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    CAP-III, Advanced Audit & Assurance, Dec 2013  

Suggested Answer 
 

Roll No…………….   Maximum Marks - 100 
 

Total No. of Questions - 6   Total No. of Printed Pages - 2  
 

Time Allowed - 3 Hours   

  Marks 

Attempt all questions.  

1. Comment and give your views with reasons on each of the following cases, giving 

consideration to Nepal Accounting Standards, Nepal Standards on Auditing and Code 

of Ethics. 

a) Simran is a principal of Simran & Associates, Chartered Accountants. Simran & 

Associates is an auditor of BSB Pvt. Ltd. In order to deposit 30% down payment 

to buy a car, Simran requested BSB Pvt. Ltd. to provide Rs. 1 million for short 

term @ 10% per annum – until she collects money from her client. 
 

i) Identify the threat if any under Code of Ethics and advise Simran if there is 

any safeguard available so that she could borrow money from BSB Pvt. Ltd. 

ii) Will your answer be different if she borrows from BSB Bank Ltd. under car 

loan schemes of the bank offered to its customers?  4 

b) You are an auditor of XYZ Ltd. (company) for the year ended 31 Ashadh 2070. 

The company has provided corporate credit cards to its senior executives to use 

for business purposes. During the planning phase of the audit, you came across an 

accounts payable listing with alarming amount owing to credit cards. The finance 

controller explains you that most of the balances pertaining to credit cards reflect 

New Year gifts purchased by them and these balances will be back to normal by 

Mangsir end 2070. Junior staffs are reluctant to follow up for recovery from their 

bosses. You identified the senior executive’s personal expenses included in 

accounts receivable balance to be a significant risk. 
 

Required: 6 

In relation to the senior executives personal expenses included in the related 

accounts receivable balance:  

i) Identify two key areas/ assertions of material misstatement for the current year 

audit for the accounts receivable balance. 

ii) Provide comprehensive explanation as to why each area/assertions identified 

is at risk? 

iii) Describe a practical substantive test to address the risks identified above. 
 

c) You are the auditor of XYZ Ltd, a contractor, for the year end 31 Ashadh 2070. 

XYZ Ltd carried out a major construction work for ABC Pvt. Ltd. and billed work 

in progress of Rs. 1 million (total accounts receivable balance at the  year end is 

Rs. 1.5 million) which is yet to be paid. ABC Pvt. Ltd. has suspended the payment 

of contract on the ground that work carried out is not as per contract signed and 

appropriate rectifications have to be done. XYZ Ltd. has accepted the deficiencies 

and rectified the work in Kartik, 2070. While finalizing the audit report in 

Mangsir 2070, you came to know that ABC Pvt. Ltd is not satisfied with the level 

of rectifications and has terminated the contract.  
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Assume there are no concerns other than those described above and that going 

concern is not an issue. In relation to the subsequent event issue: 

i) Identify the impact (if any) on the financial report for the year ended 31 

Ashadh 2070.  

ii) Justify your decision in (i) above. 

iii) Determine the type of audit opinion that would be issued, assuming that XYZ 

management has no intention to addressing the issue in the financial report.  5 

d) PSS & Co, Chartered Accountants, were appointed as the auditor by the annual 

general meeting of Chicken Products Ltd. for the financial year 2069/70. This was 

their first appointment as an auditor of this company. During the course of the 

audit, after performing all required audit procedures, the auditor was unable to 

obtain sufficient appropriate audit evidence concerning opening balances. Briefly 

outline your role as an auditor. 5 

Answer: 

a)  

i) If the firm or a member of the audit team, or a member of that individual’s immediate 

family, accepts a loan from, or has a borrowing guaranteed by, an audit client that is not a 

bank or similar institution, the self-interest threat created would be so significant that no 

safeguards could reduce the threat to an acceptable level, unless the loan or guarantee is 

immaterial to both (a) the firm or the member of the audit team and the immediate family 

member, and (b) the client.  

ii) A loan, or a guarantee of a loan, from an audit client that is a bank or a similar institution 

to a member of the audit team, or a member of that individual’s immediate family, does 

not create a threat to  independence if the loan or guarantee is made under normal lending 

procedures, terms and conditions. Examples of such loans include home mortgages, bank 

overdrafts, car loans and credit card balances offered to customers in general. 

 

b)  

i) Key Assertion/area:  

Valuation and Allocation  

Why at risk:  

The amounts are unlikely to be collected given poor controls and reluctance of staff to 

demand repayment by senior executives. 

Substantive Test: 

- Check whether amounts received subsequent to year end and/or payment to the credit 

cards by executives. 

- Review the ageing of the balances and history of the repayments to determine 

whether paid in the past or determine likelihood of collectability from the relevant 

executives. 

ii) Key Assertion/area:  

Classification and understandability (Completeness is also acceptable if the explanation is 

specifically related to the completeness of the related party disclosure) 

Why at risk: 

The debt regarding executive’s personal credit card needs to be reclassified under related 

party disclosures. 

Substantive test: 
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Select a sample of transactions from credit card statements, trace to supporting receipts 

and or invoices to determine if personal expense items and if so, ensure they are included 

in related party balances. 

 

c)  

 

i)  

a) Subsequent event: Termination of major contract 

b) Adjusting event: Revenue and receivable need to be adjusted based on subsequent 

event.  

ii) Account receivable and revenue no longer exist  as contract has been terminated. 

iii) Type of qualification : qualified 

 

d) As stated in NSA 510 "Initial Engagements-Opening Balances", for initial audit 

engagements, the auditor should obtain sufficient appropriate audit evidence that: 

i) The opening balances do not contain misstatements that materially affect the current 

period’s financial statements; 

ii) The prior period’s closing balances have been correctly brought forward to the current 

period or, when appropriate, have been restated; and 

iii) Appropriate accounting policies are consistently applied or changes in accounting 

policies have been properly accounted for and adequately presented and disclosed. 

If, after performing audit procedures including those set out in Nepal Standards on Auditing, 

the auditor is unable to obtain sufficient appropriate audit evidence concerning opening 

balances, the auditor’s report should include: 

(a)  A qualified opinion,  

(b)  A disclaimer of opinion; or 

(c) In those jurisdictions where it is permitted, an opinion which is qualified or 

disclaimed regarding the results of operations and unqualified regarding 

financial position. 

If the effect of the misstatement is not properly accounted for and adequately presented and 

disclosed, the auditor should express a qualified opinion or an adverse opinion, as 

appropriate. 

 

2.  

a) What do you mean by due diligence? Distinguish between financial due diligence 

and operational due diligence. 10 

b) Describe few instances in which the auditor may seek to use the work of an expert 

during the course of his audit. 6 

Answer: 

a) The terminology “Due Diligence” is often heard in the corporate and banking sector these 

days in relation to corporate restructuring. Corporate restructuring includes merger, 

acquisition, amalgamation, joint ventures, purchase and split offs; both internal or external. A 

key element in such an exercise, where it involves the acquisition of another entity, unit or 

assets of an entity, is the performance of a “due diligence review.” The purpose of due 

diligence is to assist the purchaser or the investor in finding out all the relevant information 

about the business he is acquiring or investing in prior to completion of the transaction 

including its critical success factors as well as its strength and weaknesses. 
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 Operational Due Diligence generally involves an evaluation from a commercial, strategic or 

operational perspective. For example, whether proposed merger would create operational 

synergies? On the other hand, Financial Due Diligence review would be performed after the 

commercial valuation. Accordingly, while a preliminary review might be performed during 

initial stages of the restructuring exercise, simultaneously or at a later stage; financial due 

diligence may be performed on the books of account and other information directly 

pertaining to the financial matters of the entity.     

 

b) During the audit, the auditor may seek to obtain, in conjunction with the client or 

independently, audit evidence in the form of reports, opinions, valuations, and statements of 

an expert as per NSA 620. Few instances are: 

i) Valuations of certain types of assets, for example, land and buildings, plant and 

machinery, works of arts, and precious stones. 

ii) Determination of quantities or physical condition of assets, for example, mineral stored in 

stockpiles, mineral and petroleum reserves and remaining useful life of plant and 

machinery. 

iii) Determination of amounts using specialized techniques or methods for example, an 

actuarial valuation. 

iv) The measurement of work completed and to be completed on contracts in progress for the 

purpose of revenue recognition. 

v) Legal opinion concerning interpretations of agreements, statutes regulations, 

notifications, circulars etc.  

 

3.  (4×4=16) 
a) Explain in brief “cross border transactions” in relation to code of ethics. 

b) What is the relevance of ratio and trend analysis in audit? 

c) The client has changed its accounting software during the year. Explain the 

auditors' role in changeover of client’s accounting system.  

d) What are the differences between Finance lease and Operating lease? 

Answer: 

a) The professional accountant should carry out professional services in accordance with the 

relevant technical standards and ethical requirements. When a professional accountant 

performs services in a country other than Nepal and differences on specific matters exist 

between ethical requirements of the two countries the following provisions should be 

applied:  

(a) When the ethical requirements of the country in which the services are being performed 

are less strict than the ICAN Code of Ethics, then the ICAN Code of Ethics should be 

applied.  

(b) When the ethical requirements of the country in which services are being performed are 

stricter than the ICAN Code of Ethics, then the ethical requirements in the country where 

services are being performed should be applied.  

(c) When the ethical requirements of Nepal are mandatory for services performed outside 

that country and are stricter than set out in (a) and (b) above, then the ethical requirements of 

Nepal should be applied- mainly in relations to advertising and solicitation. 

 

b) Relevance of ratios and trend analysis in audit:   
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- Ratios can provide support to the current financial report, for example comparable to 

industry norms to prior years, results or raise points for discussion.  

- It is an important supplement to the audit process which has the merit of bringing to focus 

the abnormalities, deviations and unexpected variations. A ratio measures the relative 

magnitude of two related factors. It provides material for further analysis, interpretation 

and conclusion.  

- It is a means to objectively assess or diagnose the financial health of a business. The 

auditor can take a broad view of the data under audit by adopting ratio analysis. He can 

assess whether the data is reasonable, valid and consistent. Through the process of ratio 

analysis, any abnormal relationship between two related matters is most likely to be 

disclosed. It, however, presupposes certain amount of knowledge on the part of the 

auditor about what should be the reasonable relationship. This may be acquired by the 

auditor from his knowledge and experience gained elsewhere or from the knowledge of 

the past relationships.  

 

c) Changeover is that time during which the old system is replaced by newly designed computer 

system. The old system can be run in parallel with the new one or it could only be used for 

short span of time. The auditor should focus on the following:  

• Whether software acceptance testing was done? 

• Whether adequate and quality training in the use of the new software is 

provided. 

• Check the skills or competencies or experience of staff involved in this stage, 

to make sure appropriate personnel are used to perform activities. 

• Whether data conversion or transfer done correctly  

• Whether change control management is adequate  

• Whether interface routines between the new software and other software in 

use /data bases are correctly designed /implemented. 

• Whether set up of security access is done properly and as approved. Check the 

user privilege profile of the staff.  

 

d) Difference between Finance lease and operating lease 

 

Finance 

lease 

The lease transfers substantially all of the risks and benefits of 

ownership of the leased property from the lessor to the lessee. 

Ownership of the lease asset stays with the lessor although, in 

some cases, the lessee may purchase the asset from the lessor at 

the end of the lease.  

For accounting purposes, the lessee records a lease asset and a 

lease liability and records depreciation on the lease asset.  

For accounting purposes, the lessor replaces the tangible asset 

that has been leased with a lease receivable.  

For both parties, the lease payments are treated as interest and 

principal reductions against the lease liability or lease 

receivable. 
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Operating 

lease 

The lease does not transfer substantially all of the risks and 

benefits of ownership from one party to the other. The risks and 

benefits of ownership remain with the lessor.  

The lessee does not record a lease asset or liability (unless there 

are lease prepayments or accruals) and records the lease 

payments as lease expense.  

The lessor records the lease payment as lease revenue and 

depreciates the lease asset. 

 

 

4.  (4×5=20) 

a) You have been appointed as the auditor of QFX Cinema Pvt. Ltd. Draw an audit 

programme in respect of its revenue and expenditure. 

b) "Timely reporting is the essence of the concurrent audit". Explain. 

c) Sunshine Homes Limited has been working in the field of construction and sale of 

readymade independent homes in the market since last few years. The company 

purchases lands, develops it, constructs independent houses on it and sells them. 

As an auditor, when you go through the books of accounts of the Co., you 

observed that the land, construction costs and constructed but unsold houses have 

been shown under fixed assets as land, capital work in progress and building 

respectively in its books of accounts. Is the treatment correct and shows the true 

and fair view of financial position of the company? 

d) The auditor report of Kathmandu Ltd. for the fiscal year 2068/69 contains a 

qualification regarding non-provision of doubtful debts. As a statutory auditor of 

the company for the fiscal year 2069/70, how would you report if: 

i) The company does not make provision for doubtful debts in 2068/69. 

ii) The company makes adequate provision for doubtful debts in 2068/69. 

Answer: 

a) Audit Programme of revenue and expenditure of QFX Cinema Pvt. Limited are as follows: 

i) Review of the Memorandum and Article of Association of the entity.  

ii) Ensure the object clause permits the entity to engage in this type of business.  

iii) In the case of income from sales of tickets:  

a) Verify the control system as to how it is ensured that the collections on sale of 

tickets of various shows are properly accounted.  

b) Verity the system of relating to on line booking of various shows and the system 

of realization of money.  

c) Check that there is overall system of reconciliation of collection with the 

number of seats available for different shows on a day.  

d) Ensure that the fund collected are properly accounted and deposited in bank 

account.  

iv) Verify the internal control system and its effectiveness relating to the income from 

cafes shop, pubs etc. located within the Cinema Hall.  
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v) Verify the system of control exercised relating to the income receivable from 

advertisement exhibited within the premises and inside the hall such as hoarding, 

banners, slides, short films etc. 

vi) Verify the system of collection from the parking areas in respect of the vehicles 

parked by the customers.  

vii) In the case of payment to distributors verify the system of payments which may be 

either though outright payment or percentage of collection or a combination of both. 

Ensure at the time of settlement any payment of advance made to the distributor is 

also adjusted against the amount due.  

viii) Verify the system of payment of salaries and other benefits to the employees and 

ensure that statutory requirements are complied with.  

ix) Verify the payments effected in respect of the maintenance of the building and 

ensure the same is in order.   

 

b) Concurrent audit, as the name suggests, is an audit or verification of transactions or activities 

of the organization concurrently as the transaction/activity takes place. The concept in this 

audit is to verify the authenticity of the transaction/activity within the shortest possible time 

after the same takes place. Hence, the objective of performing concurrent audit will not be 

fulfilled unless the reporting is done on timely manner. For example, depending upon the size 

of the operations of the units of the bank, it is conducted on a daily basis, monthly basis or 

quarterly basis. In case of daily or monthly audit, the audit report of the work done for a 

particular work is required to be submitted by the auditor by the 10
th

 of the next month. In 

case of quarterly audit, the report is to be given by the 10
th

 of the month after the end of the 

quarter. In case of any serious irregularities noticed by the auditor while conducting the audit, 

he has to give flash report immediately so that the bank can take remedial action without any 

delay. Hence, the auditor has to adhere to this discipline of timely reporting.     

 

c) By the nature of the business performed by M/S Sunshine Homes Limited, the purchase of 

land, construction expenses on them and building expenses should be treated as current assets 

held for sale and hence cannot be categorized as fixed assets but should be treated as stock in 

its books of accounts. It is specified in Nepal Accounting Standard 6 and 4. 

 

Since the land has been purchased for the purpose of resell, it should be categorized as stock 

of the Co. Similarly, any expenses incurred for development of building and other incidental 

expenses should be treated as trading stock. At the end of the financial year, any unsold land 

or houses should be shown under the head closing stock and no depreciation should be 

charged on the finished buildings. 

 

As an auditor of the Co., he should ensure that the accounting treatments have been done as 

per the provision of NAS 6 and NAS 4 as mentioned above.      

 

d) Auditor’s responsibility in cases where audit report for the earlier year is qualified is given in 

NSA 710 ‘Comparative Information’. As per Para 16 of NSA 710, when the auditor’s report 

on the prior period, as previously issued, included a qualified opinion, a disclaimer of 

opinion or an adverse opinion and the matter which gave rise to the modified opinion is 

resolved and properly dealt with in the financial statements in accordance with the applicable 

financial reporting framework, the auditor’s opinion on the current period need not refer to 

the previous modification.  
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NSA 710 further states that if the auditor’s report on the prior period, as previously issued, 

included a qualified opinion and the matter which gave rise to the modification in 

unresolved, the auditor shall modify the auditor’s opinion on the current period’s financial 

statements. In the basis for modification paragraph in the auditor’s report, the auditor shall 

either:  

i) Refer to both the current period’s figures and the corresponding figures in the 

description of the matter given rise to the modification when the effects or possible 

effects of the matter on the current period’s figures are material; or  

ii) In other cases, explain that the audit opinion has been modified because of the effects 

or possible effects of the unresolved matter on the comparability of the current 

period’s figure and the corresponding figures.  

In the instant case, if Kathmandu Ltd. does not make the provision for doubtful debts the 

auditor will have to modify his report for both current and previous year’s figures as 

mentioned above. If however, the provision is made, the auditor need not refer to the earlier 

year’s modification.    

 

5.  

a) What are the general considerations in framing a system of internal check?  10 

b) “The audit of financial statements relieves management of its responsibilities”. 

Comment.  6 

Answer: 

a)  Internal check has been defined by the institute of chartered accountants of England and 

wales as the  " checks on day to day transactions which operates continuously as part of the 

routine system  where by the work of one person is proved independently or is 

complementary to the work of another, the object being the prevention or early detection of 

errors or fraud" 

 

the general considerations in framing a system of internal check are as follows: 

1. No single person should have independent control over any important aspect of the 

business. All dealings and acts of every employee should , in the ordinary course, come 

under the review of another. 

2. The duties of members of the staff should be changed from time to time without any 

previous notice so that the same officer or subordinate does not, without a break, perform 

the same function for a considerable length of time. 

3. Every member of the staff should be encouraged to go on leave at least once in a year. 

Experience has shown that frauds successfully concealed by employees are often 

unearthed when they are on leave. 

4. Person having physical custody of assets must not be permitted to have access to the books 

of account. 

 

5. There should exist an accounting control in respect of each important class of assets. In 

addition, these should be periodically inspected so as to establish their physical condition. 

6. To prevent loss or misappropriation of cash, mechanical devices such as the automatic 

cash register should be employed. 

7. Business concerns now- a- days work according to some kind of budgetary control. It 

enables them to review from time to time the progress of their trading activities. Such 

business houses should have a separate staff for the collection of statistical figures which 
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later on should be checked with the corresponding figures from the financial books. If 

wide discrepancies are observed these should be reconciled. 

8. For stock-taking at the close of the year, trading activities should, if possible, be 

suspended. The task of stock taking and evaluation should be done by staff belonging to 

several sections of the organization. It may prove dangerous to depend exclusively on the 

stock section staff for these task since they may be tempted to under or over state the 

stock. 

9. The financial and administrative powers should be distributed very judiciously among 

different officers and the manner in which these are actually exercised should be reviewed 

periodically. 

10. Procedures should be laid down for periodical verification and testing of different 

sections of accounting records to ensure that they are accurate. 

11. accounting procedures should be reviewed periodically, for, even well-designed and 

carefully installed procedures, in course of time, cease to be effective. 

12. The system of budgetary control should be introduced. It would enable business concerns 

to review from time to time the progress of their trading activities.   

 

b) Basically, it is the management of an enterprise, which is responsible for preparation of 

financial statements. Management’s responsibilities include maintaining an adequate 

accounting system, proper internal control system, selection and application of accounting 

policies and safeguarding the assets of the enterprise. Under no circumstances, the audit of 

financial statements would relieve the management of its responsibilities. It must be 

understood clearly that the role of auditor is to express an independent opinion on the 

financial statements prepared by the management of an enterprise. In fact, it is the 

management which is entrusted with the responsibility by the shareholders to manage the 

enterprise in the most efficient and effective manner. Therefore, it is the primary 

responsibility of the management to maintain books of account and prepare financial 

statements in a manner so that same portray a true and fair picture of the enterprise. Thus the 

basic responsibilities of the management are much broader which in any case cannot be 

reduced by audit. 

 

6. Write short notes on the following: (3×4=12) 

a) Temporary differences 

b) Peer Review 

c) Walk through test 

Answer: 

 

a) Temporary differences 

Meaning:  

Temporary differences are differences between the carrying amount of an asset or liability in 

the balance sheet and its tax base.  

Types: 

Temporary differences may be either: 

i) Taxable temporary differences- that will result in taxable amounts in determining 

taxable profit or tax loss of future periods when the carrying amount of the asset or 

liability is recovered or settled, or  

ii) Deductible temporary differences- that will result in amounts that are deductible in 

determining taxable profit or loss of future periods when the carrying amount of the 

asset or liability is recovered or settled.  
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b) The term peer review means review of work done by a professional, by another professional 

of similar standing. It is defined as a regulatory mechanism for monitoring the performances 

of professionals for maintaining quality of service expected of them for enhancing the 

reliance placed by the users of financial statements for economic decision making. The 

concept of peer review system has also been introduced in Nepal though relatively new and 

yet to be made mandatory for all practice units. 

 

c)  A walk through is a procedure in which an auditor traces a transaction from its initiation 

through the company's information systems to the point when it reflected in the financial 

reports. The auditor should perform one walk through, at a minimum, for each major class of 

transactions. A walk-through provides evidence to confirm that the auditor understands: 

• The process flow of transactions 

• The design of identified controls for internal control components, including 

those related to preventing and detecting fraud 

• Whether all points in the process have been identified at which misstatements 

related to relevant financial statement assertion could occur. 

Walk through also provide evidence to evaluate the effectiveness of the controls' design and 

confirm that the controls have been placed in operation. When performing a walk-through, 

the auditor should:  

a) Be sure that the walk-through encompasses the complete process for each significant process 

identified, including controls intended to address fraud risk. 

b)  Ask the entity's personnel, at each of key stage in the process, about their understanding of 

what the company's prescribed procedures require. 

c)  Determine whether processing procedures are performed as expected on a timely basis, and 

look for any exceptions to prescribed procedures and controls. 

d) Evaluate the quality of evidence provided and perform procedures that produce a level of 

evidence consistent with the auditor's objectives. The auditor should follow the whole 

process, using the same documents and technology that company staff use, asking question to 

different personnel at each significant stage and asking follow-up questions to identify any 

abuse of controls or fraud indicators. 

Once a walk-through is performed, the auditor may carry forward the documentation, noting 

updates, unless significant changes make preparation of new documentation more efficient. If such 

significant changes occur in the process flow of transaction or supporting computer applications, the 

auditor should evaluate the nature of changes and the effect on related accounts. The auditor should 

determine whether it is necessary to walk through transactions that were processed both before and 

after  the change. 

 


