
 

 

restrictions  on  the  flow  of  foreign exchange. This entails upon 

payments received by the swap dealer. It should not be called to  

default risk  or credit  risk because the counter -party is  willing to 

make payments. It is the governmental restriction that comes in the 

way. In the same way there is delivery risk too.  

 

 

 

ADVANCED AUDIT 

Audit Planning, Audit Sampling & Estimates 
 
Q. N. 1 
(a) NSA 520 Analytical procedures provides guidance on the use of analytical procedures during the 

course of the external audit. Analytical procedures can be used as substantive audit procedures 
during audit fieldwork, as well as during planning and review. 

 
Required 
List six factors that should be considered by the external auditor when using analytical procedures as 
substantive audit procedures.  
 
(b) NSA 540 Auditing accounting estimates provides guidance on the audit of estimates contained in the 

financial statements. 
 
Required 
Explain what an accounting estimate is and list four examples of situations where accounting 
estimates 
might be used in the financial statements.  
 
(c) NSA 530 Audit sampling states that the objective of the auditor, when using audit sampling, is to 

provide a reasonable basis for the auditor to draw conclusions about the population from which 
the sample is selected. Explain the difference between statistical and non-statistical sampling and 
list three examples of methods of sample selection. 

 
Audit Evidences 
 
Q. N. 2 
(a) NSA 505, External confirmations, states that „the objective of the auditor, when using external 

confirmation procedures is to design and perform such procedures to obtain relevant and 
reliable audit evidence‟. 

 
Required 

(i) List four examples of external confirmations. 
(ii) For each of the examples in (i) above explain: 

– One audit assertion that the external confirmation supports, and 
– One audit assertion that the external confirmation does NOT support. 
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(b) Go Green Ltd. has a significant number of cash transactions and recent non-current asset 
purchases have been financed by a bank loan. This loan is repayable in equal annual instalments 
for the next five years. 

 
Required 

(i) Explain the procedures to obtain a bank report for audit purposes from Go Green Ltd.'s bank 
and the substantive procedures that should be carried out on that report. 

(ii) List the further substantive procedures that should be carried out on the bank balances in Go 
Green Ltd.'s financial statements.  

 
Q. N. 3 
Zee Co assembles fridges, microwaves, washing machines and other similar domestic appliances 
from parts procured from a large number of suppliers. As part of the interim audit work two weeks 
prior to the company yearend, you are testing the procurement and purchases systems and attending 
the inventory count. 
 
Procurement and purchases system 
Parts inventory is monitored by the stores manager. When the quantity of a particular part falls 
below re-order level, an e-mail is sent to the procurement department detailing the part required and 
the quantity to order. A copy of the e-mail is filed on the store manager's computer. Staff in the 
procurement department check the e-mail, allocate the order to an authorised supplier and send the 
order to that supplier using Electronic Data Interchange (EDI). A copy of the EDI order is filed in 
the order database by the computer system. The order is identified by a unique order number. When 
goods are received at Zee, the stores clerk confirms that the inventory agrees to the delivery note 
and checks the order database to ensure that the inventory were in fact ordered by Zee. (Delivery is 
refused where goods do not have a delivery note.) 
 
The order in the order database is updated to confirm receipt of goods, and the perpetual inventory 
system updated to show the receipt of inventory. The physical goods are added to the parts store 
and the paper delivery note is stamped with the order number and is filed in the goods inwards 
department. The supplier sends a purchase invoice to Zee using EDI; invoices are automatically 
routed to the accounts department. On receipt of the invoice, the accounts clerk checks the order 
database, matches the invoice details with the database and updates the database to confirm receipt 
of invoice. The invoice is added to the purchases database, where the purchase day book (PDB) and 
suppliers individual account in the payables ledger are automatically updated. 
 
Required 
(a) List six audit procedures that an auditor would normally carry out on the purchases system at 

Zee Co, explaining the reason for each procedure.  
(b) List four audit procedures that an auditor will normally perform prior to attending the client's 

premises on the day of the inventory count.  
(c) On the day of the inventory count, you attended depot nine at Zee. You observed the following 

activities: 
1. Prenumbered count sheets were being issued to client's staff carrying out the count. The 

count sheets showed the inventory ledger balances for checking against physical inventory. 
2. All count staff were drawn from the inventory warehouse and were counting in teams of 

two. 
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3. Three counting teams were allocated to each area of the stores to count, although the teams 
were allowed to decide which pair of staff counted which inventory within each area. Staff 
were warned that they had to remember which inventory had been counted. 

4. Information was recorded on the count sheets in pencil so amendments could be made 
easily as required. 

5. Any inventory not located on the pre-numbered inventory sheets was recorded on separate 
inventory sheets – which were numbered by staff as they were used. 

6. At the end of the count, all count sheets were collected and the numeric sequence of the 
sheets checked; the sheets were not signed. 

Required 
(i) List the deficiencies in the control system for counting inventory at depot nine. 
(ii) For each deficiency, explain why it is a deficiency and state how that deficiency can be 

overcome. 
(d)  

(i) State the aim of a test of control and the aim of a substantive procedure. 
(ii) In respect of your attendance at Zee Co's inventory count, state one test of control and 

one substantive procedure that you should perform. 
 
Audit Materiality 
 
Q. N. 4 
You are a manager in Nepal & Associates, responsible for the audit of the Lovi Group (the Group), 
which is listed. The Group‟s main activity is steel manufacturing and it comprises a parent company 
and five subsidiaries. Nepal & Associates 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 2012. This 
morning the audit engagement partner left a note for you: 
 
“At the planning stage, materiality was initially determined to be NRs.900,000, and was calculated 
based on the assumption that the Lovi 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 whole. The revised level of materiality is now determined to be 
NRs.700,000. One of the audit juniors was unsure as to why the materiality level had been revised.” 
 
Required: 
Explain why auditors may need to reassess materiality as the audit progresses.  
 
Audit Procedures 
 
Q. N. 5 
 
(a) „Revenue recognition should always be approached as a high risk area of the audit.‟ 
 
Required: 
Discuss this statement.  
 
(b) You are the manager responsible for the audit of DeeCo Ltd., a listed company, and you are 

reviewing the working papers of the audit file for the year ended 31 Ashad 2071. The audit 
senior has left a note for your attention: 
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„DeeCo Ltd. outsources its entire payroll, invoicing and credit control functions to NeeCo Ltd.. In 
Jestha 2071, NeeCo Ltd. suffered a computer virus attack on its operating system, resulting in the 
destruction of its accounting records, including those relating to DeeCo Ltd. 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. NeeCo Ltd. 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.‟ 
 
Required: 
(i) Comment on the actions that should be taken by the auditor, and the implications for the 

auditor‟s report; and  
(ii) Discuss the quality control procedures that should be carried out by the audit firm prior to the 

audit report being issued. 
 
 
Q. N. 6 
You are a manager in K & Co, responsible for the audit of NEA Ltd., 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, Bobin Pradhan, last month. 
 
The audit planning for the year ended 31 Ashad 2071 is about to commence, and You have just 
received a phone call from NEA Ltd.‟s finance director, in which he made the following comments: 
 
„There is something I forgot to mention in our meeting. Our business insurance covers us for 
specific occasions when business is interrupted. I put in a insurance claim on 18 Ashad 2071 for 
NRs.5 million (i.e. 2.7% of total assets, 40% of revenue for the year) 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 I want to make an adjustment to recognise 
the NRs.5 million as a receivable as at 31 Ashad 2071.‟ 
 
Required: 
Comment on the matters that should be considered, and recommend the audit procedures to be 
performed, in respect of the insurance claim. 
 
Fraud & Error 
 
Q. N. 7 
You are a manager in G & 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 client S & Co, which were discussed at the meeting, is given below: 
 
S & Co 
The audit report on the financial statements of S & Co, a long-standing audit client, for the year 
ended 31 December 2013 was issued in April 2014, and was unmodified. In May 2014, S & Co‟s 
audit committee contacted the audit engagement partner to discuss a fraud that had been discovered. 
The company‟s internal auditors estimate that NRs. 4·5 million has been stolen in a payroll fraud, 
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which has been operating since May 2013. The audit engagement partner commented that neither 
tests of controls nor substantive audit procedures 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 recognized in S & Co‟s financial statements at 31 December 2013 were 
NRs. 80 million. S & Co is considering suing G & 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 G & Co is liable to S & Co in 
respect of the fraud.  
 
Auditor’s Report 
 
Q. N. 8 
You are the audit manager in J & Co. One of your new clients this year is Gee Ltd., a company 
having net assets of NRs. 15 million. The audit work has been completed, but there is one 
outstanding matter you are currently investigating; the directors have decided not to provide 
depreciation on buildings in the financial statements, although Nepal Financial Reporting Standards 
suggest that depreciation should be provided. 
 
Required 
(a) State the additional audit procedures and actions you should now take in respect of the above 

matter. 
 
Unfortunately, you have been unable to resolve the matter regarding depreciation of buildings; the 
directors insist on not providing depreciation. You have therefore drafted the following extracts for 
your proposed audit report. 
 
1. '…We conducted our audit in accordance with Nepal Standards on Auditing. Those Standards 

require that we comply with ethical requirements and plan and perform the audit to obtain 
reasonable assurance about whether the financial statements are free from material misstatement 
(remaining words are the same as a normal unmodified report). 

2. As discussed in Note 15 to the financial statements, no depreciation has been provided in the 
financial statements which practice, in our opinion, is not in accordance with Nepal Financial 
Reporting Standards. 

3. The provision for the year ended 31 Ashad 20X4, should be NRs.420,000 based on the straight-
line method of depreciation using an annual rate of 5% for the buildings. 

4. Accordingly, the non-current assets should be reduced by accumulated depreciation of NRs. 
1,200,000 and the profit for the year and accumulated reserve should be decreased by 
NRs.420,000 and NRs.1,200,000, respectively. 

5. In our opinion, except for the effect on the financial statements of the matter referred to in the 
preceding paragraph, the financial statements present fairly, in all material respects ... (remaining 
words are the same as for an unmodified opinion paragraph).' 

 
The extracts have been numbered to help you refer to them in your answer. 
 
Required 
(b) Explain the meaning and purpose of each of the above extracts in your draft audit report. 
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(c) State the effect on your audit report of the following alternative situations: 

(i) Depreciation had not been provided on any non-current asset for a number of years, the effect 
of which if corrected would be to turn an accumulated profit into a significant accumulated loss. 

(ii) J & Co were appointed auditors after the end of the financial year of Gee Ltd. Consequently, the 
auditors could not attend the year end inventory count. Inventory is material to the financial 
statements. 

 
(Note. You are not required to draft any audit reports.)  
 
Code of Ethics 
 
Q. N. 9 
You are a manager in SG & 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. SG & Co has 
recently recruited a new audit junior, Samar, who has come across several issues in his first few 
months at the firm which he would like your guidance on. Samar‟s comments and questions are 
shown below: 
 
(a) I know that auditors are required to assess risks of material misstatement by developing an 

understanding of the business risks of an audit client, but I 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?  

(b) I worked on the interim audit of Reliance Ltd., a manufacturing company which outsources its 
payroll function. I know that for Reliance Ltd. payroll is material. How does the outsourcing of 
payroll affect our audit planning?  

(c) Reliance Ltd. is tendering for an important contract to supply Alliance Ltd.. I know that Alliance 
Ltd. is also an audit client of our firm, and I have heard that Reliance Ltd.‟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 Reliance Ltd. on the tender?  

(d) I also worked on the audit of Bell Ltd., where I heard the managing director, Amar, discussing a 
potential new business opportunity with the audit engagement partner. Bell Ltd. 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. Amar 
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 SG & 
Co and Bell Ltd.. What would be the implications of our firm considering this business 
opportunity? 

 
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. 
 
Q. N. 10 
You are also responsible for the audit of Wood Ltd., and you are currently reviewing the working 
papers of the audit for the year ended 31 Ashad 2014. In the working papers dealing with payroll, 
the audit junior has commented as follows: 
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„Several new employees have been added to the company‟s payroll during the year, with combined 
payments of NRs. 12,500K being made to them. There does not appear to be any authorization for 
these additions. When I questioned the payroll supervisor who made the amendments, she said that 
no authorization 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 Wood Ltd.‟s payroll, explain the meaning of the term „professional 
skepticism‟, and recommend any further actions that should be taken by the auditor.  
 
Q. N. 11 
You are a manager in the audit firm of A & Co; and this is your first time you have worked on one 
of the firm's established clients, S & Co. The main activity of S & Co is providing investment advice 
to individuals regarding saving for retirement, purchase of shares and securities and investing in tax 
efficient savings schemes. S & Co. is regulated by the relevant financial services authority. 
 
You have been asked to start the audit planning for S & Co, by Mr Son, a partner in A & Co. Mr 
Son has been the engagement partner for S & Co, for the previous nine years and so has excellent 
knowledge of the client. Mr Son has informed you that he would like his daughter Zoe to be part of 
the audit team this year; Zoe is currently studying for her first set of fundamentals papers for her CA 
qualification. Mr Son also informs you that Mr Far, the audit senior, received investment advice 
from S & Co during the year and intends to do the same next year. 
 
In an initial meeting with the finance director of S & Co, you learn that the audit team will not be 
entertained on S & Co's yacht this year as this could appear to be an attempt to influence the 
opinion of the audit. Instead, he has arranged a balloon flight costing less than one-tenth of the 
expense of using the yacht and hopes this will be acceptable. The director also states that the fee for 
taxation services this year should be based on a percentage of tax saved and trusts that your firm will 
accept a fixed fee for representing S & Co in a dispute regarding the amount of VAT payable to the 
taxation authorities. 
 
Required 
(i) Explain the ethical threats which may affect the auditor of S & Co. 
(ii) For each ethical threat, discuss how the effect of the threat can be mitigated. 
 
Q. N. 12 
You are the audit manager in the audit firm of Dee & Co. One of your audit clients is Cee Co. Ltd., 
a company specialising in the manufacture and supply of sporting equipment. Cee Co. Ltd. have 
been an audit client for two years and you have been audit manager for the past two years while the 
audit partner has remained unchanged. You are now planning the audit for the year ending 31 Ashad 
2014. Following an initial meeting with the directors of Cee Co. Ltd., you have obtained the 
following information. 
 
(i) Cee Co. Ltd. is attempting to obtain a listing on a recognized stock exchange. The directors have 

established an audit committee, as required by corporate governance regulations, although no 
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further action has been taken in this respect. Information on the listing is not yet public 
knowledge. 

(ii) You have been asked to continue to prepare the company's financial statements as in previous 
years.  

(iii) As the company's auditors, Cee Co. Ltd. would like you and the audit partner to attend an 
evening reception in a hotel, where Cee Co. Ltd. will present their listing arrangements to banks 
and existing major shareholders. 

(iv) Cee Co. Ltd. has indicated that the fee for taxation services rendered in the year to 31 Ashad 
2012 will be paid as soon as the taxation authorities have agreed the company's taxation liability. 
You have been advising Cee Co. Ltd. regarding the legality of certain items as 'allowable' for 
taxation purposes and the taxation authority is disputing these items. 

 
Finally, you have just acquired about 5% of Cee Co. Ltd.'s share capital as an inheritance on the 
death of a distant relative. 
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Required 
Identify, and explain the relevance of, any factors which may threaten the independence of Dee & 
Co's audit of Cee Co. Ltd.'s financial statements for the year ending 31 Ashad 2014. Briefly explain 
how each threat should be managed.  
 
Auditor’s Liabilities 
 
Q. N. 13 
Indicate the precise nature of auditor‟s liability in the following situation and support your views 
with authority, if any: 
 
“Certain weaknesses in the internal control procedure in the payment of wages in a large 
construction company were noticed by the statutory auditor who in turn brought the same to the 
knowledge of the managing director of the company. In the subsequent year, huge defalcation came 
to the notice of management. The origin of the same was traced to the earlier year. The management 
wants to sue the auditor for negligence and also plans to file a complaint with the institute.” 
 
Audit related Acts & Rules 
 
Q. N. 14 
 
Comment and give your views as auditor with reasons in the light of prevailing laws in Nepal, Nepal 
Accounting Standards, Nepal Standards on Auditing and Code of Ethics on each of the following 
case: 
 
a) The annual general meeting of Sundar Steel Company Limited on Poush 11, 2070 failed to 

appoint the auditor for the financial year 2070-71 due to time constraint and delegated the 
power to appoint the auditor to the Board under the terms recommended by the Audit 
Committee. The Board meeting held on Poush 25, 2070 appointed M/s Gautam & Co., a 
Chartered Accountants firm as auditor remaining within the terms and conditions recommended 
by the Audit Committee. Do you think the appointment of M/s Gautam & Co. is valid? 

 
b) A proprietary audit firm of Fellow Chartered Accountant has accepted the engagement to audit 

the accounts of a private school with annual turnover of Rs 10 lakhs at the audit fee of Rs 
12,000. The firm anticipates that the audit will consume estimated time of 2 man days of the 
Chartered Accountant. 

 
Accounting Standards & Audit Evidence 
 
Q. N. 15 
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 
which 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 B & 
Co, responsible for the audit of Dasset Co and you are reviewing the audit working papers for the 
year ended 31 Ashad 2014. The draft financial statements recognise profit before tax of NRs. 18 
million and total assets of NRs.175 million. The audit senior has left a note for your attention: 
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Accident at the Ledge Hill Mine 
On 15 Ashad 2014, 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 NRs.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. 
 
Required: 
In respect of the accident at the Ledge Hill Mine: 

(i) Comment on the matters which you should consider; and 
(ii) 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. 
 
Q.No. 16 
(a) Deferred tax is the tax on temporary differences. Temporary differences are identified on 

individual assets and liabilities in the statement of financial position. Temporary differences arise 
when the carrying value of an asset or liability differs from its tax base. 

 
Required: 
 
Explain: 
(i) How NAS 09 – Income Taxes – defines the tax base of assets and liabilities. 
(ii) How temporary differences are identified as taxable or deductible temporary differences.  
(iii) The general criteria prescribed by NAS 09 (IAS 12) for the recognition of deferred tax assets 

and liabilities. You do NOT need to identify any specific exceptions to these general criteria.  
 
(b) ABC Ltd. prepares consolidated financial statements to Ashad end each year. During the year 

ended 31 Ashad 2071, the following events affected the tax position of the group: 
 

(i) Laughing Buddha, a wholly owned subsidiary of ABC Ltd., made a loss adjusted for tax 
purposes of NRs.3 million. Laughing Buddha is unable to utilise this loss against previous 
tax liabilities and local tax legislation does not allow Laughing Buddha to transfer the tax loss 
to other group companies. Local legislation does allow Laughing Buddha to carry the loss 
forward and utilise it against its own future taxable profits. The directors of ABC Ltd. do not 
consider that Laughing Buddha will make taxable profits in the foreseeable future. 

 
(ii) Just before 31 Ashad 2071, ABC Ltd. committed itself to closing a division after the year 

end, making a number of employees redundant. Therefore ABC Ltd. recognised a provision 
for closure costs of NRs. 2 million in its statement of financial position as at 31 Ashad 2071. 
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Local tax legislation allows tax deductions for closure costs only when the closure actually 
takes place. In the year ended 31 Ashad 2072, ABC Ltd. expects to make taxable profits 
which are well in excess of NRs.2 million. On 31 Ashad 2071, ABC Ltd. had taxable 
temporary differences from other sources which were greater than NRs.2 million.  

 
(iii) During the year ended, ABC Ltd. capitalised development costs which satisfied the criteria in 

paragraph 57 of NAS 27 – Intangible Assets. The total amount capitalised was NRs.1·6 
million. The development project began to generate economic benefits for ABC Ltd. from 1 
Baishakh 2071. The directors of ABC Ltd. estimated that the project would generate 
economic benefits for five years from that date. The development expenditure was fully 
deductible against taxable profits for the year ended 31 Ashad 2071. 

 
(iv) On 1 Shrawan 2070, the total goodwill arising on consolidation in ABC Ltd.‟s consolidated 

statement of financial position was NRs.4 million. On 31 Ashad 2071, the directors reviewed 
the goodwill for impairment and concluded that the goodwill was impaired by NRs.600,000. 
There was no tax deduction available for any group company as a consequence of this 
impairment charge as at 31 Ashad 2071. 

 
(v) On 1 Shrawan 2070, ABC Ltd. borrowed NRs.10 million. The cost to ABC Ltd. of arranging 

the borrowing was NRs.200,000 and this cost qualified for a tax deduction on 1 Shrawan 
2070. The loan was for a three-year period. No interest was payable on the loan but the 
amount repayable on 31 Ashad 2073 will be NRs.13,043,800. This equates to an effective 
annual interest rate of 10%. Under the tax jurisdiction in which ABC Ltd. operates, a further 
tax deduction of NRs.3,043,800 will be claimable when the loan is repaid on 31 Ashad 2073. 

 
Required: 
Explain and show how each of these events would affect the deferred tax assets/liabilities in the 
consolidated statement of financial position of the ABC Ltd. group at 31 Ashad 2071. Where 
relevant, you should assume the rate of corporate income tax is 25% 
 
QN. 17 
 
(a) You are an audit manager in Rose & Co, responsible for the audit of XYZ Ltd.. You are 

reviewing the audit working papers relating to the financial year ended 31 January 2014. XYZ 
Ltd. is a manufacturer of chemicals used in the agricultural industry. The draft financial 
statements recognise profit for the year to 31 January 2014 of NRs.15 million (2013 – NRs.20 
million) and total assets of NRs.240 million (2013 – NRs.230 million). The audit senior, Rajan 
Ghale, has brought several matters to your attention: 

 
(i) XYZ Ltd.‟s factories are recognised within property, plant and equipment at a carrying value 

of NRs.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 XYZ Ltd.‟s revenue for the year ending 31 January 
2015. XYZ Ltd. has started to research a replacement chemical which is allowed under the 
new regulation, and has spent NRs.1 million on a feasibility study into the development of 
this chemical. 
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(ii) In October 2013, XYZ Ltd.‟s finance director, Raju Vaidya, purchased a car from the 
company. The carrying value of the car at the date of its disposal to Raju was NRs.50,000, 
and its market value was NRs.75,000. XYZ Ltd. raised an invoice for NRs.50,000 in respect 
of the disposal, which is still outstanding for payment. 

 
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. 
 
(b) Rajan 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 2013, 
which appears not to have been audited at all in the prior year. The expenditure of NRs.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 2013, and that amount is still recognised at 31 
January 2014. 

 
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. 
 
QN. 18 
 
Upswing is an entity which prepares financial statements to end of Ashad each year. During the year 
ended 31 Ashad 2071 the following events affected Upswing: 
 
(a) On 1 Shrawan 2070, Upswing completed the manufacture of some inventory at a total cost of 

NRs.800,000. In order to be suitable for sale in the ordinary course of business, the completed 
inventory needed to be stored in controlled conditions for a two-year period. The inventory is 
expected to sell for NRs.1,200,000 after the two-year storage period. On 1 Shrawan 2070, 
Upswing sold the inventory to ABC Ltd., a bank. The agreed sales proceeds were NRs.810,000 
but ABC Ltd. charged Upswing an administration fee of NRs.10,000, so the net amount 
received by Upswing was NRs.800,000. Upswing retained physical custody of the inventory and 
continued to ensure that it was stored in the appropriate conditions. Upswing indemnified ABC 
Ltd. against any losses caused by theft or inappropriate storage of the inventory. Upswing has 
the option to repurchase the inventory on 31 Ashad 2072 for NRs.933,120. On 1 Shrawan 2070, 
ABC Ltd. would have required an annual return of 8% on loans made to customers such as 
Upswing. 

 
(b) On 1 Shrawan 2070, Upswing leased a machine from XYZ Ltd. on a three-year lease. The 

expected future economic life of the machine on 1 Shrawan 2070 was eight years. If the machine 
breaks down, then under the terms of the lease, XYZ Ltd. would be required to repair the 
machine or provide a replacement. XYZ Ltd. agreed to allow Upswing to use the machine for 
the first six months of the lease without the payment of any rental as an incentive to Upswing to 
sign the lease agreement. After this initial period, lease rentals of NRs.210,000 were payable six-
monthly in arrears, the first payment falling due on 31 Ashad 2071.   

 
Required: 
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Explain and illustrate (where possible by quantifying amounts) how the three events would be 
reported in the financial statements of Upswing for the year ended 31 Ashad 2071. 
 
Others 
 
Q. N. 19 
 
a) Distinguish between the followings: 

ii) Reasonable assurance engagements and limited assurance engagements 
iii) Disclaimer of opinion and adverse opinion 
iv) Audit and Investigation 

b) Compliance with the fundamental principles of professional ethics may potentially be threatened 
by a wide range of different circumstances. These generally fall into five categories. What are 
they? Give some areas where self interest treats might arise: 

 
Q. N. 20 
You are a manager in CPMG & Co, a firm which offers a range of services to audit and non-audit 
clients. You have been asked to prepare audit strategy for Watsan Co, a company which has been an 
audit client of CPMG & Co for past two years. The audit of the financial statements for the year 
ended 30 April 2014 has just commenced. 
 
The audit strategy relevant to the audit of Watsan 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. 
 
Required: 

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

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

 
 
 
 
SUGGESTED ANSWERS/HINTS 

Audit Planning, Audit Sampling & Estimates 
 
A. N.1 
 
(a) Factors to consider when using analytical procedures as substantive audit procedures 
 
– The objectives of the analytical procedures and the extent to which their results are reliable 
– The degree to which information can be analysed 
– The availability of information 
– The reliability of the information available 
– The relevance of the information available 
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– The source of the information available 
– The comparability of the information available 
– Knowledge gained from previous audits 
(Note: Only six were required.) 
 
(b) An accounting estimate is an approximation of the amount of an item in the absence of a precise 

means of measurement. Examples where accounting estimates are used in the financial 
statements include: 
– Allowances to reduce inventory and accounts receivable to their estimated realisable value 
– Depreciation and amortisation 
– Accrued revenue 
– Deferred tax 
– Provision for a loss from a lawsuit 
– Losses on construction contracts in progress 
– Provision to meet warranty claims 

(Note: Only four examples were required.) 
 
(c) Statistical sampling is any approach to sampling that involves random selection of a sample, and 

the use of probability theory to evaluate sample results, including measurement of sampling risk. 
Non-statistical sampling is where the auditor does not use statistical methods and draws a 
judgemental opinion about the population. Sample selection methods include: 

 
– Random selection 
– Systematic selection 
– Haphazard selection 
– Sequence or block selection 
– Monetary unit sampling 

(Note: Only three examples were required.) 
 
Audit Evidences 
 
A. N. 2 
 
(a) 
(i) External confirmations 

– Bank letter for bank balances 
– Accounts receivable confirmation 
– Accounts payable confirmation 
– Solicitor's letter for opinion on legal case outcome 
– Inventory held by third parties 

Note. Only four are required.) 
 
(ii) Bank letter 
This provides audit evidence on the existence of bank accounts held by the company as 
confirmation is received directly from the bank. It may not provide audit evidence of completeness 
because it will not provide evidence of bank accounts held at other banks. 
 
Accounts receivable confirmation 
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This provides audit evidence of the existence of a receivable at the year-end because a reply is 
received from each customer who has been circularised. It does not provide audit evidence of the 
valuation of the receivable at the year-end – confirmation of the debt by the customer does not 
guarantee that it will be paid. 
 
Accounts payable confirmation 
This provides audit evidence of the existence of a payable at the year-end because a reply is 
received from each supplier who has been contacted. It does not provide audit evidence of the 
completeness of accounts payables at the year-end, since there may be liabilities in existence that 
have not been recorded by the client and could not have been selected in the sample. 
 
Solicitor's letter 
This provides audit evidence of the existence of legal claims at the year-end. It does not provide 
audit evidence of the valuation of claims at the year-end because of the uncertainty involved and 
the level of judgement required to make an assessment of the likely outcome. 
 
Inventory held by third parties 
This provides audit evidence of the existence of inventory held because a confirmation is received 
from the third party. It does not provide evidence of the valuation of the inventory at the year-end, 
as it will not indicate the condition and saleability of the inventory. 
 
(b) 

(ii) Procedures for bank reports 
– The bank requires explicit written authority from the client to disclose the information 

requested. 
– The auditor's request must refer to the client's letter of authority and the date of this. 

Alternatively it may be countersigned by the client or accompanied by a specific letter of 
authority. For joint accounts, letters of authority signed by all parties are required. 

– The request is sent by the auditor and should aim to reach the branch manager at least 
one month in advance of the client's year-end and should state both the year-end and the 
previous year-end. 

– The bank will complete the letter and send it back directly to the auditor. Audit 
procedures to be carried out on a bank report 

– Agree the balances per the bank letter to the client's bank reconciliations and the balance 
per the financial statements. 

– Agree the interest charges to the interest amount in the financial statements and ledger. 
– Agree any outstanding loan amounts to the liabilities figure in the accounts and check 

that all required disclosures have been made. 
 

(iii) Substantive procedures on bank balances 
– Check arithmetic of bank reconciliations. 
– Agree the balance per the bank accounts to the bank reconciliation and to the financial 

statements and the ledger. 
– Trace outstanding cheques per the bank reconciliation to the cash book and to after-date 

bank statements. 
– Agree any uncleared lodgements to after-date bank statements. 
– Obtain explanations for any large or unusual items not cleared at the time of the audit. 
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– Compare cash book and bank statements in detail for the last month of the year and 
check items outstanding at the reconciliation date to bank statements after the year-end. 

– Confirm that uncleared bankings have been paid in prior to the year-end date by 
examination of paying-in slips. 

 
A. N. 3 
 
b) Audit Procedures 
 
Audit Procedures Reason 

(1) For a sample of emails filed on the store 
manager's computer match the details to a 
corresponding order filed on the order database.  

To ensure that orders are completely and accurately 
recorded. 

(2) For a sample of orders taken from the order 
database match the details to a corresponding paper 
delivery note and then to the entry in the perpetual 
inventory system.  

To confirm that all goods ordered are subsequently 
received and then completely and accurately recorded 
in the inventory database.  

(3) For a sample of purchase invoices agree the 
details to the corresponding order and confirmation 
of receipt on the order database. 

To ensure that liabilities are only recognized in 
respect of goods ordered and received.  

(4) For a sample of orders confirmed as received and 
invoiced on the order database trace and match the 
details to the corresponding entry in the payables 
ledger. 

To confirm the completeness of the liability recorded 
in the payables ledger. 

(5) Review the order database for orders received but 
not yet invoiced.  

To ensure that the year end accrual for goods 
received not invoiced has been calculated correctly. 

(6) For a sample of purchase invoices trace the entry 
of the liability to the individual account in the 
payables ledger and confirm that the correct account 
has been credited. 

To confirm that liabilities are allocated to the correct 
supplier account. 

 
c) Audit procedures performed prior to attending the inventory count 
 
(i) Review prior year working papers and obtain an understanding of the nature and volume of 

inventory. 
(ii) Obtain a copy of the inventory count instructions prepared by the client and discuss any 

significant issues arising from these with the client. 
(iii) Assess the implications of the locations at which the inventory is held eg inventory held by 

third parties. 
(iv) Book the necessary audit staff to attend the count. 
(v) Review internal control relating to inventory in order to identify potential problem areas eg 

cut-off 
(vi) Perform analytical procedures and discuss with management any significant changes in 

inventory 
(vii) Obtain last year's inventory count memo 
(viii) Prepare the audit programme for the count 
(ix) Consider the need for expert assistance 
 
(c) 
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(i) Deficiency (ii) Reason (iii) Recommendation 

The count sheets show 
the amount of inventory 
currently recorded on 
the perpetual inventory 
records.  

This may encourage the counters to try to 
match the figure provided rather than to carry 
out the count as an independent exercise.  

The count sheets should not 
show the perpetual inventory 
records balance. The count staff 
should record the number of 
items they have physically 
counted. 

All count staff are drawn 
from the inventory 
warehouse.  

These staff are not independent of the count. 
It would be possible for the counters to 
disguise errors or to cover up theft of 
inventory. 

Count teams should consist of 
staff from other departments 

The teams are allowed 
to choose which 
inventory they count 
within each area of 
stores.  

This lack of detailed organisation may lead to 
certain inventory items being counted more 
than once whilst some items may not be 
counted at all.  

Each team of counters should be 
given specific instructions 
regarding which area of the 
stores they are responsible for. 

There is no system for 
marking items which 
have been counted. 

Again this increases the risk that inventory will 
be double counted or omitted completely.  

All inventory should be marked 
systematically to indicate that it 
has been counted eg by the use 
of stickers. 

Information on the 
count sheets is recorded 
in pencil. 

This increases the risk that the information 
could be amended after the count without 
authorization, resulting in inventory being 
incorrectly stated. 

Results of all counts on the 
count sheets should be recorded 
in ink.  

Additional count sheets 
are not pre-numbered. 

The pre-numbering of the count sheets allows 
control over the completeness of the 
information. If the staff using the separate 
sheets do not number them as they are used 
there is no means of identifying that all sheets 
issued have been returned. Lost count sheets 
may then go unnoticed. 

All count sheets should be pre-
numbered before they are issued.  

Count sheets are not 
signed by the count 
teams. 

It may be difficult to identify who is 
responsible for the count of specific items if 
subsequent questions arise. The signature also 
encourages the counters to take responsibility 
for the counting they have performed. 

All count sheets should be 
signed by the members of the 
count team. 

 
Audit Materiality 
 
A. N. 4 
 
Materiality 
Materiality is a matter of judgement, and is commonly determined using a numerical approach based 
on percentages calculated on revenue, profit before tax and total assets. NSA 320 Audit Materiality 
requires that the auditor shall revise materiality for the financial statements as a whole in the event of 
becoming aware of information during the audit that would have caused the auditor to determine a 
different level of materiality initially. 
 

www.auditnca.com

www.auditnca.com


 

 

It may be that during the audit, the auditor becomes aware of a matter which impacts on the 
auditor‟s understanding of the client‟s business and which leads the auditor to believe that the initial 
assessment of materiality was inappropriate and must be revised. For example, the actual results of 
the audit client may turn out to be quite different to the forecast results on which the initial level of 
materiality was based. 
 
Or, a change in the client‟s circumstances may occur during the audit, for example, a decision to 
dispose of a major part of the business. This again would cause the auditor to consider if the 
previously determined level of materiality were still appropriate. 
 
If adjustments are made to the financial statements subsequent to the initial assessment of 
materiality, then the materiality level would need to be adjusted accordingly. The initial calculation of 
materiality for the Lovi Group was based on the client‟s listed status, and therefore on an 
assumption of it being high risk. It is therefore important that any events, such as those explained 
above, are taken into account in assessing a new level of materiality for this client to ensure that 
sufficient appropriate evidence is obtained to support the audit opinion. 
 
Audit Procedures 
 
A. N. 5 
 
(a) Revenue recognition 
A high risk area of the audit is one where a risk of material misstatement is considered likely to 
occur. A factor giving rise to a risk of material misstatement is subjectivity, and in many companies 
revenue recognition is a subjective matter. For example, a company which provides services to 
customers over a long period of time will need to gauge the proportion of a service that has been 
provided during the financial year in order to determine the amount of revenue that may be 
recognized, possibly on a percentage basis. This determination involves judgement, therefore 
increasing the risk of material misstatement. 
 
Revenue recognition can also be a complex issue. For example, companies that engage in multiple-
element sales transactions need to carefully consider when revenue can be recognized, for instance if 
selling a tangible item such as a computer, and selling as part of the transaction a two-year warranty, 
the company needs to separate the sale of the goods and the sale of the services and recognize the 
revenue on each element of the transaction separately. 
 
Tutorial note: Credit will be awarded for any relevant examples of situations where revenue recognition is subjective 
or complex, for example, when accounting for long-term contracts, linked transactions, sale and leaseback or bill and 
hold arrangements. 
The method of sale and the absence of appropriate internal controls can also mean that revenue has 
a high risk of material misstatement. For example, when sales are made over a company‟s website, 
there is a risk that the website is not fully integrated into the accounting system, creating a risk that 
sales go unrecorded. 
 
A further issue relevant to revenue recognition is that of fraud. NSA 240 The Auditor’s Responsibilities 
to consider Fraud or Error in an Audit of Financial Statements states that the auditor should use a 
presumption that there are risks of fraud in revenue recognition. Revenue recognition is regarded as 
an accounting area at risk of fraudulent financial reporting, as it is susceptible to management bias 
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and earnings management techniques. Revenue can be overstated through premature revenue 
recognition or recording fictitious revenues, or revenue can be understated by improperly shifting 
revenues to a later period. 
 
There may be issues particular to the company, which mean that deliberate manipulation of revenue 
is more likely, for example, in a listed company where performance is measured in terms of year-on-
year revenue or profit growth. In a company where a substantial proportion of revenues are 
generated through cash sales, there is a high risk of unrecorded sales transactions. There is a high 
risk of theft of cash received from customers which would then lead to unrecorded sales and 
understated revenue in the financial statements. However, it is not the case that all companies‟ 
revenue recognition is complex, subjective or at particular risk of fraud. Smaller companies with a 
single source of revenue based on simple transactions do not have a particularly high risk of material 
misstatement in relation to revenue. NSA 240 requires that where the presumption of a risk of 
material misstatement due to fraud relating to revenue is not applicable in the circumstances of an 
audit, the reasons must be fully documented. 
 
(b)  

(i) There is a clear lack of audit evidence in respect of payroll, receivables and revenue. The written 
statement from NeeCo Ltd. is not sufficient appropriate evidence on which to reach a conclusion 
regarding these balances and transactions which are material to the financial statements of DeeCo 
Ltd. 
 
The auditor should consider whether audit procedures alternative to those planned could be used to 
gather sufficient appropriate evidence. For example, procedures could be performed on the manual 
reconstruction of accounting records which has been performed by NeeCo Ltd., and receivables 
could still be contacted to confirm the balances outstanding at the year end. This would rely on the 
cooperation of NeeCo Ltd., who would have to allow the audit firm access to its accounting records 
and the reconstruction that has taken place. 
 
The audit firm could request an extension to the agreed deadline for the completion of the audit to 
perform such additional work. This may be seen as a favourable option to the client, who 
presumably would want to avoid a modified audit opinion in the event that insufficient audit 
evidence was obtained. 
 
Given that NeeCo Ltd.‟s accounting systems were affected in Jestha, only one month before the 
financial year end, it may be possible to obtain sufficient appropriate evidence for the majority of 
transactions that occurred during the year, and that it is only a small proportion of transactions that 
cannot be confirmed, which may be immaterial to the financial statements. In this case, an 
unmodified opinion would be issued. 
If further evidence cannot be obtained, the auditor should consider a modification to the auditor‟s 
opinion in accordance with NSA 701 Modifications to the Independent Auditor’s Report. If the auditor is 
unable to obtain sufficient appropriate audit evidence on which to base the opinion, but the auditor 
concludes that the possible effects on the financial statements of undetected misstatements, if any, 
could be material but not pervasive, then a qualified opinion should be given. In this opinion, the 
auditor states that except for the possible effects of the potential misstatements of payroll, 
receivables and revenue, the financial statements give a true and fair view. 
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The auditor may conclude that the possible effects on the financial statements of undetected 
misstatements, if any, could be both material and pervasive, in which case the auditor should 
disclaim an opinion. In this case, the auditor states that sufficient appropriate evidence has not been 
obtained to provide a basis for an audit opinion, and accordingly the auditor does not express an 
opinion on the financial statements. 
 
In any modified audit report, a basis for modification paragraph should describe the matters giving 
rise to the modification. This should be placed immediately before the opinion paragraph. It is 
required that potential modifications are communicated to those charged with governance. The 
reasons for the modification should be explained, and those charged with governance may be able to 
provide the auditor with further information and explanations. Given that DeeCo Ltd. is listed, the 
communication is likely to be with its audit committee. 
 

(ii) Quality control 
NSA 220 Quality Control for an Audit of Historical Financial Information requires that for audits of 
financial statements of listed entities, an engagement quality control reviewer shall be appointed. The 
audit engagement partner shall then discuss significant matters arising during the audit engagement 
with the engagement quality control reviewer. 
 
In the case of DeeCo Ltd.‟s audit, clearly the lack of evidence in respect of significant financial 
statement balances and transactions, and its impact on the auditor‟s report should be discussed. The 
engagement quality control reviewer must review the financial statements and the proposed auditor‟s 
report, in particular focusing on the conclusions reached in formulating the auditor‟s report and 
consideration of whether the proposed auditor‟s opinion is appropriate. The audit documentation 
relating to payroll, receivables and revenue will be carefully reviewed, and the reviewer is likely to 
consider whether there are any alternative means of confirming the balances and transactions. 
 
Given the listed status of DeeCo Ltd., any modification to the auditor‟s report will be scrutinized, 
and the firm must be sure of any decision to modify the report, and the type of modification made. 
Once the engagement quality control reviewer has considered the necessity of a modification, they 
should consider whether a qualified or disclaimer of opinion is appropriate. This is an important 
issue, given that it is a matter of judgement whether the matters would be material or pervasive to 
the financial statements. 
 
The engagement quality control reviewer should ensure that there is adequate documentation 
regarding the judgements used in forming the audit opinion, and that all necessary matters have been 
brought to the attention of those charged with governance. The auditor‟s report may not be signed 
and dated until the completion of the engagement quality control review. 
 
 
A. N. 6 
 
Matters to consider 
The amount of NRs. 5 million that has been claimed is material to the draft financial statements, 
representing 2·7% of total assets. It represents 40% of revenue for the year, and if adjusted may 
increase revenue and profit. The claim represents a contingent asset, which, according to NAS 12 
Provisions, Contingent Liabilities and Contingent Assets should not be recognized until such time as the 
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inflow of economic benefits is virtually certain. If the inflow of benefits is probable rather than 
virtually certain, then the matter should only be disclosed in a note to the financial statements. 
 
The issue here is whether the amount claimed can be considered as virtually certain or even probable 
to be received. The business insurance taken out by NEA Ltd. might only cover business 
interruption caused by certain circumstances or events, such as terrorist acts or natural disasters. 
And it may only apply if the whole business operation is curtailed, rather than just activities in one 
location. The amount claimed appears unrealistic. Production was halted for one week at one 
location only, so to claim an amount equivalent to 40% of the company‟s total annual revenue seems 
extreme, making it very unlikely that the claim would be approved by the insurance provider. 
For these reasons, an adjustment to the financial statements would seem inappropriate, certainly 
until confirmation has been received from the insurance provider. If the financial statements are 
adjusted to include a receivable of NRs.5 million, the audit firm should consider this as a very high 
risk issue, because of the potential impact on the auditor‟s report of the potentially material and 
possibly pervasive misstatement. 
 
Recommended procedures 
– Obtain a copy of the insurance claim made and confirm that NRs.5 million is the amount 

claimed. 
– Enquire as to the basis of the NRs.5 million claimed, and review any supporting documentation 

such as extracts of management accounts showing lost income for the period of halted 
production. 

– Scrutinise the terms of NEA Ltd.‟s insurance policy, to determine whether production halted in 
NEA Ltd.‟s circumstances would be covered. 

– Seek permission to contact the insurance provider to enquire as to the status of the claim, and 
attempt to receive written confirmation of the likelihood of any payment being made. 

– Review correspondence between NEA Ltd. and the insurance provider, looking for 
confirmation of any amounts to be paid. 

– Contact NEA Ltd.‟s lawyers to enquire if there have been any legal repercussions arising from 
the insurance claim, for example, the insurance company may have disputed the claim and the 
matter may now be in the hands of legal experts. 

 
Fraud & Error 
 
A. N. 7 
 
S & Co 
It is not the auditor‟s primary responsibility to detect fraud. According to NSA 240 The Auditor’s 
Responsibilities to Consider Fraud and Error in an Audit of Financial Statements, management is primarily 
responsible for preventing and detecting fraud. The auditor is required to obtain reasonable 
assurance that the financial statements are free from material misstatement whether caused by fraud 
or error. 
 
The total amount estimated to have been stolen in the payroll fraud represents 5·6% of S & Co‟s 
assets. If the amount has been stolen consistently over a 12-month period, then NRs. 3 million 
(8/12 x 4·5 million) had been stolen prior to the year end of 31 December 2013. NRs. 3 million is 
material, representing 3·8% of total assets at the year end. Therefore the fraud was material and it 
could be reasonably expected that it should have been discovered. However, material misstatements 
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arising due to fraud can be difficult for the auditor to detect. This is because fraud is deliberately 
hidden by the perpetrators using sophisticated accounting techniques established to conceal the 
fraudulent activity. False statements may be made to the auditors and documents may have been 
forged. This means that material frauds could go undetected, even if appropriate procedures have 
been carried out.  
 
NSA 240 requires that an audit is performed with an attitude of professional skepticism. This may 
not have been the case. S & Co is a long-standing client, and the audit team may have lost their 
skeptical attitude. Necessary tests of control on payroll were not carried out because in previous 
years it had been possible to rely on the client‟s controls. It seems that NSAs may not have been 
adhered to during the audit of S & Co. NSA 330 The Auditor’s Procedures in Responses to Assessed Risks 
requires that the auditor shall design and perform tests of controls to obtain sufficient appropriate 
audit evidence as to the operating effectiveness of relevant controls if the auditor‟s assessment of 
risks of material misstatement at the assertion level includes an expectation that the controls are 
operating effectively. It can be acceptable for the auditor to use audit evidence from a previous audit 
about the operating effectiveness of specific controls but only if the auditor confirms that no 
changes have taken place. The audit partner should explain whether this was the case. Substantive 
procedures have not been performed on payroll either. This effectively means that payroll has not 
been audited. This leads to a conclusion that the audit firm may have been negligent in conducting 
the audit. Negligence is a common law concept in which an injured party must prove three things in 
order to prove that negligence has occurred: 
 
– That the auditor owes a duty of care; 
– That the duty of care has been breached; 
– That financial loss has been caused by the negligence. 
 
Looking at these points in turn, G & Co owes a duty of care to S & Co, because a contract exists 
between the two parties. The company represents all the shareholders as a body, and there is an 
automatic duty of care owed to the shareholders as a body by the auditor. 
 
A breach of duty of care must be proved for a negligence claim against the audit firm to be 
successful. Duty of care generally means that the audit firm must perform the audit work to a good 
standard and that relevant legal and professional requirements and principles have been followed. 
For an audit firm, it is important to be able to demonstrate that NSAs have been adhered to. 
Unfortunately, it seems that NSAs have been breached and so the audit firm is likely to have been 
negligent in the audit of payroll. 
 
Finally, a financial loss has been suffered by the audit client, being the amount stolen while the fraud 
was operating. In conclusion, S & Co is likely to be able to successfully prove that the audit firm has 
been negligent in the audit of payroll, and that G & & Co is liable for some or all of the financial 
loss suffered. 
 
Auditor’s Report 
 
A. N. 8 
 
(a) Additional procedures and actions. 
These would be as follows: 
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– Confirm the facts of the situation and ensure that appropriate audit evidence has been 
collected and recorded to date. 

– Consider whether there are any legitimate reasons why depreciation has not been provided 
eg a departure from GAAP is required to give a true and fair view. 

– Assess whether the potential adjustment is material to the financial statements. If it is not 
material no further action would be necessary. 

– Discuss the situation with management and obtain an explanation as to why depreciation has 
not been provided. 

– Explain to the management that in my opinion depreciation should be provided. Request 
that management adjust the financial statements and explain that failure to do so would 
result in a modified audit opinion. 

– Assess the potential impact of the matter to determine whether the modified audit opinion ie 
material or pervasive. 

– Obtain a written representation stating that depreciation will not be charged on buildings. 
– Draft the relevant sections of the modified audit report. 

 
(b) Meaning and purpose of extracts 
 

Meaning  Purpose 

Extract 1  

Nepal Standards on Auditing prescribe the principles 
and practices to be followed by auditors in planning, 
designing and carrying out various aspects of their 
audit work. Members are expected to follow these 
standards.  

This confirms to the reader that best practice has 
been adopted by the auditor, assuring the reader that 
the audit has been properly conducted. 

Ethical requirements refer to the professional code of 
conduct followed by the auditor. 

This confirms that the auditor has acted 
professionally throughout the course of the audit. 

Reasonable assurance means that, based on the 
judgement of the auditor, sufficient work has been 
performed in order to form an opinion within a 
reasonable margin of error.  

This indicates however that not every balance and 
transaction has been considered in detail and as a 
result there could be additional errors apart from the 
non-depreciation of buildings.  

Audit work identifies material misstatements ie those 
that would affect the reader's assessment of the 
financial statements. 

This confirms that audit work is designed to identify 
significant issues, not necessarily all issues and 
therefore the identification of the issue concerning 
the non-depreciation of buildings is based on audit 
work carried out. 

Extract 2  

This explains that the accounting treatment of non 
depreciation adopted by the company is not 
conducted in accordance with recognized practice as 
contained within the NASs.  

The basis of the auditor's conclusion that the 
accounts contain a misstatement is highlighted ie the 
non-depreciation of buildings. The reference to the 
NASs gives authority to the auditor's opinion that the 
non-depreciation is incorrect.  

Extract 3  

The depreciation provision in the financial 
statements is understated by NRs.420,000.  

This explains the adjustment which should have been 
made in the financial statements and quantifies the 
effect of the non-depreciation so that the reader can 
assess the impact. It also indicates the depreciation 
policy so that the reader can understand the basis of 
the adjustment. 

Extract 4  
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Non-current assets, profit for the year and 
accumulated reserves are all materially misstated. 

This quantifies more specifically the effect of the 
adjustment on both the position statement balances 
and income statement. 

Extract 5   

Based on the professional judgement of the auditors 
the financial statements are factual, are free from bias 
and reflect the commercial substance of the 
business's transactions with the exception of the 
treatment of depreciation. This misstatement does 
materially affect the financial statements but does not 
render them meaningless overall. 

This highlights that the audit report is modified due 
on the basis the financial statements are not free 
from material missatement. The phrase 'except for' 
indicates that the misstatement relates to one specific 
issue but that in other respects the financial 
statements give a true and fair view. 

 
(c) Impact on audit report 

(ii)  

 The auditor would issue a modified audit opinion on the grounds that the accounts contain a 
material misstatement due to the continued non-depreciation of non-current assets. 

 Due to the significant impact of the adjustment (a profit to a significant loss) the auditor may 
conclude that the effect is both material and pervasive and issue an adverse opinion. 
Otherwise a qualified opinion will be issued. 

(iii)  

 The auditor would issue a modified audit opinion on the grounds the auditor was unable to 
obtain sufficient appropriate audit evidence. The auditor has been unable to confirm the 
existence of inventory by attending the inventory count leading to uncertainty regarding the 
inventory valuation. 

 The opinion is likely to be an 'except for the possible effects of..' opinion (rather than a 
disclaimer of opinion) indicating that whilst material adjustments may be required to the 
inventory balance in all other respects the financial statements give a true and fair view of 
the company‟s financial position. 

 
Code of Ethics 
 
A. N. 9 
 
(b) Business risk is defined in NSA 315 Understanding the Entity and its Environment & Assessing the 

Risks of Material Misstatement. The definition states that business risk is a risk resulting from 
significant conditions, events, circumstances, actions or inactions which could adversely affect an 
entity‟s ability to achieve its objectives and execute its strategies, or from the setting of 
inappropriate objectives and strategies. Similarly, risk of material misstatement is the risk that the 
financial statements are materially misstated prior to audit. Risk of material misstatement 
comprises inherent risk and control risk. 

 
ISA 315 states that the auditor shall perform risk assessment procedures to provide a basis for the 
identification and assessment of risks of material misstatement at the financial statement and 
assertion levels. Business risks can be broken down into operational risk, financial risk and 
compliance risk. Each of these components can have a direct impact on the financial statements, 
and therefore understanding the components of business risk can help the auditor to identify risks 
of misstatement, and to design a response to that risk. 
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Some business risks impact the inherent risk component of risk of material misstatement. For 
example, the auditor may have identified that an audited entity has significant levels of debt with 
covenants attached. The business risk is that the covenants are breached and the debt recalled. An 
associated inherent risk at the financial statement level is that the financial statements could be 
manipulated to avoid breaching the debt covenant. 
 
Other business risks impact on the control risk component of risk of material misstatement. For 
example, the auditor may have identified that an audited entity has a business risk due to having lost 
key members of personnel in the accounting department. This has a clear impact on control risk, as 
it means the accounting department is short of competent staff and errors are likely to go 
undetected and uncorrected. 
 
Therefore the NSAs‟ approach to planning an audit is underpinned by the concept that it is essential 
for an auditor to understand the business risks of an audited entity in order to effectively identify 
and respond to risks of material misstatement. 
 
(c) Outsourcing is when certain functions within a business are contracted out to third parties 

known as service organizations. It is common for companies to outsource one or more of it 
functions, with payroll, IT and human resources being examples of functions which are typically 
outsourced. 

 
Outsourcing does have an impact on audit planning. ISA 402 Audit Considerations Relating to an Entity 
Using a Service Organisation requires the auditor to obtain an understanding of how the audited entity 
(also known as the user entity) uses the services of a service organisation in the user entity‟s 
operations, including the following matters: 
 
– The nature of the services provided by the service organisation and the significance of those 

services to the audited entity, including the effect on internal control; 
– The nature and materiality of the transactions processed or accounts or financial reporting 

processes affected by the service organisation; 
– The degree of interaction between the activities of the service organisation and those of the 

audited entity; 
– The nature of the relationship between the audited entity and the service organisation, including 

the relevant contractual terms. 
 
The reasons for the auditor being required to understand these matters is so that any risk of material 
misstatement created by the use of the service organisation can be identified and an appropriate 
response planned.  
 
The auditor is also required under ISA 402 to evaluate the design and implementation of relevant 
controls at the audited entity which relate to the services provided by the service organisation, 
including those which are applied to the transactions processed by the service organisation. This is 
to obtain understanding of the control risk associated with the outsourced function, for example, 
whether the transactions and information provided by the service organisation is monitored and 
whether checks are performed prior to inclusion in the financial statements. 
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The purpose of obtaining the understanding above is to help the auditor to determine the level of 
competence of the service organisation, and whether it is independent of the audited entity. This will 
then impact on the risk of material misstatement assessed for the outsourced function. 
 
(d) A potential conflict between the interest of two audit clients arises from SG & Co offering 

advice to Reliance Ltd. on the tender being presented to Alliance Ltd.. A conflict of interest may 
create potential threats to objectivity, confidentiality or other threats to compliance with the 
fundamental principles of the Code of Ethics for Professional Accountants. 

 
In this scenario, SG & Co faces the problem of potentially giving advice to one audit client in 
relation to another audit client, which threatens objectivity. There may also be problems to do with 
confidentiality of information, as either party could benefit from information obtained from the 
audit firm about the other party. 
 
In dealing with conflicts of interest, the Code 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 most important safeguard is disclosure by SG & Co. The audit firm should 
notify both Reliance Ltd. and Alliance Ltd. of the potential conflict of interest and obtain their 
consent to act. 
 
Other possible safeguards could include: 
– The use of separate engagement teams; 
– Procedures to prevent access to information (for example, strict physical separation of such 

teams, confidential and secure data filing); 
– Clear guidelines for members of the engagement team on issues of security and confidentiality; 
– The use of confidentiality agreements signed by employees and partners of the firm; and 
– Regular review of the application of safeguards by a senior individual not involved with relevant 

client engagements. 
 
SG & Co may decide, having evaluated the threats and available safeguards, that the threats cannot 
be reduced to an acceptable level, in which case the firm should decline from giving advice to 
Reliance Ltd. regarding the tender. 
 
(e) If SG & Co were to be involved with the events organised by Bell Ltd., this could be perceived 

as a close business relationship. Such relationships can arise when an audit firm has a 
commercial relationship or common financial interest with an audit client. Examples are given in 
the Code of situations in which a close business relationship can arise: 

 
– Having a financial interest in a joint venture with the client or a controlling owner, director or 

officer or other individual who performs senior managerial activities for that client. 
– Arrangements to combine one or more services or products of the firm with one or more 

services or products of the client and to market the package with reference to both parties. 
– Distribution or marketing arrangements under which the firm distributes or markets the client‟s 

products or services, or the client distributes or markets the firm‟s products or services. 
 
The proposal for SG & Co to invest some cash in the business opportunity would give a financial 
interest to the audit firm in the success of Bell Ltd., especially because the profits from the events 
would be shared between the audit firm and its client. The fact that the audit client and firm are 
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acting together in a joint business arrangement is further apparent from the joint marketing of the 
events, and that SG & Co would supply the speakers at the events. A self-interest threat to 
objectivity arises, because SG & Co will benefit financially if the events are successful. An 
intimidation threat could also arise, as Bell Ltd. could threaten the audit firm with removal from 
office unless it supports the business opportunity and markets it to its other audit clients. 
 
SG & Co must evaluate the significance of these threats, and whether there are safeguards available 
to reduce the threats to an acceptable level. Unless any financial interest is immaterial and the 
business relationship is insignificant to the firm and the client or its management, the threat created 
would be so significant that no safeguards could reduce the threat to an acceptable level. Therefore, 
unless the financial interest is immaterial and the business relationship is insignificant, the business 
relationship with should not be entered into. The fact that the events are nationwide implies that it is 
a reasonably large operation and could therefore be assessed as significant. 
 
There may also be more practical and commercial issues which SG & Co should consider, if the 
threats are considered insignificant enough for the business relationship to continue. The audit firm 
would need to consider if it has staff with the appropriate skills and expertise to present on technical 
matters. Also, assuming that it would be more senior staff who presented at the events, this may 
interfere with client work and leave the audit firm short of staff if the events coincided with busy 
periods of the year. 
 
A. N. 10 
 
The term professional skepticism is defined in NSA 200 Objectives &General Principals Governing an 
audit of Financial Statements  as follows: „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‟.  
 
Professional skepticism means for example, being alert to contradictory or unreliable audit evidence, 
and conditions that may indicate the existence of fraud. If professional skepticism is not maintained, 
the auditor may overlook unusual circumstances, use unsuitable audit procedures, or reach 
inappropriate conclusions when evaluating the results of audit work. In summary, maintaining an 
attitude of professional skepticism is important in reducing audit risk. 
 
IFAC‟s Code of Ethics for Professional Accountants also refers to professional skepticism when discussing 
the importance of the auditor‟s independence of mind. It can therefore be seen as an ethical as well 
as a professional issue.  
 
In the case of the audit of Wood Ltd., the audit junior has not exercised a sufficient degree of 
professional skepticism when obtaining audit evidence. Firstly, the reliability of the payroll 
supervisor‟s response to the junior‟s enquiry should be questioned. Additional and corroborating 
evidence should be sought for the assertion that the new employees are indeed temporary. 
 
The absence of authorization should also be further investigated. Authorization is a control that 
should be in place for any additions to payroll, so it seems unusual that the control would not be in 
place even for temporary members of staff. If it is proved correct that no authorization is required 
for temporary employees the audit junior should have identified this as a control deficiency and 
made a management letter point to be reported to those charged with governance. 
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The contradictory evidence from comments made by management also should be explored further. 
NSA 500 Audit Evidence states that „if audit evidence obtained from one source is inconsistent with 
that obtained from another... the auditor shall determine what modifications or additions to audit 
procedures are necessary to resolve the matter‟.  
 
Additional procedures should therefore be carried out to determine which source of evidence is 
reliable. Further discussions should be held with management to clarify whether any additional 
employees have been recruited during the year. The amendment of payroll could indicate that a 
fraud („ghost employee‟) is being carried out by the payroll supervisor. 
 
Additional procedures should be conducted to determine whether the supervisor has made any 
other amendments to payroll to determine the possible scope of any fraud. Verification should be 
sought as to the existence of the new employees. The bank accounts into which their salaries are 
being paid should also be examined, to see if the payments are being made into the same account. 
 
Finally, the audit junior should be made aware that it is not acceptable to just put a note on the file 
when matters such as the lack of authorization come to light during the course of the audit. The 
audit junior should have discussed their findings with the audit senior or manager to seek guidance 
and proper supervision on whether further testing should be carried out. 
 
 
A. N. 11 
 
(a) Threats and safeguards 
 

(i) Ethical threats (ii) Possible safeguards 

Familiarity  

Mr Son has been the engagement partner for S 
& Co for the past nine years. This gives rise to a 
familiarity threat because of his long association 
with this one client which could impair his 
objectivity and independence. 

Mr Son should be rotated off the audit. Auditor 
of Public company should be rotated after no 
more than three years. Although S & Co. is not 
stated as public company, partner rotation 
should be made to safeguard from familiarity 
threat. 

Mr Son's daughter Zoe will be part of the audit 
team of S & . This also gives rise to a familiarity 
threat because her father is the engagement 
partner and this may impair objectivity. 

Whilst Mr Son is still the engagement partner for 
this audit, his daughter should not be part of the 
audit team of S & Co. 

Intimidation  

There may be an intimidation threat from the 
Finance Director of S & Co. who has made a 
statement regarding the calculation of the fees 
for taxation services. The audit firm may feel 
that it has to accept this in order to keep S & Co. 
as a tax client.  

The engagement partner should explain to the 
Finance Director that although his firm can 
provide taxation services to S & Co., the fees 
charged must be based on the time spent on the 
work.  

Advocacy  

An advocacy threat may arise as the Finance There are no safeguards which could be put in 
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(i) Ethical threats (ii) Possible safeguards 

Director is expecting A & Co to represent his 
company in a dispute with the taxation 
authorities. 

place to mitigate this threat and so the firm must 
decline to represent S & Co. in this dispute. 

 
 
A. N. 12 
 
(a) Threats to independence 
 
Same audit partner and long-standing audit client 
Cee & Co. Ltd. has been a client of Dee & Co. for past two years, during which time the audit 
partner has remained the same. As per the section 111 of company act, 2063, no auditor or his/her 
partner can audit the financial statements of a public company, whether listed or not, for a 
continuous period of more than 3 years. Therefore, although Cee Co. Ltd. is not yet listed, the firm 
could consider this continue for one more year.  
 
Preparation of financial statements 
The firm has been asked to continue to prepare the financial statements for the company, as well as 
carry out the audit. This gives rise to a self-review threat, as there could be a perception that the 
firm will not apply sufficient professional scepticism to its own work. This threat can be mitigated 
by having separate teams for each engagement so that auditor independence is still retained. The 
other option would be for Dee & Co to decline the engagement to prepare the financial 
statements. 
 
Attendance at evening reception 
The audit partner and audit manager have been asked to attend an evening reception where Cee & 
Co. Ltd. will present its listing arrangements to banks and existing shareholders. This gives rise to a 
familiarity threat, as the acceptance of the hospitality could lead to a closer relationship with client 
management and a risk of placing too much trust in their representations. This threat can be reduced 
by the firm declining the invitation to attend the reception. 
 
Overdue taxation fees  
Dee & Co. has provided taxation services to Cee & Co. Ltd. which is generally considered not to 
pose a self-review threat. However, there are overdue fees which can be considered as a loan to the 
client and therefore poses a self-interest threat. There could be a perception that the firm would be 
reluctant to qualify its opinion in the face of the risk of not receiving the overdue fees. This threat 
can be mitigated by firstly discussing the overdue fees with the senior management of Cee & Co. 
Ltd. and, as a last resort, considering resigning if they are not paid. 
 
Inheritance of share capital 
The audit manager has inherited 5% of Cee & Co. Ltd.'s share capital as a result of a death in the 
family. This poses a self-interest threat and ethical guidance states that a member of the assurance 
team should not hold a direct financial interest in a client. This threat would therefore be mitigated 
by the audit manager declaring the interest to the firm and then disposing of the shares 
straightaway. An alternative would be to move the audit manager to another client. 
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Auditor’s Liabilities 
 
A. N. 13 
 
In the given case, certain weaknesses in the internal control procedure in the payment of wages in 
large construction company were noticed by statutory auditor and brought the same to the 
knowledge of the managing director of the company. In the subsequent year, a huge defalcation 
took place, the ramification of which stretched to the earlier year. The management of the company 
desires to sue the statutory auditor for negligence. The precise nature of auditor‟s liability in the case 
can be ascertained on the basis of under noted considerations: 
 

i) Whether the defalcation emanated from the weaknesses noticed by the statutory auditor, the 
information regarding which was passed on to the management; and 

ii) Whether the statutory auditor properly and adequately extended the audit programme of 
previous year having regard to the weaknesses noticed. 

 
“Communicating deficiencies in the internal control to those charged with the Governance and 
management” clearly states that “ auditor shall determine whether on the basis of the audit work 
performed, the auditor has identified one or more deficiencies in internal control. If the auditor has 
identified one or more deficiencies in internal control, the auditor shall determine, on the basis of 
audit work performed,  whether individually or in combination, they constitute significant 
deficiencies. The auditor shall communicate in writing the significant deficiencies in internal control 
identified during the audit to those charged with governance on a timely basis.  
 
The auditor shall also communicate to the management at an appropriate level of responsibility on a 
timely basis. The fact, however, remains that, weakness in design of the internal control system and 
non compliance with identified control procedures increase the fraud or error. If the circumstances 
indicate possible extent of fraud or error, the auditor should consider the potential effect of the 
suspected fraud or error on the financial information. If the auditor believes the suspected fraud or 
error could have a material effect on the financial information, he should perform such modified or 
additional procedures as he determines appropriate. Thus, normally, speaking, as long as the auditor 
took due care in performing the audit work, he cannot be held liable. 
 
Audit related Acts & Rules 
 
A. N. 14 
 
a) According to Section 110 the Companies Act, 2063 every company shall appoint an auditor 

under the Act to have its accounts audited. As per Section 111 of the same Act, the general 
meeting shall appoint the auditor of a company from amongst the auditors licensed to carry out 
audit under the prevailing law subject to Chapter 18 of the Act, in the case of a public limited 
Company. The Act also provides that the board of directors may appoint the auditor prior to the 
holding of the first annual general meeting. Nowhere in the Act, there is any provision of 
delegation of authority to anyone for appointment of an auditor. In the case of a public limited 
company, the annual general meeting has authority to appoint auditor under the terms and 
conditions as recommended by the Audit Committee as per Section 165 of the same Act. 
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As per Section 113 of the Act, in case of failure to appoint an auditor in the annual general meeting 
of the company for any reason or where the annual general meeting itself cannot be held, the auditor 
is appointed by the company Registrar‟s office at the request of the board of directors of the 
Company. 
 
Hence, the Companies Act does not have any provision of delegating power of the appointment of 
the auditor and no one can appoint auditor except the annual general meeting and Company 
Registrar‟s Office in case of failure to appoint the auditor by the AGM. 
 
In the above context, the appointment of M/S Gautam & Co, a chartered accountants firm by the 
Board of Sundar Steel Company Limited at the recommendation of the Audit Committee as per the 
authority delegated by the annual general meeting held on Poush 11, 2070 is not valid. The 
Company Registrar‟s Office can only appoint auditor in such case at the request of the Board of the 
Company. 
 
b) As per directive issued by the council, a FCA member holding COP shall charge the audit fee to 

his audit client and the fee shall not be less than Rs 15,000. If the audit client is a financial 
institution regulated by Nepal Rastra Bank or insurance company regulated by the Insurance 
Board, the audit fee shall not be less than Rs 40,000. However, above minimum fee does not 
apply where the audit client is a Government Primary School/Community School with annual 
turnover of less than Rs 5 lakhs and where the audit client is an organization with annual 
turnover of less than Rs 2 lakhs. In the present case the FCA member has charged the audit fee 
of Rs 12,000 to a private school with annual turnover of Rs 10 lakhs which is not covered by the 
exception for charging lower fee and hence the auditor should have charged at least Rs 15,000 as 
audit fee. Hence the member seems to have not followed the directive of the council and 
accordingly may be subject to disciplinary action. 

 
Accounting Standards & Audit Evidences 
 
A. N. 15 
 
(i) Matters which should be considered  
 
Impairment of assets 
The mine is recognised at NRs.10 million, representing 5·7% of Dasset Co‟s total assets, and 
therefore material to the statement of financial position. The accident has caused part of the mine to 
be unusable, which indicates that it has become impaired. NAS 18 Impairment of Assets requires that 
an impairment review should be conducted when there is an indicator of potential impairment, and 
therefore management should have performed a review to determine the recoverable amount of the 
mine. 
 
If an impairment review has not been performed, and no adjustment made to the carrying value of 
the mine, then assets will be overstated and profit overstated. One-third of the mine has become 
unusable, so presumably no future economic benefit can be derived. Therefore one-third of the 
mine‟s carrying value may need to be written off. This amounts to NRs. 3·33 million, which 
represents 18·5% of profit for the year. The impairment write off is therefore potentially material to 
Dasset Co‟s profit. 
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A worst case scenario is that more than one-third of the mine is unusable. It could be that all of the 
mine is unsafe and should be shut down, or possibly the National Coal Mining Authority may 
withdraw its license to operate the Ledge Hill mine completely. In either case, the impairment loss 
would then be extended to the full value of the mine, increasing the materiality of the matter in the 
financial statements. 
 
Another consideration is there is likely to be some equipment which is contained in the tunnels 
which can no longer be used. It is possible that some of the equipment may be recovered, but it is 
likely that a large proportion of it will have to be abandoned and written off, increasing the 
impairment loss to be recognized. 
 
NAS 1 Presentation of Financial Statements requires that an individual item of income or expense which 
is material should be disclosed separately, and gives impairment of assets as an example of a 
circumstance which may warrant separate disclosure. The costs which have been incurred and are 
yet to be incurred to ensure the safety of the mine in the future should be treated as capital 
expenditure at the time when the costs are incurred. There may also be costs to be incurred in 
making the unusable tunnels safe, for example, entrances may need to be blocked up. These costs 
should be expensed as they do not relate to future economic benefit and so do not meet the 
definition of an asset. There is a risk that capital and revenue expenses have not been appropriately 
classified. 
 
Provisions and liabilities 
There has also been damage caused to some properties situated above the mine. Dasset Co may 
need to recognize a provision in relation to any costs it will suffer in relation to repairing or 
demolishing the properties. According to NAS 12 Provisions, Contingent Liabilities and Contingent Assets, 
a provision should be recognized if there is a present obligation as a result of a past event, a 
probable outflow of economic benefits, and a reliable estimate can be made. It seems that the 
criteria have been met, as the accident happened before the year end and gives rise to an obligating 
event. Dasset Co is meeting all expenses of the residents who have been relocated, so the company 
appears to be acknowledging responsibility for the accident and its impact on the residential 
properties. The damage to the properties will result in a cash outflow for the company whether they 
have to be demolished or repaired, and the expert should be able to provide a reliable estimate of 
the amount. Therefore a provision should be recognized. The company may suffer further cash 
outflows as a result of the accident, and consideration needs to be made as to whether a provision or 
a contingent liability should be recognized in respect of them. The residents may claim further 
damages against the company, for example, for stress caused by the accident, and compensation for 
expenses such as damaged fixtures in the properties. There may also be a clause in the National Coal 
Mining Authority‟s operating license that imposes a fine on Dasset Co in the event of any non-
compliance with health and safety regulations. Any such fines may need to be recognized as 
provisions or contingent liabilities. 
 
There is a risk that provisions have not been appropriately recognized, leading to overstated profit 
and understated liabilities, or that contingent liabilities have not been disclosed accurately and 
completely. 
 
Going concern 
Finally, there may be going concern implications as a result of the accident. Given the relatively 
small size of the Ledge Hill mine in relation to the company‟s total operations, it is unlikely that the 
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closure of part, or even all, of the mine alone would create a risk to going concern. However, bad 
publicity may create difficult trading conditions, and a claim for high compensation from the group 
of local residents could place the company‟s cash flow under strain. If these factors cast significant 
doubt on going concern, then disclosures should be made in the note to the financial statements. 
 
The very worst case scenario is that the National Coal Mining Authority could withdraw the 
company‟s operating license completely, which would cause it to cease operational existence. This 
may be very unlikely; however, it would mean that the financial statements should be prepared on 
the break up basis. 
 
(ii) Evidence 
 

 A copy of the operating license, reviewed for conditions relating to health and safety and for 
potential fines and penalties which may be imposed in the event of non-compliance. 

 A written representation from management on their intention (or not) to bring the non-
compliance to the attention of the National Coal Mining Authority. 

 A copy of board minutes where the accident has been discussed to identify the rationale behind 
the non-disclosure. 

 A copy of reports issued by engineers or other mining specialists confirming the extent of the 
damage caused to the mine by the accident. 

 Any quotes obtained for work to be performed to make the mine safe and for blocking off 
entrances to abandoned tunnels. 

 Confirmation that the undamaged portion of the mine is operational, e.g. from reviewing a 
specialist‟s report. 

 A copy of the surveyor‟s report on the residential properties, reviewed for the expert‟s opinion 
as to whether they should be demolished. 

 A review of correspondence entered into with the local residents who have been relocated, to 
confirm the obligation the company has committed to in respect of their relocation. 

 Copies of legal correspondence, reviewed for any further claims made by local residents. 

 A review of the Ledge Hill Mine accident book, for confirmation that no one was injured in the 
accident. 

 A copy of management‟s impairment review, if any, evaluated to ensure that assumptions are 
reasonable and in line with auditor‟s understanding of the situation. 

 Confirmation that impairment losses have been recognized as an operating expense. 

 A review of draft disclosure notes to the financial statements where provisions and contingent 
liabilities have been discussed. 

 A review of cash flow and profit forecasts, forming a view on the overall going concern status of 
the company. 

 
 
A.N. 16 
 
(a)  

(i) The tax base of an asset is the tax deduction which will be available in future when the asset 
generates taxable economic benefits. If the future economic benefits will not be taxable, the tax 
base of an asset is its carrying value. The tax base of a liability is its carrying value, less the tax 
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deduction which will be available when the liability is settled. For revenue received in advance 
(or deferred income), the tax base is its carrying value, less any amount of the revenue which will 
not be taxed in future periods.  

 
(ii) A taxable temporary difference arises when the carrying value of an asset exceeds its tax base or 

the carrying value of a liability is less than its tax base.  A deductible temporary difference arises 
in the reverse circumstances (when the carrying value of an asset is less than its tax base or the 
carrying value of a liability is greater than its tax base).  

 
(iii) NAS 09 – Income Taxes – requires that (with specific exceptions) deferred tax liabilities are 

recognised on all taxable temporary differences.  NAS 09 allows deferred tax assets to be 
recognised on deductible temporary differences when future taxable profits are expected to be 
available against which to offset the future tax deductions the deductible temporary differences 
are expected to generate.  

 
 
(b)  

(i) The tax loss creates a potential deferred tax asset for the XYZ Ltd. group since its carrying value 
is nil and its tax base is NRs.3 million. However, no deferred tax asset can be recognised because 
there is no prospect of being able to reduce tax liabilities in the foreseeable future as no taxable 
profits are anticipated.  

 
(ii) The provision creates a potential deferred tax asset for the XYZ Ltd. group since its carrying 

value is NRs.2 million and its tax base is nil. This deferred tax asset can be recognised because 
XYZ Ltd. is expected to generate taxable profits in excess of NRs.2 million in the year to 31 
Ashad 2072. The amount of the deferred tax asset will be NRs.500,000 (NRs.2 million x 25%). 
This asset will be presented as a deduction from the deferred tax liabilities caused by the (larger) 
taxable temporary differences. 

 
(iii) The development costs have a carrying value of NRs.1·52 million (NRs.1·6 million – (NRs.1·6 

million x 1/5 x 3/12)).  The tax base of the development costs is nil since the relevant tax 
deduction has already been claimed.  The deferred tax liability will be NRs.380,000 (NRs.1·52 
million x 25%). All deferred tax liabilities are shown as non-current.  

 
(iv) No deferred tax liability arises in respect of goodwill on consolidation when it is created. This is 

a specific exception referred to in IAS 12. As a consequence of this, no adjustment is made for 
deferred tax purposes when goodwill is impaired. Therefore there are no deferred tax 
implications for the consolidated statement of financial position.  

 
(v) The carrying value of the loan at 31 Ashad 2071 is NRs.10·78 million (NRs.10 million – 

NRs.200,000 +(NRs.9·8 million x 10%)). The tax base of the loan is NRs.10 million (NRs.10·78 
million – (NRs.980,000 – NRs.200,000)).  This creates a deductible temporary difference of 
NRs.780,000 and a potential deferred tax asset of NRs.195,000 (NRs.780,000 x 25%). 

 
Due to the availability of taxable profits next year (see part (ii) above), this asset can be recognised 
as a deduction from deferred tax liabilities. 
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A.N. 17 
 
(a)  

(i) Matters to consider: 
The factories are a class of assets which is material to the statement of financial position, 
representing 25% of total assets. The factories manufacturing the chemical which is to be phased 
out are half of the total class of assets, representing 12·5% of total assets and therefore material. 
 
The new government regulation indicates that the products made in these factories will be phased 
out by 2017. According to NAS 18 Impairment of Assets, this is an indicator of potential impairment of 
the assets. NAS 18 gives examples of indicators that an asset may be impaired in value, one of which 
is significant adverse changes which have taken place or are expected to take place in the 
technological, market, economic or legal environment in which the entity operates. Management 
should have conducted an impairment review to determine the recoverable amount of the factories, 
which would be the greater of the fair value less cost to sell and the value in use of the assets. 
 
The new government regulation is potentially going to detrimentally affect the revenue generating 
ability of the factories, and hence their value in use to XYZ Ltd.. This means that the recoverable 
amount of the factories may be less than their carrying value of NRs.30 million, and that an 
impairment loss should be recognised. If any necessary impairment loss is not recognised, then 
property, plant and equipment, and operating profit will be overstated. However, sales are still 
buoyant and may continue to be so until the product is discontinued, so an impairment test may 
reveal that there is no impairment to be recognised. This is likely to be the case if the factories can 
be used to produce an alternative product, possibly the new product which is being researched. The 
NRs.1 million which has been spent on the feasibility study into a new product must be treated as an 
operating expense. There is a risk that management has capitalised the expenditure as an intangible 
asset, which is not appropriate. Under NAS 27 Intangible Assets, research costs must not be 
capitalised. In the longer term, if a replacement chemical cannot be developed to replace the one 
being discontinued, there may be going concern issues for XYZ Ltd.. However, this does not impact 
the financial statements for this year. 
 
Evidence: 
– A copy of the government regulation stating that the product made by the factories is to be 

phased out in 2017. 
– Agreement of the carrying value of the factories making this product to the non-current asset 

register and general ledger at an amount of NRs.30 million. 
– A review of forecast financial statements and management accounts to confirm the amount of 

revenue still being generated by the factories. 
– A copy of management‟s impairment test, including an assessment of the validity of any 

assumptions used and confirmation that they are in line with auditor‟s understanding of the 
business. 

– A discussion with management regarding the potential future use of the factories, and whether 
the potential new product can be produced by them. 

– Confirmation that the research costs are included in operating expenses, and have not been 
capitalised. 

 
(ii) Raju Vaidya is a related party of XYZ Ltd.. This is according to NAS 16 Related Party Disclosures, 

which states that a member of key management personnel is a related party of the reporting entity. 
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NSA 550 Related Parties requires that the auditor evaluates whether identified related party 
relationships and transactions have been appropriately accounted for and disclosed in accordance 
with the applicable financial reporting framework. In addition, NSA 550 requires that where a 
significant related party transaction outside of the entity‟s normal course of business is identified, the 
auditor shall: 
 
Inspect the underlying contracts or agreements, if any, and evaluate whether: 

– The business rationale (or lack thereof) of the transactions suggests that they may have 
been entered into to engage in fraudulent financial reporting or to conceal 
misappropriation of assets; 

– The terms of the transactions are consistent with management‟s explanations; and 
– The transactions have been appropriately accounted for and disclosed in accordance 

with the applicable financial reporting framework. 
 
The auditor shall also obtain audit evidence that the transactions have been appropriately authorised 
and approved. NAS 16 states that a related party transaction should be disclosed if it is material. 
Based on monetary value the amount of the transaction is not material, based on either the book 
value or the market value of the car, as it represents less than 1% of total assets and of profit using 
either measure of value. However, the materiality should also be judged based on the significance of 
the transaction to the person involved. The car‟s market value of NRs.75,000 could be deemed 
significant to Raju, especially if he is not going to settle the amount, meaning effectively that he has 
been given the car for free by the company. And, because the transaction is with a member of key 
management personnel, it is effectively material by nature, regardless of monetary amount. 
Therefore disclosure of the transaction in the notes to the financial statements will be necessary to 
avoid a material misstatement.  
 
In relation to a material related party transaction, NAS 16 requires disclosure of the nature of the 
related party relationship along with information about the transaction itself, such as the amount of 
the transaction, any relevant terms and conditions, and any balances outstanding. If the related party 
transaction has not been disclosed, the auditor should consider the implications for the audit report, 
which may need to be modified on the grounds of material misstatement. 
 
Finally the auditor should consider the recoverability of the NRs.50,000 outstanding, given that the 
invoice was raised several months before the year end and the amount has not yet been paid. If the 
amount is not recoverable and needs to be written off, this will not be material in monetary terms 
for XYZ Ltd. but an adjustment would be advisable to avoid overstatement of receivables and 
operating profit. 
 
Evidence: 

– A review of the notes to the financial statements to confirm that sufficient disclosure has 
been made to comply with the requirements of NAS 16. 

– A copy of the invoice raised, and agreement to the receivables ledger to confirm the 
amount of NRs.50,000 which is outstanding. 

– A copy of any contract or other document pertaining to the sale of the car to Raju, and a 
review of its terms and conditions, e.g. specification of when the amount is due for 
payment. 

– A post year-end review of the bank statement and cash books to confirm if the amount 
has been received in the subsequent events period. 
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– Confirmation that the carrying value of NRs.50,000 has been removed from the non-
current asset register and general ledger. 

– Confirmation that any profit or loss recognised on the disposal has been recognised in 
profit for the year. 

– A review of board minutes to confirm the transaction was appropriately authorised. 
– A written representation from management stating that management has disclosed to the 

auditor the identity of the entity‟s related parties and all the related party relationships 
and transactions of which they are aware, and that management has appropriately 
accounted for and disclosed such relationships and transactions in accordance with the 
requirements of NAS 16. 

 
(b) A material misstatement exists in the prior year financial statements. Expenditure relating to the 

development of an internally generated brand name must be treated as an expense and is 
prohibited from recognition as an internally generated brand name under NAS 27 Intangible 
Assets. While being immaterial to prior year total assets, at 0·5% of total assets at 31 January 
2013, the costs of developing the brand name amounts to 6% of the prior year‟s profit. If the 
costs had been correctly accounted for, prior year profit would be NRs.18·8 million. The 
amount is still recognised at this year end. According to NAS 2 Accounting Policies, Changes in 
Accounting Estimates and Errors, due to its materiality, the error must be adjusted for 
retrospectively by amending comparatives and restating retained earnings at the beginning of the 
earliest period presented. 

 
If an adjustment is not made, the financial statements will contain a material misstatement, 
intangible assets and retained earnings will both be overstated, with implications for the auditor‟s 
report. Rose & Co should inform XYZ Ltd.‟s management of the situation and request that 
adjustment is made to the financial statements. The audit firm may be reluctant to do this, as it will 
amount to an admission of negligence while performing the prior year‟s audit, which may lead to 
legal action being taken against the firm. However, disclosure to the client must be made in the 
interests of professionalism and integrity. 
 
The audit should include procedures to ensure that the prior year adjustment has been properly 
made, and that relevant disclosures have been given in the notes to the financial statements. The 
situation raises doubts about the quality control procedures which were applied to last year‟s audit. 
Rose & Co should consider a detailed review of last year‟s audit to understand how a material 
balance could have been left unaudited. For example, were the costs of developing the brand name 
subject to a last-minute adjustment by the client after the final review of the financial statements had 
taken place? 
 
It seems likely that proper review procedures did not take place and that the audit was not properly 
directed and supervised. Consideration should be made as to whether any other balances or 
transactions in the prior year financial statements should be reviewed. The audit firm‟s quality 
control procedures as a whole should be reviewed to ensure they are adequate and comply with 
NSQC 1 Quality Controls for Firms that Perform Audits and Review of Historical Financial Information, and 
Other Assurance and Related Services Engagements and ISA 220 Quality Control for an Audit of Historical 
Financial Information. There may be implications for other audits which have been conducted. 
 
A.N. 18 
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a. This transaction is governed by the principles of NAS 07 – Revenue.  
One of the conditions which NAS 07 imposes before revenue on the sale of goods can be 
recognised is that the risks and rewards of ownership need to have been passed to the „buyer‟.  
Given Upswing‟s continued responsibility for the custody of the goods, and the fact that they are 
highly likely to be repurchased, this has clearly not happened here.  
 
One of the illustrative examples in the appendix to NAS 07 states that in such circumstances what 
we effectively have is a financing transaction.  Therefore, the goods will remain in inventory at cost 
– being their manufactured cost of NRs.800,000 plus one year‟s storage costs (or their net realisable 
value, if this is lower than cost). The net proceeds of NRs.800,000, being a financial liability, are 
accounted for under the principles of IFRS 9 – Financial Instruments.  
 
Under IFRS 9, most financial liabilities are measured at amortised cost using the effective interest 
method and this would certainly apply here. The finance cost for the period would be NRs.64,000 
(NRs.800,000 x 8%). This would be shown in the statement of profit or loss. The closing financial 
liability would be NRs.864,000 (NRs.800,000 + NRs.64,000). This would be shown as a current 
liability since the „repurchase‟ occurs on 31 Ashad 2072 – 12 months after the reporting date.  
 
b. Under the principles of NAS 15 – Leases – the lease of the machine is an operating lease because 

the risks and rewards of ownership of the machine remain with ABC Ltd.. The lease is for only 
three years of the eight-year life and ABC Ltd. is responsible for breakdowns, etc.  Therefore 
Upswing will recognise lease rentals as an expense in the statement of profit or loss. NAS 15 
states that this should normally be done on a straight-line basis.  The total lease rentals payable 
over the whole lease term are NRs.1,050,000 (NRs.210,000 x 5). Therefore the charge for the 
current year is NRs.350,000 (NRs.1,050,000 x 1/3).  

 
The difference between the charge for the period (NRs.350,000) and the rent actually paid 
(NRs.210,000) will be shown as a liability in the statement of financial position at 31 Ashad 2071. 
This amount will be NRs.140,000. NRs.70,000 (2 x NRs.210,000 – NRs.350,000) of this liability will 
be current and NRs.70,000 non-current.  
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Others 
 
A. N. 19 
 
a)  

i) The major differences between a reasonable assurance engagement and a limited assurance 
engagement can be outlined as follows: 
 
Objective:  
A reduction in assurance engagement risk to an acceptably low level in the circumstances of the 
engagement as the basis for a positive form of expression of the practitioner‟s conclusion, whereas 
objective of a limited assurance engagement includes a reduction in assurance engagement risk to a 
level that is acceptable in the circumstances of the engagement but where that risk is greater than for 
a reasonable assurance engagement, as the basis for a negative form of expression of the 
practitioner‟s conclusion. 
 
Evidence gathering procedure:  
Sufficient appropriate evidence is obtained as part of a systematic engagement process that includes 
obtaining an understanding of the engagement circumstances, assessing risks, performing further 
procedures using a combination of inspection, observation, confirmation, recalculation, 
reperformance, analytical procedures and enquiry. In a limited assurance engagement, sufficient 
appropriate evidence is obtained as a part of a systematic engagement process that includes 
obtaining an understanding of the subject matter and other engagement circumstances, but 
procedures are deliberately limited relative to a reasonable assurance engagement. 
 
Reporting:  
Description of the engagement circumstances and a positive form of expression of the conclusion in 
reasonable assurance engagement whereas in a limited assurance engagement, description of the 
engagement circumstances and a negative form of expression of the conclusion. 
 

ii) A disclaimer of opinion is expressed when the possible effect of a limitation on scope is so material 
and pervasive that the auditor has not been able to obtain sufficient appropriate audit evidence and 
accordingly is unable to express an opinion on the financial statements. 
 
When there is limitation on the scope of the auditor‟s work that requires expression of a disclaimer 
of opinion, the auditor‟s report should describe the limitation and indicate the possible adjustments 
to the financial statements that might have been determined to be necessary had the limitation not 
existed. 
 
An adverse opinion is expressed when the effect of a disagreement is so material and pervasive to 
the financial statement that the auditor concludes that a qualification of the report is not adequate to 
disclose the misleading or incomplete nature of the financial statements. 
 
Audit and Investigation 
Etymologically, auditing and investigation are largely overlapping concepts because auditing is 
nothing but an investigation used in a broad sense. Both auditing and investigation are fact finding 
techniques but their basic nature and objectives differ as regards scope, frequency, basis, thrust, 
depth and conclusiveness. Audit and investigation differ in objectives and in their nature. Auditing is 
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general while investigation is specific. The object of auditing is to ensure that the financial 
statements are free and fair and not misleading or unreliable. The merit of auditing lies in its ability 
to pronounce in general terms whether the accounts are basically reliable or not and in accordance 
with the legal requirements and regulations applicable to the particular audit. Audit is not based on 
suspicion unless circumstances exist to arouse suspicion of the auditor. Investigation implies 
systematic, critical and special examination of the records of a business for a specific purpose. The 
examination conducted under investigation is intensive as well as exhaustive so far as the activities or 
areas of accounting is concerned. Investigation requires a concentrated focus on the subject matter 
of inquiry and related matters. Often, investigations may spread over a period longer than one year 
and its scope may extend to inquiry beyond the books of accounts if the circumstances so require. 
 
b) 
Compliance with the fundamental principles of professional ethics may potentially be threatened by 
a wide range of different circumstances. These generally fall into five categories: 

 Self-interest 

 Self-review  

 Advocacy 

 Familiarity  

 Intimidation 
 
Code of ethics and conduct highlights a number of areas in which a self-interest threat might 
arise. These may arise as a result of the financial or other interests of members or of immediate or 
close 
family and are: 
 

 Financial Interest 

 Close business relationship 

 Employment with assurance client 

 Partner on client board 

 Gifts and hospitality 

 Overdue fees 

 Contingent fees 

 Lowballing  
 
 
A. N. 20 
 
(i) There are three stages typically involved in money laundering. The first is placement, which is 

when cash obtained through criminal activity is first placed into the financial system. Business 
owners who have illegally obtained funds can use a cash-intensive business to mix legitimate 
cash receipts from business activity with the funds they wish to launder. For Watsan Co, the fact 
that most customers are likely to pay in cash indicates that it would be easy for genuine and 
illegal cash to be mixed up and banked, thereby placing the illegal cash into the financial system. 

 
The second stage is layering. This is when cash is disguised by passing it through complex 
transactions involving many layers, making the transactions difficult to trace. This often involves 
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moving the cash internationally, which adds a layer of complexity to the layering process. Watsan Co 
transfers sums of cash to overseas bank accounts, indicating that layering may be taking place. 
 
The final stage is integration, which is when the illegally gained funds are moved back into the 
legitimate economy. At this point the funds have become „clean‟ and are invested in property or 
financial instruments or otherwise spent. Watsan Co may be planning to invest a large sum of cash, 
in its cinema upgrade and refurbishment programme, which could be the integration stage of money 
laundering. 
 
(ii) There are many elements which should be in place as part of an anti-money laundering 

programme.  
 
The audit firm must appoint a Money Laundering Reporting Officer (MLRO), who should have a 
suitable level of seniority and experience; usually this would be a senior partner in the audit firm. 
Suspicions of money laundering should be reported to the MLRO, who considers whether the 
matter should be referred to agencies such as the Serious Organised Crime Agency, and prepares 
and keeps the appropriate documentation.  
 
There are also firm-wide elements of an anti-money laundering programme. A training programme 
is essential, to ensure that individuals are aware of the relevant legislation and regulations regarding 
money laundering. Individuals should also be trained in the firm‟s identification, record keeping and 
reporting policies. Individuals should also be trained in the money laundering risk factors, and be 
able to identify such risk factors and respond appropriately, and in matters such as tipping off 
offences. 
 
An important part of anti-money laundering is customer due diligence, or know your client 
procedures. This means that audit firms must establish the identity of clients using documents such 
as certificates of incorporation and passports, and should obtain information about business 
activities in order to gain an understanding of matters such as sources of income, and the rationale 
for business transactions. 
 
Finally, the audit firm must ensure that it maintains records of client identification procedures, and 
of all transactions relevant to audit clients, for example, the receipt of cash for services performed. 
This is important to ensure that the audit firm does not inadvertently become party to a transaction 
involving money laundering. 
 
 

CORPORATE LAWS 
 
 

1. Kalpana Trading Company was incorporated with a view to carry out certain general 

business. When the directors could see more prospect in property development area they 

resolved to invest the company’s funds in property development, an activity which is not 

authorized by the company’s objects clause. In furtherance of this resolution the directors 

have caused Kalpana Trading Company to enter into a contract with Sunrise Public. Ltd 

company to purchase the latter’s land for property development purposes. The directors 

subsequently received a letter from a number of dissenting Kalpana Trading Company 
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