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2. Nature: An embedded derivative is a component of a hybrid (combined) instrument that also 
includes a non-derivative host contract, with the effect that some of the cash flows of the combined 
instrument vary in a way similar to a stand- alone derivative. 
3. Origin: An embedded derivative can arise from deliberate financial engineering and intentional 
shifting of certain risks between parties. 
4. Changes in Cash Flow: An embedded derivative causes modification to a contract's cash flow, 
based on changes in a specified variable. 
5. An embedded derivative should be separated from the host contract and considered as a derivative 
if : 
(a) the  economic  characteristics  and  risks  of the  embedded  derivative  are  not  closely  related  
to  the  economic characteristics and risks of the host contract and 
(b) A separate instrument with the same terms as the embedded derivative can be considered a 
derivative. 
 

c. 1. Meaning: Leading  is accelerating  the payment  time. Lagging  is delaying  the payment. A 
Company which has surplus cash can lead or lag the payment based on the movement in foreign 
exchange rates. 
2. Risks / Benefits: There is no uncertainty involved, if payments are going to be made immediately. 
The disadvantage is non–utilization of credit facility offered by the Vendor. Leading the payment 
would mean non–availability of funds for any exigencies during the period till due date. 
 

d. 1. Meaning: It is the act of a smaller company gaining control over a larger one. 
2. Features: 
(a) Control to Management of the Larger Company: In Reverse–Takeover, control goes to the 
shareholders (and usually management) of the company that is formally the target of the bid i.e. 
Management of the larger company. 
(b) Purchase of Listed Company by Unlisted Company: Reverse takeover is also applicable to the 
purchase of a listed company by an unlisted company with control passing to the shareholders and 
management of the unlisted company.  This  is  known  as  a  „back  door  listing‟.  A  Reverse  
Takeover  will  take  place  by  way of  a  pure  equity acquisition, also called a Share Swap. 
3. Tests for identifying Takeover by Reverse Bid: 
(a) Assets  of  the  transferor  company  (Selling  Company)  are  greater  than  that  of  the  
transferee  company  (Buying Company). 
(b) Equity  Capital  to  be  issued  by  the transferee  company  pursuant  to  the  acquisition  exceeds  
its  original  issued capital. 
(c) Change  of  control  in  the  transferee  company  will  be  through  the  introduction  of  minority  
holder  or  group  of holders. 
 

 
Advanced Audit 

Question No. 1 

Bijuli Electricals Pvt. Ltd. (Bijuli) manufactures electrical equipment, and its year end is 

Asadh 31, 2072. You are the audit manager of MAS Associates, Chartered Accountants 

and are developing the audit program for the statutory audit of the year ended Asadh 31, 

2072. The company‘s property management department has explained their systems 

regarding capital expenditures and the related controls as under:  

– The company has a capital expenditure committee and all purchase orders for capital 

items are required to be authorized by this committee. 

 – On receipt, each asset is assigned a unique serial number and this is recorded on the 

asset and in the non-current assets register.  
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– When the asset arrives, a goods received note (GRN) is completed which details the 

nature of the expenditure (i.e. whether it is capital or revenue), and the GRN 

classification is reviewed and initialed by a responsible official. Copies of the GRNs 

relating to capital expenditure are then submitted to the finance department for updating 

of the non-current assets register. 

 – Periodically, internal audit undertakes a review of assets in the register and compares 

them to assets on site, using the serial number to confirm existence of the asset.  

– Access to the non-current assets register is restricted through passwords to a small 

number of staff in the finance department.  

Required:  

Describe a test of control which you as an audit manager should perform to assess 

whether or not each of the non-current asset controls listed above is operating effectively. 

 

Question No. 2 

Himal Garment Industries manufactures readymade garments for exports to Europe and 

Americas. The company purchases its raw materials from a wide range of suppliers. 

Below is a description of the company‘s purchasing system.  

When production supervisors require raw materials, they complete a requisition form and 

this is submitted to the purchase ordering department. Requisition forms do not require 

authorization and no reference is made to the current inventory levels of the materials 

being requested. Staff in the purchase ordering department uses the requisitions to raise 

sequentially numbered purchase orders based on the approved suppliers list, which was 

last updated 24 months ago. The purchasing director authorizes the orders prior to these 

being sent to the suppliers.  

When the goods are received, the warehouse department verifies the quantity to the 

suppliers dispatch note and checks that the quality of the goods received are satisfactory. 

They complete a sequentially numbered goods received note (GRN) and send a copy of 

the GRN to the finance department.  

Purchase invoices are sent directly to the purchase ledger clerk, who stores them in a 

manual file until the end of each week. He then inputs them into the purchase ledger 

using batch controls and gives each invoice a unique number based on the supplier code. 

The invoices are reviewed and authorized for payment by the finance director, but the 

actual payment is only made 60 days after the invoice is input into the system.  

Required:  

In respect of the purchasing system of the company, do you think the system has some 

deficiencies? If yes, then identify and explain the deficiencies along with the 

recommendation of control measures to address each of the deficiencies. 

Question No. 3 

A high-quality audit features the exercise of professional judgment by the auditor, and 

importantly, a mind-set which includes professional skepticism throughout the planning 

and performance of the audit.  

Required:  
Explain the meaning of the term professional skepticism, and discuss its importance in 

planning and performing an audit.  

Question No. 4 
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Having completed the file review, you have concluded that the use of the going concern 

assumption is appropriate, but that there is significant doubt over ABC Co‘s ability to 

continue as a going concern. You have advised the company‘s audit committee that a 

note is required in the financial statements to describe the significant doubt over going 

concern. The audit committee is reluctant to include a detailed note to the financial 

statements due to fears that the note will highlight the company‘s problems and cause 

further financial difficulties, but have agreed that a brief note will be included.  

Required:  
In respect of the note on going concern to be included in ABC Co‘s financial statements, 

discuss the implications for the audit report and outline any further actions to be taken by 

the auditor.  

Question No. 5 

What do you understand by Committee of Sponsoring Organization (COSO) Framework? 

Question No. 6  

What do you understand by the Concept of Hot Review and Cold Review? 

Question No. 7 

Highlight the elements to be present in the system of quality control in an audit firm. 

 

Question No. 8 

Write short notes on the following: 

A. Kiting 

B. True and Fair view 

C. Audit versus Assurance 

 

Question No. 9 

 

Almost all organizations now a day have electronic and live transaction processing 

systems. Under such circumstances, the way the audit is conducted has been modified to 

adjust the requirements of the change.  

 

Required: 

Do you agree with the above statement? If yes, what are the characteristics of on-line 

computer system and what are their effects of on-line computer system on Audit 

Procedure? 

 

Question No. 10 

What is the responsibility of an auditor when he relies on the work performed by another 

expert, for forming and expressing his opinion on the financial statement? How should he 

evaluate the work of an expert? 

 

Question No. 11 

 "The auditor can always exercise lien on books and documents of his client for non-

payment of fees due to him."  

 

Question No. 12 

Discuss the advantages and disadvantages of using standardized audit programs. 
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Question No. 13 

Carry out discussion on the resolution of ethical conduct in the ICAN Code of Ethics? 
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Suggested Answer/Hints 

Answer to Question No. 1 

As an audit manager, the Tests of controls that I would perform to assess whether the 

internal controls of the company are operating effectively or not are as follows:  

Capital expenditure committee  

– Select a sample of capital additions during the year and confirm through a review of the 

capital expenditure committee minutes that this purchase was authorized. 

 – Review a sample of capital expenditure purchase orders for evidence of authorization 

by the capital expenditure committee.  

Serial numbers  

– Select a sample of non-current assets on site, agree that a serial number is recorded on 

the asset and confirm it is included in the non-current assets register. 

 – Inspect the non-current assets register and verify that there are no duplicated serial 

numbers.  

Goods received note (GRN)  

– Select a sample of GRNs, review to see if there is documentation of whether the item is 

of a capital or revenue nature, and confirm whether the GRN is initialed as reviewed by a 

responsible official. If the GRN is of a capital nature, agree it is included in the non-

current assets register.  

Review of assets  

– Discuss with internal audit their program of inspections; if there are any due to be 

carried out between now and the year end, a member of Poplar & Co should attend this 

review to observe the controls in operation. 

 – Review internal audit reports and working papers for inspections undertaken earlier in 

the year for evidence the control operated.  

Access to non-current asset register  

– Attempt to access the non-current register using the password of a non-authorized 

individual. 
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Answer to Question No. 2 

Yes, the company‘s purchasing system has some material deficiencies as listed below: 
S. No. Deficiencies Controls 

1 Requisition forms are completed by production 

supervisors but are not authorized. This increases the 

risk of fraudulent purchases, or of goods being ordered 

which are not required, leading to unnecessary cash 

outflows. 

Requisition forms should be authorized by the 

production manager or director prior to being 

sent to the purchase ordering department. This 

department should not process any 

unauthorized requisitions. 

2 Orders are being placed for goods without the 

inventory levels being checked first. This could result 

in goods being ordered which are not required, leading 

to unnecessary cash outflows. In addition, as the 

company does not currently monitor inventory levels, it 

could experience stock-outs resulting in the company 

being unable to meet customer orders. 

The inventory system should be updated to 

record minimum/maximum required levels of 

raw materials. When completing the purchase 

order, the ordering clerk should check the 

current level of inventory on the system and 

only order if the quantity is within the set 

parameters. The company should set 

minimum authorized reorder levels for 

inventory items. 

3 The purchase ordering department maintains an 

approved supplier list; however, this has not been 

updated for 24 months. 

As this list has not been recently updated, the suppliers 

being used may not be ideal with regards to price, 

quality and delivery times. This could result in the 

company paying increased costs for raw materials or 

receiving poorer quality goods. 

The approved supplier list should be reviewed 

and updated as necessary. Going forward, it 

should be updated regularly, at least on an 

annual basis. 

4 Goods are being received without any checks being 

made against purchase orders. This could result in the 

company receiving and subsequently paying for goods 

it did not order.  

In addition, if no check is made against the purchase 

order, then the company may have significant purchase 

orders which are outstanding, leading to loss of sales. 

A copy of the authorized order form should be 

sent to the warehouse department. This should 

then be checked to the goods when received. 

Once checked, the order should be sent to the 

purchase ordering department and logged as 

completed. On a regular basis, an ordering 

clerk should review the order file for any 

outstanding items. 

5 Purchase invoices are manually filed by the purchase 

ledger clerk and only updated to the ledger on a weekly 

basis. Until the invoices are input into the system, there 

is a risk that they may be misplaced and not entered. 

This would result in an understatement of trade 

payables and the company failing to make payment to 

the suppliers on time. 

The purchase ledger clerk should record the 

invoices in the ledger on a daily rather than 

weekly basis.  

If this is not practical, then upon receipt of the 

invoices, each should be attributed a 

sequential number and filed. When these are 

logged into the ledger, the clerk should check 

that there are no breaks in the sequence. 

6 Purchase invoices are not being agreed to the relevant 

goods received notes (GRNs) prior to authorization and 

payment by the finance director. This could result in 

invoices being paid for goods which were not received. 

All purchase invoices should be matched to 

the related GRN; the details should be agreed 

prior to the invoice being logged in the 

purchase ledger. 

7 Purchase invoices are not sequentially numbered. All purchase invoices should be sequentially 
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S. No. Deficiencies Controls 

Failing to sequentially number them means that The 

company‘s finance department is unable to monitor if 

all invoices have been completely recorded; this could 

result in a failure to make payment to a supplier on 

time. 

If the invoices are sequentially numbered, then a 

sequence check can be performed for any unrecorded 

invoices. 

numbered and on a regular basis a sequence 

check of unrecorded invoices should be 

performed. 

8 Invoices are authorized by the finance director, but 

payment is only made 60 days after the invoice is input.  

 

There is the risk that the company is missing out on 

early settlement discounts.  

 

Also, failing to pay in accordance with the supplier‘s 

payment terms can lead to a loss of supplier goodwill 

as well as the risk that suppliers may refuse to supply 

goods to The company. 

The policy of making payment after 60 days 

should be reviewed. 

 

Consideration should be given to earlier 

payment if the settlement discounts are 

sufficient. If not, invoices should be paid in 

accordance with the supplier‘s payment terms. 

 

 

Answer to Question No. 3 

Professional skepticism is defined in NSA 200 Overall Objectives of the Independent 

Auditor and the Conduct of an Audit in Accordance with International Standards on 

Auditing as 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.  

NSA 200 requires the auditor to plan and perform an audit with professional skepticism, 

recognizing that circumstances may exist which cause the financial statements to be 

materially misstated. It is important to use professional skepticism at all stages of the 

audit. Professional skepticism includes being alert to the existence of contradictory audit 

evidence and being able to assess assumptions and judgments critically and without bias, 

and being ready to challenge management where necessary. It is also important that the 

auditor considers the reliability of information provided by management during the audit.  

NSA 240 The Auditor‘s Responsibilities Relating to Fraud in an Audit of Financial 

Statements also refers specifically to professional skepticism, stating that the auditor shall 

maintain professional skepticism throughout the audit, recognizing the possibility that a 

material misstatement due to fraud could exist. The auditor is therefore expected to be 

alert to indicators of potential fraud. 

Recently, regulatory bodies such as the IAASB have stressed the importance of the 

auditor‘s use of professional skepticism. The increased use of principles-based financial 

reporting frameworks such as IFRS, and the prevalence of fair value accounting which 

introduces subjectivity and judgment into financial reporting are examples of the reasons 

why the use of professional skepticism by auditors is increasingly important. It is 

imperative that professional skepticism is applied to areas of financial reporting which 

are complex or highly judgmental.  
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Going concern assessments and related party transactions are also examples of areas 

where management must exercise judgment in determining the appropriate accounting 

treatment, and where the potential for management bias is high. Therefore these areas 

need to approached with professional skepticism.  

The application of professional skepticism is closely aligned with maintaining 

objectivity, and it is difficult to remain sufficiently skeptical when certain threats to 

objectivity are present. Ultimately, the exercise of professional skepticism should work to 

reduce audit risk by ensuring that the auditor has sufficient and appropriate evidence to 

support the audit opinion, and that all evidence obtained, especially in relation to areas of 

high risk of material misstatement, has been critically evaluated and is based on reliable 

information. 
 

Answer to Question No. 4 

Going concern impact on audit report  

The note on going concern should be reviewed by the auditors to ensure that the 

disclosure regarding going concern is sufficiently detailed, and that it includes all 

relevant matters and is understandable.  

In evaluating the adequacy of the disclosure in the note, the auditor should consider 

whether the disclosure explicitly draws the reader‘s attention to the possibility that the 

entity may not be able to continue as a going concern in the foreseeable future. The note 

should include a description of conditions giving rise to the significant doubt, and the 

directors‘ plans to deal with the conditions. This is a requirement of NAS 1 Presentation 

of Financial Statements.  

 

Note adequately describes going concern issues 

 If the note contains adequate information on going concern issues, then there is no 

breach of financial reporting standards, and therefore no material misstatement has 

occurred. The audit opinion should not be modified and should state that the financial 

statements show a true and fair view, or are fairly presented.  

However, in accordance with NSA 570 Going Concern, the auditors should modify the 

auditor‘s report by adding an Emphasis of Matter paragraph to highlight the existence of 

the material uncertainties over the Co‘s going concern status, and to draw users‘ attention 

to the note to the financial statements where the uncertainties are disclosed. The 

Emphasis of Matter paragraph should contain a brief description of the uncertainties, and 

also refer explicitly to the note to the financial statements where the situation has been 

fully described.  

NSA 706 Emphasis of Matter Paragraphs and Other Matter Paragraphs in the 

Independent Auditor‘s Report states that the Emphasis of Matter paragraph should be 

placed immediately below the auditor‘s opinion, and it should re-iterate that the audit 

opinion is not qualified.  

NSA 570 requires that going concern matters, including the adequacy of related notes to 

the financial statements, should be discussed with those charged with governance. NSA 

706 also requires that those charged with governance should be informed by the auditor 

of the expected inclusion of an Emphasis of Matter paragraph in the auditor‘s report, and 

the proposed wording of the paragraph. 

 

 Note does not contain adequate information on going concern  

www.auditnca.com

www.auditnca.com


 

Page | 75  

 

It could be the case that a note has been given in the financial statements, but that the 

details are inadequate and do not fully explain the significant uncertainties affecting the 

going concern status of the company. In this situation the auditors should express a 

qualified opinion, as the disclosure requirements of NAS 1 have not been followed, 

leading to material misstatement. The auditor would need to use judgment to decide 

whether a qualified or an adverse opinion should be given.  

NSA 570 requires that in this case the auditor shall state in the auditor‘s report that there 

is a material uncertainty which may cast significant doubt about the entity‘s ability to 

continue as a going concern.  

NSA 705 Modifications to the Opinion in the Independent Auditor‘s Report provides 

guidance on the presentation of the audit report in the case of a modification of the audit 

opinion. The audit report should include a paragraph entitled ‗Basis for Qualified 

Opinion‘ or ‗Basis for Adverse Opinion‘, which contains specific reference to the matter 

giving rise to material or pervasive misstatement. The paragraph should include a clear 

description of the uncertainties and should be presented immediately before the opinion 

paragraph.  

The situation must be discussed with those charged with governance, who should be 

given opportunity to amend the financial statements by amending the note. NSA 705 

states that when the auditor expects to modify the opinion in the auditor‘s report, the 

auditor shall communicate with those charged with governance the circumstances which 

led to the expected modification and the proposed wording of the modification. 
 
Answer to Question No. 5 

The Committee of Sponsoring Organizations of the Treadway Commission (COSO) is a 

joint initiative of five private sector organizations, established in the United States, 

dedicated to providing thought leadership to executive management and governance 

entities on critical aspects of organizational governance, business ethics, internal 

control, enterprise risk management, fraud, and financial reporting. COSO has 

established a common internal control model against which companies and organizations 

may assess their control systems. COSO is supported by five supporting organizations, 

including the Institute of Management Accountants (IMA), the American Accounting 

Association (AAA), the American Institute of Certified Public Accountants (AICPA), 

the Institute of Internal Auditors (IIA), and Financial Executives International (FEI). 

 

Key concepts of the COSO framework 

The COSO framework involves several key concepts: 

· Internal control is a process. It is a means to an end, not an end in itself. 

· Internal control is affected by people. It's not merely policy, manuals, and forms, but 

people at every level of an organization. 

· Internal control can be expected to provide only reasonable assurance, not absolute 

assurance, to an entity's management and board. 

· Internal control is geared to the achievement of objectives in one or more separate but 

overlapping categories. 

 

Five framework components[edit] 

The COSO internal control framework consists of five interrelated components derived 

from the way management runs a business. According to COSO, these components 
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provide an effective framework for describing and analyzing the internal control system 

implemented in an organization as required by financial regulations  

 

The five components are the following: 

Control environment: The control environment sets the tone of an organization, 

influencing the control consciousness of its people. It is the foundation for all other 

components of internal control, providing discipline and structure. Control environment 

factors include the integrity, ethical values, management's operating style, delegation of 

authority systems, as well as the processes for managing and developing people in the 

organization. 

 

Risk assessment: Every entity faces a variety of risks from external and internal sources 

that must be assessed. A precondition to risk assessment is establishment of objectives 

and thus risk assessment is the identification and analysis of relevant risks to the 

achievement of assigned objectives. Risk assessment is a prerequisite for determining 

how the risks should be managed. 

 

Control activities: Control activities are the policies and procedures that help ensure 

management directives are carried out. They help ensure that necessary actions are taken 

to address the risks that may hinder the achievement of the entity's objectives. Control 

activities occur throughout the organization, at all levels and in all functions. They 

include a range of activities as diverse as approvals, authorizations, verifications, 

reconciliations, reviews of operating performance, security of assets and segregation of 

duties. 

 

Information and communication: Information systems play a key role in internal 

control systems as they produce reports, including operational, financial and compliance-

related information, that make it possible to run and control the business. In a broader 

sense, effective communication must ensure information flows down, across and up the 

organization. For example, formalized procedures exist for people to report suspected 

fraud. Effective communication should also be ensured with external parties, such as 

customers, suppliers, regulators and shareholders about related policy positions. 

 

 

Monitoring: Internal control systems need to be monitored—a process that assesses the 

quality of the system's performance over time. This is accomplished through ongoing 

monitoring activities or separate evaluations. Internal control deficiencies detected 

through these monitoring activities should be reported upstream and corrective actions 

should be taken to ensure continuous improvement of the system. 

 

 

Answer to Question No. 6 

 

Hot file review: Hot file review or hot review is usually conducted during the audit 

and/or audit work is completed but before the auditor‘s report is issued. This in nature is 

a detailed review that is conducted with an aim to find out if there is any weakness in 
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application of audit procedures or if the results have been misinterpreted. Hot reviews are 

usually carried out usually by the senior the audit team or someone with the same 

authority who is not connected with the engagement. Such reviews mostly include 

meetings with audit team personnel and their individual work so that both work and the 

skills of members are improved by pointing out discrepancies and providing 

recommendations. 

 

Cold file review: Cold file review or cold review is an objective evaluation on the date of 

auditor‘s report and is performed by the auditor i.e. partner himself when all the audit 

work has been concluded and the required sufficient appropriate audit evidence has been 

obtained and conclusions drawn and reported. This review usually takes place when the 

auditor‘s report is signed off. The purpose of this review is to ensure compliance with 

relevant auditing standards and to analyze weaknesses in the way whole audit work is 

conducted and how it can be improved for next similar assignments by updating firm‘s 

quality control standards, training the staff etc. 

 

Answer to Question No. 7 

System of quality control in an audit firm refers to all the policies and procedures 

designed by the firm to achieve the objective of delivering the reasonable assurance that 

the firm and its personnel comply with professional standards and regulatory and legal 

requirements, and that the reports issued are appropriate in the circumstances. The ICAN 

has issued NSQC 1 to provide guidance regarding firm‘s responsibility towards its 

system of quality control for audits and reviews of historical financial information, and 

other assurance related services engagement. The elements to be present in the system of 

quality control are: 

 Leadership responsibilities 

The firm should establish policies and procedures designed to promote an internal 

culture based on the recognition that quality is essential in performing engagements. 

Here, the firm's CEO or managing board or partner should assume ultimate 

responsibility to quality control. 

 Ethical requirements 

The firm should be able to reasonably assure that the firm and its personnel comply 

with relevant ethical requirement and pronouncement of regulatory body. The ethical 

requirement includes integrity, objectivity, professional competence and due care, 

confidentiality, and professional behavior. 

 Acceptance and continuance of client relationships and specific engagements 

The firm should establish policies and procedures for the acceptance and continuance 

of client relationships and specific engagements to consider client integrity, 

competency to carry out engagement and comply with ethical requirements. 

 Human resources 

The firm's policy and procedures should be able to provide it with reasonable 

assurance that it has sufficient personnel with the capabilities, competence, and 

commitment to ethical principles necessary to perform engagement. 

 Engagement performance 

The firm's policy should enable to perform the engagement with professional 

standards and regulatory requirements.  
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 Monitoring  

The firm should have the mechanism of monitoring and supervision that the adequate 

and relevant system of quality control is maintained. 

 

Answer to Question No. 8 

a. Kiting is a way of concealing cash shortages caused by a defalcation, such as 

misappropriating cash receipts that were perpetrated previously. It involves the 

careful and deliberate use of the ―float‖ (the time necessary for a cheque to clear 

the bank it was drawn on). Drawing a cheque on one bank, depositing it in 

another bank just before year-end, so that deposit appears on the bank statement 

and the recording of the transfer in the receipts is not done until after year-end 

amounts to kiting. The float period will cause the cheque not to clear the bank it 

was drawn on until after year-end, and the amount transferred is included in the 

balances of both bank accounts. Since the transfer is not recorded as a receipt or a 

disbursement until the following year, it will not appear as an outstanding cheque 

or a deposit in transit on the reconciliation of either bank account. The effect is to 

increase receipts per the bank statement; if the misappropriation of cash receipts 

and the kiting take place in the same period, receipts per the bank statement will 

agree with receipt per the cash receipts journal at the date of the bank 

reconciliation. (If the misappropriation of cash receipts takes place in the period 

before the kiting, a proof of cash may also reveal the kiting). Kiting requires that 

the transfer process be repeated continually until the misappropriated funds have 

been restored. Kiting could have a wider meaning to encompass writing cheques 

against inadequate funds with the intent of depositing sufficient funds later, but 

before the cheques clear the book. 

 

b. True and fair view is an opinion expressed by an auditor on the state of the 

financial statements of an organization. It implies that the financial statements are 

presented fairly in all materials respect the position, performance, cash flows and 

changes in equity of the organization. The auditor expresses such opinion upon 

assessment of the internal control system of the organization and test checking the 

financial transactions carried out during the fiscal year. The auditors act is guided 

by the provisions set forth in the Nepal Standards on Auditing together with the 

Code of Ethics applicable to the professional accountants. 

 

As per NSA 200 ―Overall Objective of the Independent Auditor and  the conduct 

of an Audit in Accordance with Nepal Standards on Auditing‖, the auditor‘s 

expression of true and fair view is supposed to be received as only the 

―Reasonable Assurance and not the Absolute Assurance‖ of the state of the 

financial statements. This implies that the users are not supposed to absolutely 

rely on auditor‘s judgment for making their financial decisions relating to the 

organization. This is because the auditor is not expected to, and cannot, reduce 
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audit risk to zero and cannot therefore obtain absolute assurance that the financial 

statements are free from material misstatement due to fraud or error. This is 

because there are inherent limitations of an audit, which result in most of the audit 

evidence on which the auditor draws conclusions and bases the auditor‘s opinion 

being persuasive rather than conclusive.  

 

Broadly speaking, the financial statements are considered as presenting to true 

and fair if:  

1. The information contained in them are not materially misstated; 

2. There is an appropriate application of Nepal Accounting Standards, with 

additional disclosure in the case of companies registered under Companies Act 

2063. In the case of other entities there is an appropriate application of  generally 

accepted accounting principles as is applicable; and 

3. They comply with the provisions of applicable laws and regulations of the 

country. 

 

 

c. Audit Versus Assurance 

Audit 

A reasonable assurance engagement in which an opinion is expressed on true and fair 

view of the financial statements in accordance with the standards on auditing.  

Assurance 

An engagement in which a professional accountant in public practice expresses a 

conclusion designed to enhance the degree of confidence of the intended users other 

than the responsible party about the outcome of the evaluation or measurement of a 

subject matter against criteria.  

 

Answer to Question No. 9 

Yes I fully agree that the online transaction processing system has a significant impact on 

the audit process. 

Characteristics of on-line computer systems 

i. The characteristics of on-line computer systems may apply to a number of the types 

of on-line systems. The most significant characteristics related to on-line data entry 

and validation, on-line access to the system by users, possible lack of visible 

transaction trail and potential programmer access to the system. The particular 

characteristics of a specific on-line system will depend on the design of that system.  

ii. When are entered online, they are usually subject to immediate validation checks. 

Data failing this validation would not be accepted and a message may be displayed on 

the terminal screen, providing the user with the ability to correct the data and re-enter 

the valid data immediately. For example, if the user enters an invalid inventory part 

number, an error message will be displayed enabling the user to re-enter a valid part 

number. 

iii. Users may have on-line access to the system that enables them to perform various 

functions, eg  to enter transactions and to read, change or delete programs and data 

files through the terminal devices. Unlimited access to all of these functions in a 

particular application is undesirable because it provides the user with the potential 
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ability to make unauthorized changes to the data and programs. The extent of this 

access will depend upon such things as the design of the particular application and 

implementation of software designed to control access to the system. 

iv. An online computer system may be designed in a way that does not provide 

supporting documents for all transactions entered into the system. However, the 

system may provide details of the transactions on request or through the use of 

transaction logs or other means. Illustrations of these type of systems include orders 

received by a telephone operator who enters them online without written purchase 

orders, and cash withdrawals through the use of automated teller machines. 

v. Programmers may have online access to the system that enables them to develop new 

programs & modify existing programs. Unrestricted access provides the programmer 

with the potential to make unauthorized changes to programs and obtain unauthorized 

access to other parts of the system. The extent of this access depends on the 

requirements of the system. For example, in some systems, programmers may have 

access only to programs maintained in a separate program development and 

maintenance library, whereas, in emergency situations which require changes to the 

programs that are maintained online, programmers may be authorized to change the 

operational programs. In such cases, formal control procedures would be followed 

subsequent to the emergency situation to ensure appropriate authorization and 

documentation of the changes.  

 

Effects of on-line computer system on Audit Procedure 

 

i. The following matters are particular importance to the auditor in an online computer 

system: 

(a) Authorization, completeness and accuracy of online transaction. 

(b) Integrity of records and processing, due to online access to the system by many 

users and programmers. 

(c) Changes in the performances of audit procedures including the use of CAAT‘s 

due to matters such as:  

 The need for auditors with technical skills in on computer systems 

 The effect of the online computer system on the timing of auditing 

procedures. 

 The lack of visible transaction trails. 

 Procedures carried out during the audit planning stage. 

 Audit procedures performed concurrently with online processing ; & 

 Procedures performed after processing has taken place. 

ii. Procedures carried out during the planning stage may include: 

(a) The participation on the audit team of individuals with technical proficiency in 

online computer systems and related controls. 

(b) Preliminary determination during the risk assessment process impact of the 

system on the audit procedures. A well designed and controlled online system will 

affect the auditor‘s assessment of control risk and influence the nature, timing and 

extent of audit procedures. 
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iii. Audit procedures performed concurrently with online processing include compliance 

testing of the control over the online applications. For example, this may be by means 

of entering test transactions through the online terminal services or by the use of audit 

software. These tests may be used by the auditor either to confirm his understanding 

of the system or to test controls such as passwords and other access controls. The 

auditor would be advised to review such tests with appropriate client personnel and to 

obtain approval prior to conducting the tests in order to avoid inadvertent corruption 

of client records. 

 

iv. Procedures performed after processing has taken place may include: 

(a) Compliance testing of controls over transactions logged by the online  system for 

authorization, completeness & accuracy. 

(b) Substantive tests of transactions and of processing results rather than tests of 

controls where the former may be more cost effective or where the system is not 

well designed or controlled. 

(c) Re-processing transactions as either a compliance or substantive procedure. 

 

v. The characteristics of online computer systems may make it more effective for the 

auditor to perform a pre-implementation review of new online accounting 

applications than to review the applications after installation. This pre-

implementation review may provide the auditor with an opportunity to request 

additional functions, such as detailed transaction listings, or controls within the 

application design. It may also provide the auditor with sufficient time to develop and 

test audit procedures in advance of their use. 

 

Answer to Question No. 10 

Responsibility of the Auditor: The auditor‘s education and experience enable him to be 

knowledgeable about business matters in general but he is not expected to have the 

expertise of a person trained for or qualified to engage in the practice of another 

profession or occupation such as an actuary or engineer. 

When the auditor uses work performed by experts he continues to be responsible for 

forming and expressing his opinion on the financial information. 

 

Evaluating the work of an expert: The auditor should obtain reasonable assurance that 

work performed by expert is adequate. He should satisfy himself as to the expert‘s skill 

and competence. 

The auditor should seek reasonable assurance that the expert‘s work constitutes 

appropriate audit evidence in support of the financial information, by considering: 

i. The source data used. 

ii. The assumptions and methods used and if appropriate, their consistency with the prior 

period; & 

iii. The results of the expert‘s work in the light of the auditor‘s overall knowledge of the 

business and of the results of his audit procedures. 

The auditor should consider whether the expert has used source data which are 

appropriate in the circumstances. The procedures to be applied by the auditor should 

include: 
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i. Making inquiries of the expert to determine how he has satisfied himself that the 

source data are sufficient, relevant and reliable; & 

ii. Conducting audit procedures on the data provided by the client to the expert to obtain 

reasonable assurance that the data are appropriate. 

The appropriateness and reasonableness of assumptions and methods used and their 

applications are the responsibility of the expert. The auditor does not have the same 

expertise and therefore, cannot always challenge the expert‘s assumptions and methods. 

However, the auditor should obtain an understanding of those assumptions and methods 

to determine that they are reasonable based on the auditor‘s knowledge of the client‘s 

business and on the result of his audit procedures. 

Normally, completion of the above procedures will provide the auditor with reasonable 

assurance that he has obtained appropriate audit evidence in support of the financial 

information. If the work of an expert does not support the related representations in the 

financial information, the auditor should attempt to resolve the inconsistency by 

discussions with the client and experts. Applying additional procedures, including 

possibly engaging another expert, may also assist the auditor in resolving the 

inconsistency. 

If, after performing these procedures, the auditor concludes that the work of the expert is 

inconsistent with the information in the financial statements, or that the work of the 

expert does not constitute sufficient appropriate audit evidence, he should express a 

qualified opinion, a disclaimer of opinion or an adverse opinion, as appropriate. 

 

Answer to Question No. 11 

As per general law any person having lawful possession of property of same other person 

may retain the property for non-payment of fees due to him on account of the work done 

by him on such property.  

 

The Institute of Chartered Accountants of England and Wales has upheld the auditor's 

right of lien on books and documents if the following conditions are fulfilled: 

 Documents retained must belong to the client; 

 The documents must have come to the possession of the auditor and the authority 

of the client; 

 The auditor has done some work on such documents for a fee but such fee was not 

paid to him; and 

 Only such of the documents on which work was done or in connection with which 

work was done can be retained for non-payment of fees. 

 

However, in the case of Nepal no specific legal provision is issued to address such 

matter. 

 

Answer to Question No. 12 

Advantages 

  Their use can lead to more efficient planning in identifying the audit objectives and 

adopting an approach based on these objectives. Greater assurance as to the 

completeness of the audit approach is obtained than if it were started from scratch. 

Planning can be undertaken by less senior staff. 
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  Standardised programmes facilitate delegation to junior staff and help to instruct in 

basic audit techniques. They help to ensure that all assignments are planned and 

conducted to a consistent quality. 

  A standardised approach makes the review of audit working papers easier. 

Programmes may include sections to be completed, thereby reducing the need for 

separate supporting working papers. 

 

Disadvantages 

  Standardisation may lead to an overly mechanical approach. This may stifle initiative 

because an alternative, more efficient approach may not be considered. 

  No account is taken of the particular circumstances of the individual enterprise. This 

decrease in the use of professional judgement for a particular assignment might result 

in over-auditing low risk or immaterial areas. 

  There is a risk that sufficient, relevant and reliable audit evidence may not be 

obtained. For example, standard programs may not include tests on certain unusual or 

specialised clients. Alternatively, some standard tests may be marked as ―not 

applicable‖ without considering a suitable alternative test. 

 

Conclusion 

  Standard audit programmes may be useful on certain assignments to improve audit 

efficiency but they cannot replace the need for professional judgement. 

 

 

Answer to Question No. 13 

Ethical Conflict Resolution has been discussed under paragraph 100.17 to 100.22 of the 

ICAN-Code of Ethics. According to the said paragraph: 

 

100.17  A professional accountant may be required to resolve a conflict in complying 

with the fundamental principles.  

   

100.18  When initiating either a formal or informal conflict resolution process, the 

following factors, either individually or together with other factors, may be 

relevant to the resolution process:  

(a)  Relevant facts;  

(b)  Ethical issues involved;  

(c)  Fundamental principles related to the matter in question;  

(d)  Established internal procedures; and  

(e)  Alternative courses of action.  

 

Having considered the relevant factors, a professional accountant shall 

determine the appropriate course of action, weighing the consequences of each 

possible course of action. If the matter remains unresolved, the professional 

accountant may wish to consult with other appropriate persons within the firm 

or employing organization for help in obtaining resolution.  
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100.19  Where a matter involves a conflict with, or within, an organization, a 

professional accountant shall determine whether to consult with those charged 

with governance of the organization, such as the board of directors or the audit 

committee.  

 

100.20  It may be in the best interests of the professional accountant to document the 

substance of the issue, the details of any discussions held, and the decisions 

made concerning that issue.  

 

100.21  If a significant conflict cannot be resolved, a professional accountant may 

consider obtaining professional advice from the relevant professional body or 

from legal advisors. The professional accountant generally can obtain guidance 

on ethical issues without breaching the fundamental principle of confidentiality 

if the matter is discussed with the relevant professional body on an anonymous 

basis or with a legal advisor under the protection of legal privilege. Instances in 

which the professional accountant may consider obtaining legal advice vary. For 

example, a professional accountant may have encountered a fraud, the reporting 

of which could breach the professional accountant‘s responsibility to respect 

confidentiality. The professional accountant may consider obtaining legal 

advice in that instance to determine whether there is a requirement to report.  

 

100.22  If, after exhausting all relevant possibilities, the ethical conflict remains 

unresolved, a professional accountant shall, where possible, refuse to remain 

associated with the matter creating the conflict. The professional accountant 

shall determine whether, in the circumstances, it is appropriate to withdraw 

from the engagement team or specific assignment, or to resign altogether from 

the engagement, the firm or the employing organization.   

 
 

Corporate Laws 

 
 
 

RTP for CAP III specially with reference to new courses. 
 
The Companies Act 2063 
 

1. Rabindra Aryal is one of the shareholders in a company.  He 
borrowed certain sum of loan from a bank against the pledge or 
security of the shares held by him. He failed to repay the loan and the 
bank instituted legal action against him. It is claimed that since he is 
defaulter in repaying the loan he must be prevented from exercising 
voting right in respect of shares in the annual general meeting for a 
period until he repays the loan.  What is your opinion? 

 

Answers a) 
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