciation of that asset charged in profit and loss account. 

 The receipt of the grant should be checked with bank statement, remittance challan etc.  

 The conditions attached to the grant should be fulfilled by the company. The auditor should check whether any 
liability or refund of grant for breach of conditions could arise. 

 

b) Assets abroad  

 Examine the title deeds of the immovable properties abroad. 

 Ensure that the immovable properties abroad have been properly classified and disclosed. 

 Where documents of title relating to assets held abroad are not available for inspection, a certificate should be 
obtained from the agent or any other party holding the document. 

 Ascertain that certificate has been obtained disclosing unequivocally that they are free from any charge or 
encumbrance. 
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c) Research and Development Expenses 

 Ascertain the nature of research and development work at the outset and enquire whether separate Research 
and Development Department exists. 

 See allocation of expenses under revenue and deferred revenue.  Ensure that expenses which are routine 
development expenses are charged to Profit and Loss Account. 

 Check whether the concerned research activity is authorized by the Board and has relevance to the objectives of 
the company. 

 Examine that generally research expenses for developing products or for inventing a new product are treated as 
deferred revenue expenditure to be written off over a period of three to five years, if successful.  In case it is 
established that the research effort is not going to succeed, the entire expenses incurred should be written off to 
the profit and loss account. 

 Ensure that if any machinery and equipment have been bought specially for the purpose of research activity, the 
cost thereof, less the residual value should be appropriately debited to the Research and Development Account 
over the years of research. 

 

d) Sale Proceeds of Junk Materials  

 Review the internal control on junk materials, as regards its generations, storage and disposal and see whether it 
was properly followed at every stage.  

 Ascertain whether the organization is maintaining reasonable records for the sale and disposal of junk materials.  
 Review the production and cost records for the determination of the extent of junk materials that may arise in a 

given period.  

 Compare the income from the sale of junk materials with the corresponding figures of the preceding three years.  

 Check the rates at which different types of junk materials have been sold and compare the same with the rates 
that prevailed in the preceding year.  

 See that all junk materials sold have been billed and check the calculations on the invoices.  

 Ensure that there exists a proper procedure to identify the junk material and good quality material is not mixed 
up with it. 

 Make an overall assessment of the value of the realization from the sale of junk materials as to its 
reasonableness.  

 

e) Sale of Assets  

 As in the case of sale of Assets, the authority for sale is very important, It is therefore a matter which should 
receive the attention of the auditor.  

 Another important aspect which requires consideration is the basis of sale, whether by auction or by negotiation, 
for determining that the asset was sold at the maximum price that could be contained for it and that the sale 
proceeds of the asset have been fully accounted for. 

 It should further be confirmed that sale proceeds have been credited to an appropriate head of account and the 
amount of profit arising out of it has been segregated between revenue profits and capital profits and 
accordingly appropriate accounts are credited, where there is a loss, the same should be written off.  

 

f) Provision for bonus 

 Examine whether the liabilities are provided for in accordance with the Bonus Act and/or in agreement with the 
employees or award of the competent authority. 

 Ensure that the Bonus has been obtained (or calculated) by the personnel as per the Bonus Act. 
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 Where the bonus actually paid is in excess of the amount required to be paid as per the provisions of the 
applicable law/agreement/award the auditor should specifically examine the authority for the same. 

 Examine whether the appropriate amount has been transferred to welfare fund account. As per the Act, 70% of 
the balance amount after the distribution of the bonus from the amount allotted for the bonus shall be 
deposited in welfare fund established in accordance with Section 37 of the Labour Act. 

 Ensure that the remaining 30% has been deposited in the National Level Welfare Fund which has been 
established by the Government of Nepal for the benefit of the personnel of the Enterprise. 

 

g) Audit of contingent liabilities 

The auditor may take following steps to verify the contingent liabilities: 

 Inspect the minute books of the company to ascertain all contingent liabilities known to the company. 

 Examine the contracts entered into by the company and the likelihood of contingent liabilities emanating there 
from. 

 Scrutinize the lawyer’s bills to track unreported contingent liabilities. 

 Examine bank letters in respect of bills discounted and not matured. 

 Examine bank letters to ascertain guarantees on behalf of other companies or individuals. 

 Discuss with various functional officers of the company about the possibility of contingent liability existing in 
their respective field. 

 Obtain a certificate from the management that all known contingent liabilities have been included in the 
accounts and they have been properly disclosed. 

 Ensure that proper disclosure has been made as per NAS 12, Provisions, Contingent Liabilities and Contingent 
Assets. 

 

Answer to Question No.11  

a. Vouching and Verification 

 Vouching pertains to the entire transactions recorded in the books while verification relates to the assets and 
liabilities appearing in the balance sheet. 

 Vouching is done through the year and verification is generally carried out at the end of the year 

  Vouching is to verify the completeness, accuracy and validity of the transactions while verification is to confirm 
the existence, ownership, possession, completeness, valuation and disclosure of items relating to the balance 
sheet.  

 Vouching is based only on documentary examination and verification is based on observation as well as 
documentary examination. 

 Vouching is a routine matter which is generally conducted by junior staff while verification requires experienced 
people and done by senior staff. 

 Vouching does not include valuation but verification includes valuation.    

 

b. Internal audit and Statutory audit 

Internal audit is the arrangement within the organization to verify on continuous basis the correctness and 
truthfulness of the transactions by the salaried staff/outsourced. Statutory audit is the examination of the books 
of accounts of the business by an external auditor and to report that the profit and loss account and balance 
sheet are drawn according to provisions of law and the financial statements reveal the true and fair view of the 
results of operations and financial state of affairs of the business. 
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Internal audit is not compulsory. Statutory audit is compulsory as per applicable law. 

Internal audit is carried out by the person appointed by the business enterprises. It is not necessary that the 
internal auditor should possess the qualification prescribed for professional auditor. Statutory audit can be 
carried out only by those who are qualified for appointment as per the provision of the Companies Act and 
other Acts. 

Internal auditor is answerable to the management. His duties, responsibilities etc. regarding audit work are 
determined by the management. The management can increase the powers and authority of the internal 
auditor. Similarly it can also curtail his powers.  

The rights, duties, responsibilities and liabilities of statutory auditors are governed by the provisions of law. The 
auditor is independent of management. 

The internal auditor points out irregularities in the procedural aspects and suggests ways and means to rectify 
the same. He assures that the financial operations and other types of control in force are carried out in 
conformity with the accounting systems. 

The statutory auditor is concerned with the legality and validity of the transactions of business. His audit work is 
based on the financial statement prepared by the business. 

 

c. Reports and Certificates 

The term 'certificate', is a written confirmation of the accuracy of the facts stated therein and does not involve 
any estimate or opinion. When an auditor certifies a financial statement, it implies that the contents of that 
statement can be measured and that the auditor has vouchsafed the exactness of the data. The term certificate 
is, therefore, used where the auditor verifies certain exact facts. An auditor may thus, certify the circulation 
figures of a newspaper or the value of imports or exports of a company. An auditor's certificate represents that 
he has verified certain precise figures and is in a position to vouch safe their accuracy as per the examination of 
documents and books of account.  

An auditor's report, on the other hand, is an expression of opinion. When we say that an auditor is reporting, we 
imply that he is expressing an opinion on the financial statements.  

The term report implies that the auditor has examined relevant records in accordance with generally accepted 
auditing standards and that he is expressing an opinion whether or not the financial statements represent a true 
and fair view of the state of affairs and of the working results of an enterprise. Since an auditor cannot guarantee 
that the figures in the balance sheet and profit and loss account are absolutely precise, he cannot certify them. 
This is primarily because the accounts itself are product of observance of several accounting policies, the 
selection of which may vary from one professional to another and, thus, he can only have an overall view of the 
accounts through normal audit procedures. Therefore, the term certificate cannot be used in connection with 
these, statements.  

Thus, when a reporting auditor issues a certificate, he is responsible for the factual accuracy of what is stated 
therein. On the other hand, when a reporting auditor gives a report, he is responsible for ensuring that the 
report is based factual data, that his opinion is in due accordance with facts, and that it is arrived at by the 
application of due care and skill.  

 

d. Assurance engagement versus Non assurance engagement 

An engagement in which a professional accountant in public practice expresses a conclusion designed to enhance 
the degree of confidence of the intended users other than the responsible party about the outcome of the 
evaluation or measurement of a subject matter against criteria.  Any engagement that fulfills the following 
criteria is an assurance engagement: 

 Existence of three party relationship 
 Subject matter 
 Criteria 
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 Gathering of sufficient appropriate evidence 
 Expression of opinion 

 
However, for an assurance engagement to be an audit engagement one additional requirement is that level of 
assurance provided by such engagement needs to be of reasonable level. Any engagement other than above is 
non- assurance engagement. For e.g.: Legal services, Management services, Internal Audit etc. 

 

e. Clean Audit Report and Qualified Audit Report. 

A clean report which is otherwise known as unconditional opinion is issued by the auditor when he does not 
have any reservation with regard to the matters contained in the financial statements. In such a case, the audit 
report may state that the financial statements give a true and fair view of the state of affairs and profit and loss 
account for the period. Under the following circumstances an auditor is justified in issuing a clean report:  

a. the financial information has been prepared using acceptable accounting policies, which have been 
consistently applied;  

b. the financial information complies with relevant regulations and statutory requirements; and  

c. there is adequate disclosure of all material matters relevant to the proper presentation of the financial 
information, subject to statutory requirements, where applicable. 

Qualified audit report, on the other hand, is one which does not give a clear cut about the truth and fairness of 
the financial statements but makes certain reservations.  The gravity of such reservations will vary depending 
upon the circumstances.  In majority of cases, items which are the subject matter of qualification are not so 
material as to affect the truth and fairness of the whole accounts but merely creates uncertainty about a 
particular item. In such cases, it is possible for the auditors to report that in their opinion but subject to specific 
qualifications mentioned, the accounts present a true and fair view.   

Thus, an auditor may give his particular objection or reservation in the audit report and state "subject to the 
above, we report that balance sheet shows a true and fair view…….."  The auditor must clearly express the nature 
of qualification in the report.  The auditor should also give reasons for qualification.   

The words "subject to" are essential to state any qualification.  It is also necessary that the auditors should 
quantify, wherever possible the effect of these qualifications on the financial statements in clear and 
unambiguous manner if the same is material and state aggregate impact of qualifications.  

Thus, it is clear from the above that in case of a clean report, the auditor has no reservation in respect of various 
matters contained in the financial statements but a qualified report may involve certain matters involving 
difference of opinion between the auditor and the management.  

 

Qualified Audit report:  

Qualified audit report is one in which the auditor does not give clean report about the truthfulness and fairness 
of financial statement but makes certain reservations. While qualifying the audit report, it has to be seen that the 
subject matter of qualification is material but not so much as to affect the overall true and fair view of accounts. 
Where an auditor fails to obtain sufficient information to warrant an expression of opinion, then he is unable to 
form an opinion and, thus, he makes a disclaimer of opinion.  

Accordingly, the auditor may state that he is unable to express an opinion because he has not been able to 
obtain sufficient and appropriate audit evidence to form an opinion. The necessity of a disclaimer of opinion may 
arise due to many reasons such as restriction on scope of examination or in certain circumstances the auditor 
may not have access to all the books of account for certain reasons, e.g., books are seized by excise authorities or 
destroyed in fire, etc. It is but natural that the auditor must make all efforts to verify and substantiate the events. 
In case he is unable to obtain audit evidence even from alternative sources', then the auditor can only state that 
he is unable to form an opinion. Therefore, an auditor is required to exercise judgment as to circumstances 
which may cause modification in the audit report.  
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The following are some of the circumstances when qualified audit report is warranted:   

 if the auditor is unable  to obtain all the information and explanations which he considers necessary for the 
purpose of his audit.  

 if proper books of account have not been kept by the company in accordance with the law.  

 if the Balance Sheet and Profit and Loss Account are not in agreement with the books of account and returns.  

 if information required by law is not furnished.  

 if the profit and loss account and balance sheet do not comply, with the accounting standards  referred to in sub-
section (2) of Section 108 of the Companies Act, 2063.  

 if there is contravention of the provision of the Companies Act, 2063 having a bearing on the accounts and 
transactions of the company.  

The aforesaid circumstances have to be carefully evaluated by the auditor having regard to materiality to see 
whether the circumstance require disclaimer of opinion or adverse opinion.  

 

Answer to Question No.12 , 

f) Analytical procedures to verify inventories. 

The auditor can adopt the following analytical procedures to verify inventories. 

 Quantitative reconciliation of opening stock, purchases, production, sales and closing stock 

 Comparison of closing stock quantities and values with those of previous year. 

 Comparison the inventory turnover ratio with that of the previous year and industry average, if available. 

 Comparison of the current year gross profit ratio with that of previous year. 

 Comparison of actual stock, purchase and sales figures with the budgeted one. 

 Comparison of raw material yield/wastage with previous year 

 

g) Concept of True and Fair view 

The concept of ‘true and fair’ in the auditor’s report signifies that the auditor is required to express his opinion 
whether the state of affairs and the results of the entity are truly and fairly represented by the accounts under 
audit. 

What constitutes ‘true and fair’ has not been defined in any legislation. To ensure a true and fair view, an auditor 
has to see that the assets and liabilities are neither undervalued nor overvalued, no material assets or liabilities 
are omitted, the requirements of acts/ legislation have been followed, and accounting principles have been 
disclosed separately. 

 

h) Professional Skepticism  

Professional skepticism includes being alert to, for example: 

 Audit evidence that contradicts other audit evidence obtained. 
 Information that brings into question the reliability of documents and responses to inquiries to be used as audit 

evidence. 
 Conditions that may indicate possible fraud. 
 Circumstances that suggest the need for audit procedures in addition to those required by the NSAs. 
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Maintaining professional skepticism throughout the audit is necessary if the auditor is, for example, to reduce 
the risks of: 

 Overlooking unusual circumstances. 

 Over generalizing when drawing conclusions from audit observations. 

 Using inappropriate assumptions in determining the nature, timing and extent of the audit procedures and 
evaluating the results thereof. 

 Professional skepticism is necessary to the critical assessment of audit evidence. This includes questioning 
contradictory audit evidence and the reliability of documents and responses to inquiries and other information 
obtained from management and those charged with governance. It also includes consideration of the sufficiency 
and appropriateness of audit evidence obtained in the light of the circumstances, for example, in the case where 
fraud risk factors exist and a single document, of a nature that is susceptible to fraud, is the sole supporting 
evidence for a material financial statement amount. 

 

i) Intimidation Threat 

"Intimidation Threat" occurs when a members of the assurance team may be deterred from acting objectively 
and exercising professional skepticism by threats, actual or perceived, from the directors, officers or employees 
of an assurance client, or from within the firm.  Examples of circumstances that may create intimidation threats 
include, but are not limited to: 

 Being threatened with dismissal or replacement in relation to a client engagement with the application of on 
accounting principles. 

 Being threatened with litigation. 

 Being pressured to reduce inappropriately the extent of work performed in order to reduce fees. 

 

j) Permanent and timing differences 

Tax on income is one of the significant items in the statement of profit and loss of an enterprise. In accordance 
with the matching concept, taxes on income are accrued in the same period as the revenue and expenses to 
which they relates. Matching of such taxes against revenue for a period poses special problems arising from the 
fact that in a number of cases, taxable income may be significantly different from the accounting income. This 
divergence between taxable income and accounting income arises due to two reasons: 

Firstly, there are differences between items of revenue and expenses as appearing in the statement of profit and 
loss and the items, which are considered as revenue, expenses or deduction for tax purpose i.e. permanent 
difference. Such permanent differences are the difference between taxable income and accounting income for a 
period that originate in one period and do not reverse subsequently. 

Secondly, there are differences between the amount in respect of a particular item of revenue or expenses as 
recognized in the statement of profit and loss and the corresponding amount which is recognized for the 
computation of taxable income i.e. timing difference. Such timing difference are those difference between 
taxable income and accounting income for a period that originate in one period and are capable of reversal in 
one or more subsequent periods. 
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