
 

 

Q. No. 1 One your audit assistants are confused with the use of word “Audit” and “Assurance”. 

The assistant thinks that both the terminologies are same and can be used interchangeably. Do 

you agree with his thought? 

 

Answer 

In few words, all audit engagements are assurance engagements but not all assurance 

engagements are audit engagements. Audit engagement is one type of assurance engagement that 

provides reasonable assurance. Assurance engagements can be reasonable assurance 

engagements, limited assurance engagements or other assurance engagements. 

 

Other assurance engagements are such assurance engagements that are other than audit and 

review engagements. Assurance related standards setting body IAASB has issued separate 

standards for each of the three sub classifications assurance engagement. Examples of other 

assurance engagement include expressing opinion on prospective financial statements or internal 

control system of the entity. 

Any engagement that fulfills the following criteria is an assurance engagement: 

• Existence of three party relationship 

• Subject matter 

• Criteria 

• Gathering of sufficient appropriate evidence 

• Expression of opinion 

 

However, for an assurance engagement to be an audit engagement one additional requirement is 

that level of assurance provided by such engagement needs to be of reasonable level. 

 

Another important factor that differentiates audit engagement from other assurance engagements 

is in audit the expression of opinion is positive as auditor has conducted extensive examination 

and thus as a result of reasonable assurance obtained his opinion will leave no grey areas. 

However, in other assurance engagements like in review engagement the expression of opinion is 

negative as auditor has conducted limited examination. 

Other differences include: 

• Audit engagement is for whole financial statements whereas certain assurance 

engagements can be for single financial statement out full set or specific element of 

financial statements or component or activities of the business. 

• The terms of engagement in case of audit are in line with International auditing standards 

whereas in case of assurance engagement they terms may restrict the practitioner only to 

specific area. 

• Rights and liabilities of the auditor in audit engagement higher than any other form of 

assurance engagement. 

• In case of audit engagement the audience includes generally all stakeholders whereas in 

assurance engagements other than audit audience may be restricted to just one type of 

stakeholder for example management. 

• The time and resources required for audit engagement are higher than any other form of 

assurance engagement 

 

 



 

 

 

Q.No. 2 What are the components of COSO Framework? 

 

Answer to Question No. 2 

The COSO internal control framework consists of five interrelated components derived from the 

way management runs a business. According to COSO, these components 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. 

 



 

 

Q.No. 3 "Code of Ethics is designed to uphold the conduct of the professional accountants". Do 

you agree on the statement?  

 

Answer to Question No. 3 

Code of ethics is the set of detailed rules, guidelines, standards of conduct on which the ethical 

requirements for professional accountants in Nepal is founded. It is issued by the “The Institute 

of Chartered Accountants of Nepal” and is mandatory for all its members to observe in respect of 

the performance of professional services in Nepal after January 15, 2004 (Magh 1, 2060). ICAN 

has since then published different version of the Code of Ethics and the recent one that is 

applicable to the professional accountants is ICAN Code of Ethics 2015 edition that is based on 

IFAC Code of Ethics 2014. 

 

The Code of ethics recognizes that the objectives of the accountancy profession are to work to 

the highest standards of professionalism, to attain the highest levels of performance and 

generally to meet the public interest requirement. While the conducts of professionals are within 

the framework of applicable professional standards, laws, regulations, these however, do not 

govern all types of behavioral issues of the members. As thus, the ethics requires the members to 

comply with a number of prerequisites in order to achieve the objectives of the profession. Such 

prerequisites include the compliance with the fundamental principles of integrity, objectivity, 

independence, confidentiality, professional behavior, professional competence and due care and 

technical standards. The code also prescribes specific issues and illustrative cases upon which the 

professional accountants should act so as to remain within the boundary of their fundamental 

principle. For instance, there are directives that suggests various provisions regarding publicity 

and advertisements by the members; Soliciting Business, Accepting New Engagement, Fees and 

Commission. Similarly there are many different provisions that are there for compliance by the 

professional accountants and that has an objective to guide towards maintenance of higher 

professional values and ethics.  

 

Hence, because of all the above reasons it can be said that the Code of Ethics is designed to 

uphold the conduct of the professional accountants. 

  

Q.No. 4 

Basanta and Rohit are recently qualified Chartered Accountants. They have registered a CA firm 

Basanta & RohitAssociates and have hired six employees as seniors and trainees. Basanta 

recently called you requesting you to present a paper on Quality Control guidelines that they 

should follow in their new practice. You are required the four major aspects to be covered in 

designing quality control system in an audit firm, highlighting the concept of hot review and cold 

review.  

 

Answer 

Audit firms need to have policies and procedures to ensure that quality of their work is 

satisfactory.  Failure to do so may result in: 

a) Audit failures in the short term affecting the firm's market image and possible 

disciplinary action against the partners and financial claims (in certain countries, 

excluding Nepal) 

b) In the long term, the public confidence in the audit profession will be diminished. 



 

 

Quality Control ensures that audit and assurance engagements are completed to an appropriate 

standard and that the risk to a firm is reduced to an acceptable level. There are two standards that 

set out the responsibilities of auditors regarding quality control: 

a) Nepal Standards on Quality Control (NSQC)1: Quality control for firm's that perform 

audits and review of historical Financial Information and other. Assurance and related 

Service Engagement 

b) NSA 220- Quality Control for an Audit of Financial Statements 

 

Basanta & Rohit Associates should consider these standards while designing their quality control 

system. NSQC 1 identifies six building blocks of a firm's system of quality control. 

• Leadership; Client Relationships; Engagement Performance; Human Resources; Monitoring; 

Ethics 

 

a) Leadership 

The firm's management should assume ultimate responsibility for the system of quality control. 

They should establish: 

• Policy and procedures to address performance evaluation, compensation and promotion to 

demonstrate commitment to quality 

• Provision for resources sufficient for the development, documentation and support of quality 

control procedures 

• Assignment of management responsibility so that commercial consideration does no override 

quality 

• Assignment of operational responsibility to those with sufficient and appropriate experience, 

ability, and authority to implement those quality control procedures. 

 

b) Human Resource 

NSQC 1 sets out a principle based guideline to the HR function. It stresses that is a firm wants 

quality of work through its staffs, it needs to hire the best human resource, work on developing 

their competency and capabilities by continuous training and development, professional 

education, coaching, etc and also reward them for their quality.  

 

c) Engagement Performance  

NSQC 1 requires firms to establish policies and procedures designed to provide it with 

reasonable assurance that engagements are performed in accordance with professional standards 

and applicable legal frameworks, and that the reports issued are appropriate in the circumstances. 

The three areas are: 

• Matters relevant to promoting consistency in the quality of engagements 

• Supervision responsibilities and 

• Review responsibilities 

 

d) Monitoring 

Quality control policies alone do not ensure good quality work. They must be implemented 

effectively and therefore there should be systems to evaluate the compliance with professional 

standards and regulatory requirements, and effectiveness of overall system.  

 

Monitoring is never effective without Hot Review and Cold Review. 



 

 

 

Hot Review 

Hot review is referred to as Independent Quality Control Reviewer (ICQR) in NSQC 1.  

appointed for all large assignments that the firm undertakes. Hot review is mandatory for all 

listed clients and for other risky, public interest engagements, as appropriate. Hot review is 

conducted: 

a. Before the audit report is issued/finalized 

b.By an independent partner or consultant 

c. Looking after processes underpinning judgement made about materiality, independence, audit 

opinion, significant risks, matters requiring consultation and overall compliance with 

professional standards. 

 

An engagement quality control review includes an objective evaluation of: 

• The significant judgments made by the engagement team; and 

• The conclusions reached in formulating the auditor’s report. 

 

The engagement partner should: 

• Discuss significant matters arising during the audit engagement, including those identified 

during the engagement quality control review, with the engagement quality control reviewer; 

and 

• Not issue the auditor’s report until the completion of the engagement quality control review. 

 

Cold Review 

Cold Review is conducted after the engagement has been completed to ensure that quality 

control procedures are adequate and relevant, are operating effectively and are complied with. It 

is conducted for selected engagements conducted by the firms and involves wholesale review of 

all working papers on an audit file, normally by a dedicated compliance or quality 

department/team or a qualified external consultant or an independent partner. An annual report is 

provided to partners for areas that require corrective action. 

 

Question No. 5 

Surya & Co’s audit partner, Mr. Gourav Chaulagain, leaves a note on your desk: ‘I have just had 

a conversation with Mr. Pradhananga concerning the TG Group. He would like the audit 

engagement partner to attend the TG Group’s board meetings on a monthly basis so that our firm 

can be made aware of any issues relating to the audit as soon as possible. Also, Gourav asked if 

one of our audit managers could be seconded to Baroon TG Group in temporary replacement of 

its finance director who recently left, and asked for our help in recruiting a permanent 

replacement. Please provide me with a response to Mr. Pradhananga which evaluates the ethical 

implications of his requests.’ Required: Respond to the note from the partner. 

 

Answer 

Firstly, there is nothing to prohibit an auditor attending the board meetings of an audit client. 

Indeed it is common practice for this to occur, and there may be times when the auditor should 



 

 

attend in order to raise issues with management and/or those charged with governance pertaining 

to the audit. 

However, the auditor attending the client’s board meeting must be careful that they take no part 

in any management decisions made at the meeting. If matters not relevant to the audit are 

debated on which the auditor’s opinion is sought, the auditor could be deemed to be involved 

with management decisions, or to be providing an additional service to the client which 

potentially creates a threat to objectivity. 

IFAC’s Code of Ethics for Professional Accountants advise that if an auditor serves as a director 

or officer of an audit client, the self-review and self-interest threats created would be so 

significant that no safeguards could reduce the threats to an acceptable level. Accordingly, no 

partner or employee shall serve as a director or officer of an audit client. In summary, it is 

acceptable for the audit engagement partner to attend the board meetings, as long as he is not 

involved with making management decisions, and if he is not appointed to the board. 

The second matter relates to an audit manager being seconded to TG Group in a role as finance 

director. IFAC’s Code refers to this situation as a temporary staff assignment, and states that the 

lending of staff by a firm to an audit client may create a self-review threat. Such assistance may 

be given, but only for a short period of time and the firm’s personnel shall not be involved in 

providing non-assurance services or assuming management responsibilities.  

It seems that in this case, the temporary staff assignment should not go ahead, as clearly the audit 

manager would be making management decisions involving the preparation of TG Group’s 

individual financial statements, and providing information for the consolidated financial 

statements. It is not likely that any safeguard could reduce the self-review threat created to an 

acceptable level. 

Finally, our firm has been asked to help in the recruitment of a new finance director to TG 

Group. IFAC’s Code states that providing recruitment services to an audit client may create self-

interest, familiarity or intimidation threats. The existence and significance of any threat will 

depend on factors such as the nature of the requested assistance, and the role of the person to be 

recruited.  

The significance of any threat created shall be evaluated and safeguards applied when necessary 

to eliminate the threat or reduce it to an acceptable level. In all cases, the firm shall not assume 

management responsibilities, including acting as a negotiator on the client’s behalf, and the 

hiring decision shall be left to the client. 

The firm may generally provide such services as reviewing the professional qualifications of a 

number of applicants and providing advice on their suitability for the post. In addition, the firm 

may interview candidates and advise on a candidate’s competence for financial accounting, 

administrative or control positions Therefore Surya & Co may provide some assistance in the 

recruitment of the new finance director, but may wish to put safeguards in place such as 

obtaining written acknowledgement from the client that the ultimate decision will be made by 

them.  

 

Question No. 6 

Smriti wants to join MAS Associates, a partnership firm as 25% sharing partner. Advice, what 

important steps she should take while conducting Investigation as an Incoming Partner?  

 

Answer to Q. no. 6 



 

 

Steps involved while conducting investigation as an incoming partner:  

 

The general approach of the investigating accountant in this type of investigation would be more 

or less similar, irrespective of the nature of business of the firm-manufacturing, trading or 

rendering a service. Primarily, an incoming partner would be interested to know whether the 

terms offered to him are reasonable having regard to the nature of the business, profit records, 

capital distribution, personal capability of existing partners, socio-economic setting, etc. and 

whether he would be capable for services to be rendered, which can be justified by the overall 

economic conditions prevailing and other considerations considering his own personality and 

achievements. In addition, he would be interested to ascertain whether the capital to be 

contributed by him would be safe and applied usefully. Broadly, the steps should be taken by 

Smriti are as under:  

 

a) Ascertaining the history of the firm MAS Associates since inception and growth of the firm.  
 

b) Studies of the provisions of the Deed of Partnership, particularly for composition of partners, 

their capital contribution, drawing rights, retirement benefits, job allocation, etc.   
c) Scrutiny of the record of profitability of the MAS Associates’s business over a suitable 

number of years, with usual adjustments that are necessary in ascertaining the true record of 

business profits. Particular attention should, however, be paid to the nature and profitability 

of the business, qualification and expertise of the partners and such others as may be 

relevant.   
d) Examination of the asset and liability position to determine the tangible asset, partners, 

investment, appraisal of the value of intangibles like goodwill, know-how, patents, etc 

impending liabilities including contingent liabilities and those for pending tax assessment.  

e) Assess position of order at hand and the range and quality of clientele should be thoroughly 

examined under which the MAS Associates. is presently operating.  

f) Scrutinise terms of loan finance to assess its usefulness and the implication for the overall 

financial position.  

g) Study important contractual and legal obligations should be ascertained and their nature 

studied. It may be the case that the firm MAS Associates. has standing agreement  with the 

employees as regards salary and wages, bonus, gratuity and other incidental benefits. Full 

import of such standing agreements would be gauged before a final decision is reached.  
h) Study the composition and quality of key personnel employed by the MAS Associates and 

any likelihood of their leaning the organisation.   
i) Ascertain reasons for the offer of admission to a new partner and it should be determined 

whether the same synchronizes with the retirement of any senior partner whose association 

may have had considerable impact having on the MAS Associates’s successes.  

j) Appraisal of the record of capital employed and the rate of returns. It is necessary to have a 

comparison with alternative business avenues for investments and evaluation of possible 

results on a changed capital and organisation structure.  

k) Ascertain manner of computation of goodwill on admission as also on retirement, if any.  

l) Examine whether any special clause exist in the Deed of Partnership to allow admission in 

future a new partner.  

 

Question No. 7 

 



 

 

You are working as an articled trainee in Push & Associates. Your principal CA. Pragya had to 

make a presentation on “Financial Indications and Going Concern” in one of the important 

seminars of professional accountants. As such she has asked you to give her some quick notes 

about the topic with reference to Nepal Standards on Auditing.  

 

Answer to Q. No. 7 

NSA 570 on “Going Concern” aims to establish standards on the auditor’s responsibilities in the 

audit of financial statements regarding the appropriateness of the going concern assumption as a 

basis for the preparation of the financial statements. The following are the financial indications 

to be considered:  
 

• Net liability or net current liability position.  

• Fixed-term borrowings approaching maturity without realistic prospects of renewal or 

repayment; or excessive reliance on short-term borrowings to finance long-term assets.  

 

 

 

• Indications of withdrawal of financial support by creditors.  

• Negative operating cash flows indicated by historical or prospective financial statements.  

• Adverse key financial ratios.  

• Substantial operating losses or significant deterioration in the value of assets used to 

generate cash flows.  

• Arrears or discontinuance of dividends.  

• Inability to pay creditors on due dates.  

• Inability to comply with the terms of loan agreements.  

• Change from credit to cash-on-delivery transactions with suppliers.  

• Inability to obtain financing for essential new product development or other essential 

investments.  

 

 

 

Question No. 8 

You are the auditor of ALCOA Limited, which manufactures plastic closures from plastic sheets. 

The process generates scrap plastic which is placed daily by the work force into a bin kept for 

that purpose in the yard. Every Friday a lorry arrives from a small local scrap merchant. The bin 

is loaded on to the lorry and replaced by an empty bin. The weight is obtained by the gatekeeper 

using the company weighbridge. He notes the weight in a book kept for that purpose in the gate 

office. Each month a cheque is received through the post from the scrap merchant accompanied 

by a remittance advice stating the weight of scrap collected, the price and the amount of the 

cheque. The cheque is banked by the cashier and the remittance advice is filed. There are no 

other procedures in this area:  

 

You are required to:  
 
(a) Suggest major improvements to be made in the internal control in this area.  
 
(b) Suggest key audit procedures under these circumstances to mitigate audit risk.  

 



 

 

 

Answer to Q. No. 8 

 

(a)  Improvements to be made in the internal control in this area:  
 

a) Ensure that all scrap is put into the bin by the work force. This can be achieved by 

documenting the scrap generated in every production lot/shift/day.  

 

b) Check should be available that the merchant is paying the best prices for the scrap. This 

can be achieved by getting a quote periodically from few dealers or getting market price 

and validation.  

 

c) Ensure that quantity collected is paid for this can be achieved by company quantity lifted 

with the amount paid/quantity for which payment is received.  

d) An independent official should attend the weighing and the enter in the book.  
 
 

Key audit procedures under these circumstances to mitigate audit risk:  
 

a. Budget figures should be prepared for waste and compared to actual waste and variance 

being investigated.  

b. Compare remittance advices/related quantity and reconcile with the quantity in gate 

keeper’s book.  

c. Ensure all entries in the weight book is paid for.  

 

d. Ensure all remittance matching entries in the cash book.  

 

e. Review the reasonableness of total scarp sold during the period by comparing with 

manufacturing records of plastic used in processing. 

 

 

Question No. 9 

4 Chahat Ltd. (Chahat) manufactures custom made furniture and its year end is 30 Asadh. The 

company purchases its raw materials from a wide range of suppliers. Below is a description of 

Chahat’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 authorisation 

and no reference is made to the current inventory levels of the materials being requested. Staff in 

the purchase ordering department use the requisitions to 

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

updated 24 months ago. The purchasing director authorises the orders prior to these being sent to 

the suppliers. 

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

despatch 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 

authorised 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 Chahat Blossom Co: 

(i) Identify and explain FIVE deficiencies; and 

(ii) Recommend a control to address each of these deficiencies.  
 

 

Answer 

Chahat ‘s purchasing system deficiencies and controls 

 

Deficiencies Controls 

Requisition forms are completed by production 

supervisors but are not authorised. 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 authorised by the 

production manager or director prior to being 

sent to the purchase ordering department. This 

department should not process any 

unauthorised requisitions. 

 

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 authorised 

reorder levels for inventory items. 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 Chahat 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. 

 

Goods are being received without any checks being 

made against purchase orders. This could result in 

Chahat 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 

A copy of the authorised 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 



 

 

Deficiencies Controls 

significant purchase orders which are outstanding, 

leading to loss of sales 

clerk should review the order file for any 

outstanding items. 

 

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 

Chahat 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. 

Purchase invoices are not being agreed to the 

relevant goods received notes (GRNs) prior to 

authorisation 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. 

 

Purchase invoices are not sequentially numbered. 

Failing to sequentially number them means that 

Chahat’s finance department are 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. 

All purchase invoices should be sequentially 

numbered and on a regular basis a sequence 

check of unrecorded invoices should be 

performed. 

 

Invoices are authorised by the finance director, but 

payment is only made 60 days after the invoice is 

input. There is the risk that Chahat 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 Chahat. 

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 term 

 

 

 

 

Question No. 10. 

Identify and explain Five financial statement assertions relevant to classes of transactions and events for 

the year under audit; and for each identified assertion, describe a substantive procedure relevant to the 

audit of Revenue. 

 

Answer to Q. No. 10 

1. Occurrence 

The transactions and events that have been recorded have actually occurred and pertain to the 

entity. 



 

 

Substantive procedures 

• Select a sample of sales transactions recorded in the sales day book; agree the details 

back to a goods dispatch note (GDN) and customer order. 

• Review the monthly breakdown of sales per key product, compare to the prior year and 

budget and investigate any significant differences. 

 

2. Completeness 

All transactions and events that should have been recorded have been recorded. 

Substantive procedures 

• Select a sample of GDNs raised during the year; agree to the sales invoice and that they 

are recorded in the sales day book. 

• Review the total amount of sales, compare to the prior year and budget and investigate 

any significant differences. 

 

3. Accuracy 

The amounts and other data relating to recorded transactions and events have been recorded 

appropriately. 

Substantive procedures 

• Select a sample of sales invoices and recalculate that the totals and calculation of sales 

tax are correct. 

• For a sample of sales invoices, confirm the sales price stated agrees to the authorised 

price list. 

 

4. Cut-off 

Transactions and events have been recorded in the correct accounting period. 

Substantive procedures 

• Select a sample of pre and post year-end GDNs and agree that the sale is recorded in the 

correct period’s sales day books. 

• Review the post year-end sales returns and agree if they relate to pre year-end sales that 

the revenue has been correctly removed from the sales day book. 

 

5. Classification 

Transactions and events have been recorded in the proper accounts. 

Substantive procedures 

• Agree for a sample of sales invoices that they have been correctly recorded within 

revenue nominal account codes and included within revenue in the financial statements. 

 

 

 

Question no. 11. 

You are the audit manager of PWC and are reviewing the key issues identified in the files of two 

audit clients. 

 

Shree Ram Industries Co (Shree Ram) 



 

 

Shree Ram’s year end was 31 Asadh 2073 and the draft financial statements show revenue of 

Rs.28·2 million, receivables of Rs.5·6 million and profit before tax of Rs.4·8 million. The 

fieldwork stage for this audit has been completed. 

 

A customer of Shree Ram owed an amount of Rs.350,000 at the year end. Testing of receivables 

in April highlighted that no amounts had been paid to Shree Ram from this customer as they 

were disputing the quality of certain goods received from Shree Ram. The finance director is 

confident the issue will be resolved and no allowance for receivables was made with regards to 

this balance. 

 

Singh Trading Co (Singh) 

Singh is a new client of PWC, its year end is also 31 Asadh 2073 and the firm was only 

appointed auditors in Srawan 2073, as the previous auditors were suddenly unable to undertake 

the audit. The fieldwork stage for this audit is currently ongoing. 

The inventory count at Singh’s warehouse was undertaken on 31 Asadh 2073 and was overseen 

by the company’s internal audit department. Neither PWC nor the previous auditors attended the 

count. Detailed inventory records were maintained but it was not possible to undertake another 

full inventory count subsequent to the year end. 

The draft financial statements show a profit before tax of Rs.2·4 million, revenue of Rs.10·1 

million and inventory of Rs.510,000. 

 

Required: 

For each of the two issues: 

(i) Discuss the issue, including an assessment of whether it is material; 

(ii) Recommend ONE procedure the audit team should undertake to try to resolve the issue; and 

(iii) Describe the impact on the audit report if the issue remains unresolved. 

 

 

Answer to Question No. 11 

3 Audit reports 

Shree Ram Industries Co (Shree Ram) 

(i) A customer of Shree Ram’s owing Rs.350,000 at the year end has not made any post year-end 

payments as they are disputing the quality of goods received. No allowance for receivables has 

been made against this balance. As the balance is being disputed, there is a risk of incorrect 

valuation as some or all of the receivable balance is overstated, as it may not be paid. 

This Rs.350,000 receivables balance represents 1·2% (0·35/28·2m) of revenue, 6·3% 

(0·35/5·6m) of receivables and 7·3% (0·35/4·8m) of profit before tax; hence this is a material 

issue. 

 

(ii) A procedure to adopt includes: 

– Review whether any payments have subsequently been made by this customer since the audit 

fieldwork was completed. 

– Discuss with management whether the issue of quality of goods sold to the customer has been 

resolved, or whether it is still in dispute. 

– Review the latest customer correspondence with regards to an assessment of the likelihood of 

the customer making payment. 



 

 

 

(iii) If management refuses to provide against this receivable, the audit report will need to be 

modified. As receivables are overstated and the error is material but not pervasive a qualified 

opinion would be necessary. 

A basis for qualified opinion paragraph would be needed and would include an explanation of 

the material misstatement in relation to the valuation of receivables and the effect on the 

financial statements. The opinion paragraph would be qualified ‘except for’. 

 

Singh Trading Co (Singh) 

(i) PWC was only appointed as auditors subsequent to Singh’s year end and hence did not attend 

the year-end inventory count. Therefore, they have not been able to gather sufficient and 

appropriate audit evidence with regards to the completeness 

and existence of inventory. 

Inventory is a material amount as it represents 21·3% (0·51/2·4m) of profit before tax and 5% 

(0·51/10·1m) of revenue; hence this is a material issue. 

 

(ii) A procedure to adopt includes: 

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

the records to assess the reasonableness of relying on the inventory records. 

– Undertake a sample check of inventory in the warehouse and compare to the inventory records 

and then from inventory records to the warehouse, to assess the reasonableness of the inventory 

records maintained by Singh. 

 

(iii) The auditors will need to modify the audit report as they are unable to obtain sufficient 

appropriate evidence in relation to inventory which is a material but not pervasive balance. 

Therefore a qualified opinion will be required. 

A basis for qualified opinion paragraph will be required to explain the limitation in relation to the 

lack of evidence over inventory. The opinion paragraph will be qualified ‘except for’. 

 

 

Question No. 12 

 

NSA 210 Agreeing the Terms of Audit Engagements requires auditors to agree the terms of an 

engagement with those charged with governance and formalize these in an engagement letter. 

Required: 

(a) Identify and explain TWO factors which would indicate that an engagement letter for 

an existing audit client should be revised.  

(b) List SIX matters which should be included within an audit engagement letter.  

 

 

Answer to Q. NO. 12 

 

(a) Engagement letters 

Engagement letters for recurring/existing clients should be revised if any of the following factors 

are present: 



 

 

– Any indication that the entity misunderstands the objective and scope of the audit, as this 

misunderstanding would need to be clarified. 

– Any revised or special terms of the audit engagement, as these would require inclusion in the 

engagement letter. 

– A recent change of senior management or significant change in ownership. The letter is signed 

by a director on behalf of those charged with governance; if there have been significant changes 

in management they need to be made aware of what the audit engagement letter includes. 

– A significant change in nature or size of the entity’s business. The approach taken by the 

auditor may need to change to reflect the change in the entity and this should be clarified in the 

engagement letter. 

– A change in legal or regulatory requirements. The engagement letter is a contract; hence if 

legal or regulatory changes occur, then the contract could be out of date. 

– A change in the financial reporting framework adopted in the preparation of the financial 

statements. The engagement letter clarifies the role of auditors and those charged with 

governance, it identifies the reporting framework of the financial statements and if this changes, 

then the letter requires updating. 

– A change in other reporting requirements. Other reporting requirements may be stipulated in 

the engagement letter; hence if these change, the letter should be updated. 

 

 

(b) Matters to be included in an audit engagement letter 

– The objective and scope of the audit; 

– The responsibilities of the auditor; 

– The responsibilities of management; 

– Identification of the financial reporting framework for the preparation of the financial 

statements; 

– Expected form and content of any reports to be issued; 

– Elaboration of the scope of the audit with reference to legislation; 

– The form of any other communication of results of the audit engagement; 

– The fact that some material misstatements may not be detected; 

– Arrangements regarding the planning and performance of the audit, including the composition 

of the audit team; 

– The expectation that management will provide written representations; 

– The basis on which fees are computed and any billing arrangements; 

– A request for management to acknowledge receipt of the audit engagement letter and to agree 

to the terms of the engagement; 

– Arrangements concerning the involvement of internal auditors and other staff of the entity; 

– Any obligations to provide audit working papers to other parties; 

– Any restriction on the auditor’s liability; 

– Arrangements to make available draft financial statements and any other information; 

– Arrangements to inform the auditor of facts which might affect the financial statements, of 

which management may become aware during the period from the date of the auditor’s report to 

the date the financial statements are issued. 

 

 

 



 

 

 

Question No. 13 

Your audit firm has just won a new audit client, Smart Technologies Co (Smart), and you have 

been asked by the audit engagement partner to gain an understanding about the new client as part 

of the planning process. 

 

Required: 

Identify the potential sources of information relevant to gaining an understanding of Smart 

Technologies Co and describe how this information will be used by the auditor. 

 

 

Answer to Q. No. 13 

 

Understanding an entity 

1. Prior year financial statements: Provides information in relation to the size of Smart 

Technologies Co (Smart) as well as the key accounting policies, disclosure notes and 

whether the audit opinion was modified or not. 

 

2. Discussions with the previous auditors/access to their files: Provides information on key 

issues identified during the prior year audit as well as the audit approach adopted. 

 

3. Prior year report to management: If this can be obtained from the previous auditors or 

from management, it can provide information on the internal control deficiencies noted 

last year. If these have not been rectified by management, then they could arise in the 

current year audit as well and may impact the audit approach. 

 

4. Smart’s accounting systems notes/procedural manuals: Provides information on how each 

of the key accounting systems operates and this will be used to identify areas of potential 

control risk and help determine the audit approach. 

 

5. Discussions with management: Provides information in relation to the business, any 

important issues which have arisen or changes to accounting policies from the prior year. 

 

6. Review of board minutes: Provides an overview of key issues which have arisen during 

the year and how those charged with governance have addressed them. 

 

7. Current year budgets and management accounts: Provides relevant financial information 

for the year to date. It will help the auditor during the planning stage for preliminary 

analytical review and risk identification. 

 

8. Smart’s website: Recent press releases from the company may provide background on the 

business during the year as this will help in identifying the key audit risks. 

 

9. Financial statements of competitors: This will provide information about Smart’s 

competitors, in relation to their financial results and their accounting policies. This will 



 

 

be important in assessing Smart’s performance in the year and also when undertaking the 

going concern review. 

 

Question No. 14 

Explain FOUR factors which influence the reliability of audit evidence. 

 

Answer to Q. No. 14 

The following factors can be made when assessing the reliability of audit evidence: 

– The reliability of audit evidence is increased when it is obtained from independent sources 

outside the entity. 

– The reliability of audit evidence which is generated internally is increased when the related 

controls imposed by the entity, including those over its preparation and maintenance, are 

effective. 

– Audit evidence obtained directly by the auditor is more reliable than audit evidence obtained 

indirectly or by inference. 

– Audit evidence in documentary form, whether paper, electronic or other medium, is more 

reliable than evidence obtained orally. 

– Audit evidence provided by original documents is more reliable than audit evidence provided 

by photocopies or facsimiles, the reliability of which may depend on the controls over their 

preparation and maintenance. 

 

Question No. 15 

One of your clients is a manufacturer of Plastic Home Appliances and is recently being queried 

by the environmental regulators regarding its status of environmental impact from its production. 

As such it has asked for you suggestion to deal with the matter. 

Required: 

What shall the client do to tackle the issue?  

Answer to Q. No. 15 

The client can carry out environmental audit of its industry to find out the environmental impact 

from its operation. Upon environmental audit, it can analyze whether or not its industry has a 

negative impact on the environment and henceforth carry out necessary negotiation with the 

regulators on the environmental matters.  

 

Environmental audit will basically cover areas in respect of industrial units: 

 
(i) Layout and Design: To examine whether pollution control devices are installed and pollution 

control measures are taken to meet the requirement of regulations framed by the 

Government. 

(ii) Management of Resources: To examine whether all the resources such as Air, Water, land, 

Energy, Raw Material and Human Resources are best used with minimum wastage. 

(iii) Pollution Control System: To examine that an effective system of pollution control exists and 

all possible measures of control are taken.  



 

 

(iv) Emergent Safety Arrangement: To examine whether the safety arrangement against sudden 

possible accidents due to chemical, gas or other explosives have been taken and also required 

safety amenities have been kept ready and staff awareness created. 

(v) Medical and health Care Facilities: To ensure proper medical services have been maintained 

and regular health check up of workers have been done. 

(vi) Industrial Hygiene: To ensure proper system is maintained to eliminate unhygienic State. 

(vii) Occupational health: To ensure proper measures are taken for safe guarding health of 

workers against occupational health hazards. 

(viii) Information Assimilation and reporting: To ensure proper information is generated and 

reported by proper distribution of authority, responsibility and delegation and compliance of 

statutory environmental laws. 

(ix) Environment Impact Assessment: To ensure EIA has been conducted to start industry, proper 

system and up gradation whenever necessary. 

(x) Compliance of Regulatory Measure: To ensure there is regular training and imparting of 

knowledge of latest development for persons working on system for acquaintance with latest 

developments. 

 

Question No. 16 

Differentiate between 

a. Depreciation and Amortization 

Answer 

- Depreciation is for tangible assets whereas amortization is for intangible assets. 

- Depreciation methods are many for instance; straight line, WDV etc whereas 

amortization is done under straight line method only. 

- In depreciation residual value is considered whereas in amortization residual value is 

generally not considered. 

 

b. Black Box Approach and White Box Approach of Auditing 

Answer 

In the Black box approach or auditing around the computer, the auditor concentrates on input and 

output and ignores the specifics of how computer processes the data or transactions. If input 

matches the output, the auditor assumes that the processing of transaction/data must have been 

correct. The comparison of inputs and outputs may be done manually with the assistance of the 

computer. The computer assisted approach has the advantage of permitting the auditor to make 

more comparisons than would be possible, if done manually. 

 



 

 

 In the White box approach, the processes and controls surrounding the subject are not only 

subject to audit but also the processing controls operating over this process are investigated. In 

order to help the auditor to gain access to these processes, auditing software may be used. To 

follow this approach, the auditor needs to have sufficient knowledge of computers to plan, 

direct, supervise and review the work performed. The auditor will also need to be satisfied 

that there are adequate controls over the prevention of unauthorized access to the computer 

and the computerized database. The auditors task will also involve consideration of the 

separation of functions between staff involved in the transaction processing and the 

computerized system and ensuring that adequate supervision of personnel is administered. 

 

Question No. 17 

Write short notes (With reference to Glossary of Terms in the Nepal Standards on Auditing) 

 

a. Corresponding figures 

Answer 

Comparative information where amounts and other disclosures for the prior period are 

included as an integral part of the current period financial statements and are intended to be 

read only in relation to the amounts and other disclosures relating to the current period 

(referred to as “current period figures”). The level of detail presented in the corresponding 

amounts and disclosures is dictated primarily by its relevance to the current period figures. 

 

b. Environmental risk 

Answer  

“ In certain circumstances, factors relevant to the assessment of inherent risk for the 

development of the overall audit plan may include the risk of material misstatement of the 

financial statements due to environmental matters.” 

 

c. Subject matter information 

Answer 

The outcome of the evaluation or measurement of a subject matter. It is the subject matter 

information about which the practitioner gathers sufficient appropriate evidence to provide a 

reasonable basis for expressing a conclusion in an assurance report. 

 

d. Walk though test 

Answer 

It involves tracing a few transactions through the financial reporting system.  


