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Time Allowed - 3 Hours   

  Marks 

Attempt all questions.  

 

1. Comment and give your views as an auditor with reasons in the light of Nepal 

Accounting Standards, Nepal Standards on Auditing and Code of Ethics on each 

of the following case: 

a) You are a partner of a Chartered Accountancy Firm- ABC & Co. A small 

client, Everest Pvt. Ltd. (ELL), appoints your firm to audit the financial 

statements of ELL for the year ended 31
st
 Ashadh 2069. 

 

ELL provides original documents and an incomplete trial balance to your firm 

for the audit purpose. ELL is not a public interest entity. ABC & Co. prepares 

the general ledger, journal entries and financial statements then carry out audit 

of these statements. Consider independence issues: identify any threats to the 

independence and outline safeguards to reduce the significance of the threats. 5 

  

b) During the course of audit of PYC Finance Company Limited, you found that 

the following payments were made by the company.  

i) Rs. 500,000 for purchase of five sets of computer laptop.  

ii) Rs. 250,000 for purchase of computer server.  

iii) Rs. 60,000 for purchase of six set of Window 7 i.e. computer operating 

system one each for the laptop and computer server without which they 

cannot operate.  

iv) Rs. 1,000,000 for ‘Pumori IV’ i.e. accounting software procured from 

Mercantile Operating System with the right to use for five years. The 

software will be installed in the computer server. 

v) Rs. 50,000 to Mercantile Operating System for training the staff of the 

company about the use of ‘Pumori IV’ software.    

The useful life of the laptop and computer software is five years with no 

residual value.  

Suggest the accounting treatments to PYC Finance Company Limited on 

above payments as per Nepal Accounting Standard. 5 

 

c) New Co. Ltd. charged depreciation on SLM basis. For the year ended 

31.3.2069, it opted to use WDV method. The impact of this change was Rs. 20 

lakhs, being additional depreciation charge. What are the disclosure 

requirements as per Nepal Accounting Standard? 5 

d)  

i) As an auditor, you have received Rs. 500,000 from a customer of your 

client, XL Holding.  There is no fees in-arrear from this client.  How 

would you deal with this money – outline the procedures to handle client's 

monies in line with the Code of Ethics. 3 

ii) X Limited  entered into an agreement to sell its immovable property 

recorded  in the Balance Sheet at Rs. 10 lakhs to another company for Rs. 
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15 lakhs. The agreement to sell was concluded on 15
th

 Baishakh 2069 and 

the sale deed was registered on 1
st
 Shrawan 2069. Comment with reference 

to NAS 5. 2 

Answer: 

a) Threat:  Self Review  

Audit firms have traditionally provided to their audit clients a range of non 

assurance services that are consistent with their skills and expertise. However, 

providing an audit client with accounting and bookkeeping services, such as 

preparing accounting records, preparing general ledger, making journal entries 

or financial statements, creates a self-review threat when the firm subsequently 

audits the financial statements.   

ABC & Co., may provide non-assurance services such as preparation of 

accounting records and financial statements to an audit client that is not a public 

interest entity where the services are of a routine or mechanical nature, so long 

as any self-review threat created is reduced to an acceptable level. Such routine 

and mechanical nature services include:   

 

- Providing payroll services based on client-originated data; 

- Recording transactions for which the client has determined or approved the 

appropriate account classification; 

- Posting transactions coded by the client to the general ledger; 

- Posting client-approved entries to the trial balance; and 

- Preparing financial statements based on information in the trial balance.  

In this case, ABC & Co., shall evaluate the significance of any threat created 

and to apply necessary safeguards to eliminate the threat or reduce it to an 

acceptable level. Such safeguard include:  

- Audit should make management understand that, its responsibility for the 

preparation and fair presentation of the financial statements in accordance 

with the applicable financial reporting framework. 

- Arranging for such services to be performed by an individual who is not a 

member of the audit team; or 

- If such services are performed by a member of the audit team, using a 

partner or senior staff member with appropriate expertise who is not a 

member of the audit team to review the work performed.   

b) The provision of Para 6 of NAS 06 on ‘Property, Plant and Equipment’ defines 

property, plant and equipment as tangible items that are held for use in the 

production or supply of goods or services, for rental to others, or for 

administrative purposes and are expected to be used during more than one 

period.   

The provision of Para 9 of NAS 27 on ‘Intangible Assets’ defines intangible 

assets as an identifiable non-monetary assets without physical substance and 

para 13 states the identifiability criterion of the intangible assets. Para 4 of 

above NAS further states that computer software for a computer controlled 

machine tool that cannot operate without the specific software is an integral part 

of the related hardware and is treated as property, plant and equipment under the 

provision of NAS 06.   

Similarly the provision of Para 19 of NAS 27 specifies that the intangible assets 

should be recognized at cost incurred initially to acquire or internally generate 

an intangible asset and those incurred subsequently to add to, replace part of, or 
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service it. The provision of Para 28 of NAS 27 further elaborates that the cost of 

separately acquired intangible assets comprises of its purchase price and any 

directly attributable cost of preparing the assets for its intended use.      

In the light with above provision of NAS, the given payments made by PYC 

Finance Company Ltd. should be accounted as follows:  

i. The laptop and computer hardware are purchased for providing of service and 

administrative purpose of the company and should be accounted as ‘property, 

plant and equipment’ in accordance with the provision of NAS 06.   

ii. With regards to payment made for purchase of Window 7 software, though the 

software qualifies for recognition as intangible assets under the provision of 

Para 9 of NAS 27, the same should be capitalized to ‘property, plant and 

equipment’ under the provision of Para 4 of NAS 27 as the same becomes 

integral part of the laptop and computer hardware which cannot be operated 

without the software.  

iii. The payment made to Mercantile Operating System for the purchase of Pumori 

IV.  This software will be installed in computer system that can operate 

independently and also not an integral part of the computer hardware system 

compulsorily required for operation of computer software, this software is 

treated as intangible assets. Hence, its cost qualifies for recognized as Intangible 

Assets under the provision of Para 9, 13 and 4 of NAS 27.   

iv. With regard to payment to Mercantile Operating System for training of staff, the 

payment is not related either to the purchase of software nor for preparing the 

assets for its intended staff. The payment is made for preparing the staff to 

operate the intangible assets. Hence, it is not eligible for capitalization and 

should be charged to expenses.  

c) As per NAS 2, the use of reasonable estimates is an essential part of the 

preparation of financial statements and does not undermine their reliability.  

As the New Co. Ltd has changed the depreciation method for the FY ended 

on 31.03. 2069, but not changed a measurement basis, thus this change should 

be treated as change in accounting estimates as per Para 35 of NAS 2. When it 

is difficult to distinguish a change in an accounting policy from a change in an 

accounting estimate, the change is treated as a change in an accounting 

estimate. The change is accounting estimates should be applied prospectively, 

that is, in the current period and in future periods if affected by the change.    

A change in accounting estimate is an adjustment of the carrying amount of an 

asset or a liability, or the amount of the periodic consumption of an asset, that 

results obligations associated with, assets and liabilities. Changes in accounting 

estimates result from new information or new developments and accordingly, 

are not corrections of errors.  

i. New Co. Ltd can change accounting estimate if changes occur regarding the 

circumstances on which the estimate was based or as a result of new information, 

more experience or subsequent developments. By its nature, the revision of the 

estimate does not bring the adjustment within the definitions of an extraordinary 

item or a fundamental error. 0.5 
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ii. New Co. Ltd shall include the effect of a change in an accounting estimates in 

the determination of net profit or loss in: 

- The period of the change, if the change affects the period only; or 

- The period of the change and future periods, if the change affects both. 

Accordingly, Rs. 20 lakhs should be charged to the period ended on 31.03.2069, 

and this fact should be disclosed in the notes attached with financial statements.   

 

d) i)   As an auditor should follow the following procedures as per the Section 12 

of the Code of Ethics. 

(a) As an auditor should:  

- keep the money separately from firm monies;  

- use such monies only for the purpose for which they are intended; and  

-  at all times, be ready to account for those monies to any persons 

entitled to such accounting.   

(b) As an auditor, you should maintain separate bank accounts for clients’ 

monies. Such bank accounts may include a general client account into 

which the monies of a number of clients may be paid.   

(c) This money should be deposited without delay to the credit of a client 

account and may only be drawn from the account on the instructions of the 

client. Payments from a client account shall not exceed the balance 

standing to the credit of the client.   

(d) When it seems likely that the client’s monies remain on client account for 

a significant period of time, the As an auditor  should, with the 

concurrence of XL Holding, place such monies in an interest bearing 

account within a reasonable time and all interest earned on clients’ monies 

should be credited to the client account.   

(e)  As an auditor, you should keep such books of account as will enable them, 

at any time, to establish clearly their dealings with clients’ monies in 

general and the monies of each individual client in particular. A statement 

of account should be provided to the client at least once a year.  

d)      ii)  NAS 5 deals with events occurring after the balance sheet date, that  are 

those events, favorable and unfavorable, that occur between the balance sheet 

date and the date when the financial statements are authorised for issue. 

Specially, such events that provide adjusting and non-adjusting the evidence of 

conditions that existed at the balance sheet date or not.  

In the given case, we need to analysis the provision of revenue standards-NAS 

7, sale of goods Para 14 that provide if all conditions are satisfied sale can be 

recognized in the books. NAS 7 further provides that, in case of retail sale, the 

transfer of the risks and rewards of ownership coincides with the transfer of the 

legal title or the passing of possession to the buyer. In other cases, the transfer of 

risks and rewards of ownership occurs at a different time from the transfer of 

legal title or the passing of possession.   
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Hence in this case NAS 5 is not applicable; transaction should be treated as sale 

under NAS-7, Revenue.   

2. Answer the following questions: 

a) Describe in brief “Benefits of Audit Planning” and “Materiality” 8 

b) What is the purpose of cost audit? 4 

c) As per Section 78 of the Company Act, 2063, what is the responsibility of the 

statutory auditor of a public limited company? 4 

Answer: 

a) Benefits of Audit Planning (reference to NSA 300) 

- Main benefits from planning audit are: it helps the auditor obtain sufficient 

appropriate evidence for the circumstances, helps keep audit costs at a 

reasonable level, and helps avoid misunderstandings with the client.  

- An audit plan helps to obtain information on audit risk and inherent risk as 

these risks influence how the audit is carried out and the costs involved. The 

audit plan establishes an overall strategy for the audit, develops an audit plan, 

reduces audit risk to an acceptably low level and helps to execute the audit 

work in an effective manner.  

- The audit plan should allow flexibility to revise overall audit plan (and thereby 

the planned nature, extent and timing of further audit procedures) when 

unexpected events, changed conditions or the audit evidence achieved from 

audit procedures lead to information that is significantly different from 

information available to the auditor when he first planned his audit. This will 

save time, cost and allows develop an effective response to the risk of material 

misstatement.   

- Audit plan helps to assign appropriate staff, knowledgeable about the client’s 

business to the engagement.  

- Experience gained from previous year’s engagements and other assignments is 

properly utilized that helps to identify potential problems are resolved on a 

timely basis  

- Confirmation that all stages of an audit are completed with important areas of 

the audit received the appropriate attention  

- Audit file documentation is reviewed on a timely basis  

- Ensure review of work performed by engagement members by review 

manager or partner.  

Materiality (reference to NSA 320) 

Materiality is defined in the Nepal Accounting Standard Board’s “Framework 

for the preparation and presentation of Financial Statements” in the following 

terms: 

Information is material if its omission or misstatement could influence the 

economic decisions of users taken on the basis of the financial statements. 
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Materiality depends on the size of the item or error judged in the particular 

circumstances of its omission or misstatement. This materiality provides a 

threshold or cut off point rather than being a primary qualitative characteristic 

which information must have if it is to be useful.   

The assessment of what is material is a matter of professional judgment. 

Judgments about materiality are made in the light of surrounding circumstances 

and are affected by the auditor’s perception of financial information needs of 

users. Materiality should be considered by the auditor when determining the 

nature, timing and extent of audit procedures and evaluating the effect of 

misstatements.  

The auditor’s assessment of materiality, related to classes of transactions, 

account balances and disclosures helps the auditor decide whether to use 

sampling and substantive analytical procedures. This enables auditor to select 

audit procedures to reduce the audit risk to an acceptably low level. There is an 

inverse relationship between materiality and the level of risk i.e. the higher the 

materiality level, the lower the audit risk and vice versa.   

b) According to the Institute of Cost and Management Accountants of England, 

cost audit represents the verification of cost accounts and a check on the 

adherence to cost accounting plan. Cost audit, therefore comprises:   

i) Verification of the cost accounting records such as the accuracy of the cost 

accounts, cost reports, cost statements, cost data and costing techniques, and   

ii) Examination of those records to ensure that they adhere to the cost 

accounting principles, plans, procedures and objectives.   

The undernoted circumstances may warrant the introduction of cost audit:  

i) Price Fixation: The need for fixation of retention price in the case of 

materials and services of national importance, like hydropower, cement etc. 

may be useful in knowing the true cost of production.   

ii) Cost variation within the Industry: where the cost of production varies 

significantly from unit to unit in the same industry, cost audit may be 

necessary to find the reasons for such difference.   

iii) Inefficient Management: Where a factory is run inefficiently and 

uneconomically, institution of cost audit may be necessary. It may be 

partially useful for the government before it takes over any unit.   

iv) Tax Assessment: Where a duty or tax is levied on products based on cost of 

production, the levying authorities may ask for cost audit to determine the 

correct cost of production.   

v) Trade Dispute: Cost audit may be useful in settling trade disputes about 

claim for higher wages, bonus etc.   

The purpose of cost audit are: 

• To see that the cost accounting principles have been followed properly in 

the maintenance of cost accounts records.  

• To institute cost consciousness.  
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• To examine earning, efficiency or inefficiency of the organization and to 

optimize the use of resources: national, financial, physical, and human.  

• To facilitate inter-firm comparison of costs, selling price fixation, tariff 

rate determination .  

• To ensure whether return on capal employed could be improved by 

adopting alternative plan of action. 

 

  

c) As per Section 78 of the Companies Act, every public limited company shall 

prepare a report indicating the following matters and submit the same to the 

Office of the Company Registrar in advance of at least twenty one days before 

the holding of the annual meeting. Such report has to be approved by the board 

of directors and certified by the statutory auditor of the company:  

i)    The total number of the shares allotted, 

ii) Number of fully paid up and unpaid shares out of the allotted shares, 

iii) Particulars of director, managing director, auditor, executive chief and 

manager of the company, and the amount of remuneration, allowance 

and facilities paid to them, 

iv) The names of individuals or corporate bodies subscribing five percent or 

more of the paid up capital of the company, and details of shares or 

debentures held in their names. 

v) The total proceeds of the sale of shares, and particulars of the new shares 

and debentures issued and raised by the company in the financial year 

concerned, 

vi) The amount due and payable by the director or substantial shareholder or 

his close relative to the company, 

vii) The details of payment made or to be made against the sale of shares or 

for any other matters, 

viii) The amount of loans borrowed from banks and financial institutions and 

of principal and interest due and payable, 

ix) The amount claimed to be receivable by the company or payable by the 

company to any other person or details of lawsuits, if any, ongoing in 

this respect, 

x) The number of employees or workers engaged in the management of the 

company and at other levels, 

xi) The number of expatriate employees engaged in the management of the 

company and at other levels, and remuneration, allowances and facilities 

paid to them, 

xii) Where any agreement has been entered into between the company and 

any foreign body or person on investment, management or technical 

service or other matter for a period of more than one year, particulars 

thereof and the particulars of the dividend, commission, fee, charge and 

royalty as well paid under such agreement in the financial year 

concerned, 

xiii) A statement of the management expenditures of the company in a 

financial year, 
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xiv) The amount of dividends yet to be claimed by the shareholders, 

xv) A declaration that the company has fully observed this Act and the 

prevailing law, 

xvi) Other necessary matters. 

The responsibility of auditor is to verify the above information  and certify . 

The auditor should ensure that the information are consistent with those of 

audited one. 

3.  

a) State the treatment of the following transactions: (3+3=6) 

 

i) Substantial expenditure incurred for the repair of machinery. 

ii) Expenditure incurred to remove “Overburden” for purposes of facilitating 

mining activities. 

b) Your shops Pvt. Limited manufactures a range of consumer products and 

stored in a nearby rented warehouse. The products are perishable nature with 

an average shelf life of 2 weeks. The financial year ends on 31
st
 Ashadh 2069. 

It is now mid Kartik 2069 and the auditor has not issued a report. The 

following event has just come to the auditor's attention, on 1
st
 Kartik 2069, a 

fire in the rented warehouse has destroyed 55% of the inventory held for sale.  

Describe the additional audit procedure you as an auditor will carry out. 5 

c) As an auditor, what audit procedures would you perform on the following:  (3+2=5) 

i) “Loans and Advances” in a bank 

ii) “Stock & Inventory” in a trading company 

Answer: 

a) State the treatment of the following transactions 

i) As per NAS 6, spares parts and servicing equipments are generally carried 

as inventory and charged to profit or loss on consumption and thus do not 

form part of carrying cost of property, plant and equipment, similarly day 

to day service does not involved substantial amount of money.  But, when 

the entity incurs substantial expenditure on repair of machinery that the 

future economic benefit will flow to the entity for more than one period 

then such substantial expenditure shall form part of the carrying amount of 

property, plant and equipment as per NAS 6.  

 

ii) The benefit of expenditure incurred to remove the “overburden” for 

purposes of facilitating mining activities is that it improves access to 

identifiable  mine deposit. Then cost incurred for removable of the 

overburden should be capitalized. The capitalised costs are depreciated or 

amortised on a systematic basis, usually by using the units of production 

method.   

 

b) Audit procedure: 

This is the case of subsequent events or transactions that provide evidence 

with respect to conditions that did not exist at the date of the balance sheet 
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being reported on but arose subsequent to that date. These events should not 

result in adjustment of the financial statements. The following audit 

procedures shall be applied:    

- Discuss the matter with the directors checking whether the company 

has sufficient inventory to continue trading in the short term  

- Enquire that directors are satisfied that the company can continue to 

trade in the longer term. Obtain a letter of representation to this effect.  

- Obtain a schedule showing the inventory destroyed and if possible 

check this is reasonable given past production records and inventory 

valuations  

- Enquire that the insurers have been informed. Review correspondence 

from the insurer confirming the amount of insurance claim.  

- Consider whether or not Your-shop can continue as a going concern, 

given the size of inventory destroyed and potential damage to the 

company’s reputation if the customers’ order cannot be fulfilled.  

c) i)   

a) Ensure that the loans and advances have been sanctioned properly ( after 

due scrutiny based on product paper at appropriate level) and complied 

with Directives of Nepal Rastra bank  

b) Verify whether the sanctions are in accordance with delegated authority 

and ensure that securities and documents have been received and properly 

charged/registered.  

c) Ensure that post disbursement supervision and follow-up is proper, such as 

receipt of stock statements, installments, renewal of limits etc.  

d) Verify the record that the loans were used for intended purpose and 

whether there are no events or conditions indicative of diversion of funds.  

e) Verify whether the classification and provisioning of loans and advances 

have been done as per NRB Directives.  

f) Verify that applicable interest rate is correctly imputed in the system.  

ii)  

a) Verify that the inventory cut-off procedure duly complied with during the 

inventory taking.  The auditor will examine the procedures for receiving in 

and shipment from main store of inventory items at the time of 

the physical inventory count to avoid possibility of double counting of 

inventory items.   

b) Observe the inventory count to ensure that the details of the stock register 

tally with the physical counting and other details.  

c) Verify that the value shown in the books of accounts is as per the Nepal 

Accounting Standard 04, which is consistently applied with.  

d) Perform audit procedures to ensure that the costs of inventory are 

appropriate, trace unit costs of inventory items to supplier invoice or from 

standard cost sheet.   
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e) Check the slow-moving, obsolete, damaged and scrapped inventories items 

and discuss with the management, realizable value of such inventory if any 

recorded in the books.  

f) Verify that there is no abnormal value of stock item appearing in the 

books. If yes, verify the reason and rectify the same  

 

4.  (4×5=20) 

a) “Management is responsible for making estimates included in financial 

statements”. Explain.  

b) Based upon the legal opinion of a leading advocate, Kathmandu Limited made 

a provision of Rs. 50 million towards income tax liability. The assessing 

authority has worked out the liability at Rs. 60 million. You as the statutory 

auditor of Kathmandu Limited observed that the opinion of the advocate was 

inconsistent with legal position with regards to certain revenue items. Indicate 

the precise nature of auditor’s liability in such situation and support your view 

with authority, if any. 

c) Briefly explain the Auditor’s responsibilities regarding comparatives.   

d) Explain the loan loss provision criteria for Banks as prescribed by Nepal 

Rastra Bank. 

Answer: 

a) Accounting estimates means an approximation of the amount of an item in the 

absence of precise means of measurement.    

Examples of such estimates that may be included in the financial statements are:  

i) Allowances to reduce inventory and accounts receivables to their 

estimated realizable value.  

ii) Provisions to allocate the cost of fixed assets over their estimated useful 

lives. 

iii) Accrued revenue 

iv) Deferred Tax 

v) Provision for a loss from a lawsuit 

vi) Losses on construction contract in progress 

vii) Provision to meet warranty claims  

These estimates are often made by the management in conditions of uncertainty 

regarding the outcome of events that have occurred or are likely to occur and 

involve the use of judgment. As a result, the risk of material misstatement is 

greater when accounting estimates are involved and in some cases the auditor 

may determine that the risk of material misstatement related to an accounting 

estimate is a significant risk that requires special audit consideration.    

As the management is responsible for establishing a process for preparing 

accounting estimates and it must be requested for documentation of the process 

used in making estimations.   
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b) NSA 620 “Using the work of an Expert” provides guidance on using the work of 

an expert as audit evidence. Para 6 of NAS-620 states that during the audit, the 

auditor may need to obtain, in conjunction with the client or independently, 

audit evidence in the form of reports, opinions, valuations and statement of an 

expert, e.g. legal opinions concerning interpretations of agreements, statutes and 

regulations.    

Before relying on advocate opinion: 

- the auditor should evaluate the appropriateness of the expert’s work as 

audit evidence regarding assertion being considered.   

- the auditor need to evaluate source date used by the expert to arrived at the 

opinion, is appropriate in the circumstance or not    

- the auditor may not have same expertise as that of expert but  the  auditor  

need to obtain an understanding of the assumptions and methods used and 

to consider whether they are appropriate and reasonable, based on the 

auditor’s knowledge of the business and the results of other audit 

procedures.   

- if the results of the expert’s work do not provide sufficient appropriate 

audit evidence or if the results are not consistent with other audit evidence, 

the auditor should resolve the matter. This may involve discussion with the 

entity and the expert, applying additional audit procedures, including 

possibly engaging another expert, or modifying the auditor’s report.   

The question states very clearly that the opinion of the advocate was 

inconsistent with legal position with regards to certain revenue items. And, as an 

auditor, after applying due audit procedures on the work of an expert, I decided 

to suggest Kathmandu Limited for making additional provision for income tax 

and issuance of unmodified audit report.   

 

c) NSA 710, “Comparatives” establishes standards on the auditor’s responsibilities 

regarding comparatives. 

The auditor responsibilities laid down are as under: 

i) The auditor should determine whether the comparatives comply, in all 

material respects with the financial reporting framework relevant to the 

financial statements being audited. The extent of audit procedures 

performed on the corresponding figures is significantly less than for the 

audit of the current period, but ensure that the figures have been correctly 

reported and appropriately classified. And see that:  

- Accounting policies used for corresponding figures are consistent with 

those of current period or whether appropriate adjustments and/or 

disclosure were made  

- Corresponding figures agree with the amounts and other disclosure 

presented in the prior period or whether appropriate adjustment and/or 

disclosure were made  

ii) When the financial statement of the prior period have been audited another 

auditor or not audited, the income auditor assesses whether the 
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corresponding figures meet the condition specified in above para (i) and 

guidance in NSA 510.  

iii) During the course of audit of current period, the auditor becomes aware of 

a possible material misstatement in the corresponding figures, the audit 

should perform appropriate additional audit procedures.   

iv) When the auditor’s report on the prior period, as previously issued, 

included a qualified opinion, disclaimer of opinion, or adverse opinion and 

the matter which gave rise to the modification in the audit report is:  

- unresolved and results in a modification of the auditor’s report 

regarding the current period figures, the auditor’s report should also be 

modified regarding the corresponding figures; or  

- unresolved, but does not result in a modification of the auditor’s report 

regarding the current period figures, the auditor’s report should be 

modified regarding the corresponding figures.  

v) When the prior period financial statements are not audited, the incoming 

auditor should state in the auditor’s report that the corresponding figures 

are unaudited.  

d) The banks make loan loss provision on the basis of aging of the principal, 

interest and other criterions prescribed by Directive of Nepal Rastra Bank. The 

basis of provision for loans and advances are: 

1. Aging of principal   

- Pass: Loans/advances which have not overdue or overdue by a period up 

to three months. Provision @ 1% 

- Sub-standard: Loans/advances which are overdue by a period from three 

months to a maximum period of six months. Provision @ 25% 

- Doubtful: Loans/advances which are overdue by a period from six-

months to a Maximum period of one year.  Provision @ 50% 

- Loss: Loans/advances which are overdue by a period of more than one 

year.  Provision  @ 100% 

Term/EMI loan should be classified based on the aging of installment   

2. Aging of interest   

In case of working capital loan, if interest is not received on due dates such 

working capital loans should be classified on the basis of the duration of interest 

over due. 

3. Other criterion on provisioning  

i. The loans/advances extended against the collateral of gold and silver, fixed 

deposit receipts, Government of Nepal securities and Nepal Rastra Bank 

bonds should be classified as good loans. However, these collaterals are used 

as additional collateral then such loans/advances shall be classified based on 

the aging of the principal.  

ii. In the following events or discrepancy, whether loans/advances are overdue or 

not such loans/advances should be categorized as the loss loans:   

- The market price of the collateral cannot secure the loans 

- The debtor is bankrupt or has been declared to be bankrupt 

- The debtor disappears or is not identified 
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- In case non-fund based facilities such as purchased or discounted bills and 

L/C and  guarantee which have been converted into fund-based loan, are 

not recovered within ninety days from the date of their conversion into 

loan 

- Bills purchased or discounted is not recovered within 90 days from the 

maturity date   

- Loan is misused 

- Expiry of six months of the date of auction process after the loan could not 

be recovered or a case is pending at a count under the recovery process 

- Providing loan to a debtor who has been enlisted in the black-list of Credit  

Information Bureau Ltd; 

- The Project/business is not in a condition to be operated or project or 

business is not in operation 

- The credit card loan is not written off within 90 days from the date of 

expiry of the deadline 

- In case of expiry of the deadline of a trust-receipt loan. 

iii. Rescheduling and/or Restructuring of good loans require provision @12.50%, 

and if the non performing loans are rescheduled or restructured provision 

should be maintained as it is.    

iv. Loans/advances are insured or guaranteed by Credit Guarantee Corporation, 

75% provision requirement on such loans/advances are exempted.   

v. Loans against personal guarantee requires additional provision at 20%  

5. Answer the following: 

a) Mention major responsibilities of Audit Committee of a licensed financial 

institution under the provision of Directives 06 ‘Corporate Governance’ issued 

by Nepal Rastra Bank.  7 

b) Briefly explain with example, four types of audit evidence that the auditor can 

obtain. 5 

c) How do you assess the Audit Risk? Explain as an auditor. 4 

Answer: 

a) Major responsibilities of Audit Committee under the provision of clause 5 (2) of 

NRB Directives 06 on ‘Corporate Governance’ are given below:   

i. To periodically review the overall financial position, internal control, audit 

plan and the matters raised by internal auditor on the basis of prevailing 

laws and regulation and to give necessary instruction to the management to 

initiate corrective steps and also to suggest the Board of Directors about 

the same.  

ii. To review the observation/remarks in the audit report submitted by the 

statutory auditor and to instruct the management to initiate corrective 

actions to correct those observation/remarks.  

iii. To assess the implementation status of the observations/remarks 

incorporated in the inspection report of Nepal Rastra Bank and to report on 

the same to the Board of Directors.  

iv. To help the management in making the financial statement of the financial 

institution correct and realistic.  
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v. To review contingent liability and the classification of loans and advances 

and the provision made therein on periodical basis and to convince the 

Board of Directors that the books of accounts of the financial institution 

are correct and realistic.  

vi. To assess the compliance with regulatory provision of Nepal Rastra Bank 

and prevailing statutes and to incorporate the same in its report. 

vii. To prepare detailed internal audit plan and to conduct on the basis of the 

same.  

viii. To assess that the activities of the financial institution are conducted on the 

principle of consistency, economical, requirement, effectiveness etc. and to 

recommend the Board of Directors on the same.  

ix. To review quarterly financial statement of the licensed financial 

institutions and to report the Board of Directors about the same.  

x. To perform the functions mentioned in section 165 of Company Act. 2063.  

b) Types of audit evidence (with reference to NSA 500): 

i) Inspection – examination of records or documents in whatever form. 

Example: manual, computerized, internal, external.  

ii) Observation- looking at the process or procedures being carried out by 

others; Example – attending the physical stock take at the year end  

iii) Inquiry- seeking information from knowledgeable persons, both 

financial and non financial, within or outside the entity being audited. 

Example – discussion with management /accountants.  

iv) Confirmation- the process of obtaining a representation of an existing 

condition from a third party. Example- bank confirmation, receivable 

letter  

v) Recalculation – checking the mathematical accuracy of documents and 

records. Example- checking calculation of staff leave liabilities  

vi) Re-performance- Re-performance is the auditor’s independent 

execution of procedures or controls that were originally performed as 

part of the entity’s internal control, either manually or through the use 

of CAATs, for example, re performing the aging of accounts 

receivable.  

vii) Analytical Procedures- Evaluation of financial information made by a 

study of plausible relationships among both financial and non financial 

data, Example; Ratio, trend. 

Four types of audit evidence: 

Physical examination 

Inspection or count by the auditor of a tangible assets. 

Most often associated with cash or inventory but it is also applicable for 

verification of securities and tangible fixed assets 

Confirmation 

The receipt of a written or oral response from an independent third party 

verifying the accuracy of information. Auditor has client request that the third 

party respond directly to the auditor. 

Positive confirmation: Ask for response even if balance is correct. 
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Negative confirmation: Ask for response only if balance is negative. 

Documentation: 

Audit documentation is the principal record of auditing procedures applied, 

evidence obtained and conclusion reached by auditor. 

Internal document : Prepared and used within client company and does not go 

outside client. 

External document: Document has been in the hands of outside party to 

transaction. 

Observation:  

Use of senses to assess client’s activities. Auditor witnesses the physical 

activities of the client. Differs from physical examination  because physical 

examination counts assets, while observation focuses on client activities.  

 

 

  

c) Audit risk is fundamental to the audit process because auditors cannot and do   

not attempt to check all transactions. Thus, the audit risk is the risk that auditor 

express an inappropriate audit opinion when the financial statements are 

materially misstated. Audit risk is a function of material misstatement and 

detection risk. The risk of material misstatement has two components, inherent 

risk and control risk.  

Inherent risk this is the susceptibility of an assertion about a class of 

transaction, account balance, or disclosure to a misstatement that could be 

material, either individually or when aggregated with other misstatements, before 

consideration of any related controls.  

Control risk, this is the risk that a misstatement could occur in an assertion 

about a class of transaction, account balance or disclosure, and that the 

misstatement could be material, either individually or when aggregated with 

other misstatements, and will not be prevented or detected and corrected, on a 

timely basis, by the entity’s internal control.  

Detection risk is the risk that an auditor’s procedures will not detect a 

misstatement that exists in an account balance or class of transactions that could 

be material, individually or when aggregated with misstatements in other 

balances or classes. The level of detection risk relates directly to the auditor’s 

procedures. Some detection risk would always be present even if an auditor 

were to examine 100 percent of the account balance or class of transaction 

because, for example, the auditor may select an inappropriate audit procedure, 

misapply an appropriate audit procedure or misinterpret the audit results.  

 

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

a) Risk assessment under Computerised Information System (CIS) 

b) Audit trail 

c) Engagement partner 

Answer:  
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a) The auditor in identifying and assessing the risks of material misstatement 

through understanding the entity and its environment should make an 

assessment of inherent and control risk for material financial statement 

assertions. The inherent risk and control risk in a CIS environment may have 

both a pervasive effect and an account-specific effect on the likelihood of 

material misstatements, as follows:  

i) Risk may result from deficiencies in pervasive CIS activities such as:  

(a) Program development and maintenance, 

(b) System software support; 

(c) Operations 

(d) Physical CIS security; 

(e) Control over access to specialized utility programs; 

These deficiencies would tend to have a negative impact on all application 

system that are processed through the computer, and  

ii) Risk may also increase the potential for errors or fraudulent activities in;  

(a) Specific applications. 

(b) Specific data base or master files, or 

(c) Specific processing activities. 

As new CIS technologies are emerging for data processing and Clients are 

adopting the same for building complex computer systems, these may increase 

risk which needs further consideration.  

b) Audit Trail can be defined as those documents, records, journals, ledgers, master 

files etc. that enables an auditor to trace the transactions from the source 

document to the summarised total in accounting reports or vice-versa.   

Audit trail is the visible means whereby the auditor may have a business 

transactions through all the stages in which it features in the records of the 

business. For example, sequentially numbered sales invoice copies would 

normally be listed in a register or day book and subsequently filed either in 

numerical or chronological sequence. It would then be possible to trace a 

particular invoice from the day book to the or iginal file or vice-versa by 

reference to the number or date of the invoice.   

In a manual accounting system, it is possible to relate the recoding of a 

transaction at each successive stage enabling an auditor to locate and identify all 

documents from beginning to end for the purposes of examining documents, 

totaling and cross-totaling referencing.   

However, in an EDP environment, the use of exception reporting by 

management has effectively eliminated the audit trail between input and output. 

Frequently computer generated totals, analysis and balances are not printed out 

in detail because the management is not exercising control through verification 

of the individual items processed.  

c) Engagement partner is the partner or other person in the firm who is responsible 

for the audit engagement and its performance, and for the auditor’s report that is 

issued on behalf of the firm, and who, where required, has the appropriate 

authority from a professional, legal or regulator body. 

 


