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MODEL SOLUTIONS - DISCLAIMER

INTRODUCTION

The Model Solutions are provided to students for clear understanding of relevant subject and it
helps them to prepare for their examinations in organized way.

These Model Solutions are prepared only for the guidance of students that how they should
attempt the questions. The solutions are not meant for assessment criteria in the same pattern
mentioned in the Model Solution. The purpose of Model Solution is only to guide the students in
their future studies for appearing in examination.

The students should use these Model Solutions as a study aid. These have been prepared by the
professionals on the basis of the International Standards and laws applicable at the relevant time.
These solutions will not be updated with changes in laws or Standards, subsequently. The laws,
standards and syllabus of the relevant time would be applicable. PIPFA is not supposed to
respond to individual queries from students or any other person regarding the Model Solutions.

DISCLAIMER

The Model Solutions have been developed by the professionals, based on standards, laws, rules,
regulations, theories and practices as applicable on the date of that particular examination. No
subsequent change will be applicable on the past papers solutions.

Further, PIPFA is not liable in any way for an answer being solved in some other way or
otherwise of the Model Solution nor would it carry out any correspondence in this regard.

PIPFA does not take responsibility for any deviation of views, opinion or solution suggested by
any other person or faculty or stake holders. PIPFA assumes no responsibility for the errors or
omissions in the suggested answers. Errors or omissions, if noticed, should be brought to the
notice of the Executive Director for information.

If you are not the intended recipient, you are hereby notified that any dissemination, copying,
distributing, commenting or printing of these solutions is strictly prohibited.
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The audit procedures described below may be used as risk assessment procedures,
tests of controls or substantive procedures, depending on the context in which they are
applied by the auditor. Audit evidence obtained from previous audits may, in certain
circumstances, provide appropriate audit evidence where the auditor performs audit
procedures to establish its continuing relevance.

Inspection

Inspection involves examining records or documents, whether internal or external, in
paper form, electronic form, or other media, or a physical examination of an asset.
Inspection of records and documents provides audit evidence of varying degrees of
reliability, depending on their nature and source and, in the case of internal records
and documents, on the effectiveness of the controls over their production. An example
of inspection used as a test of controls is inspection of records for evidence of
authorization.

Some documents represent direct audit evidence of the existence of an asset, for
example, a document constituting a financial instrument such as a stock or bond.
Inspection of such documents may not necessarily provide audit evidence about
ownership or value. In addition, inspecting an executed contract may provide audit
evidence relevant to the entity’s application of accounting policies, such as revenue
recognition.

Inspection of tangible assets may provide reliable audit evidence with respect to their
existence, but not necessarily about the entity’s rights and obligations or the valuation
of the assets. Inspection of individual inventory items may accompany the observation
of inventory counting.

Observation

Observation consists of looking at a process or procedure being performed by others,
for example, the auditor’s observation of inventory counting by the entity’s personnel,
or of the performance of controls. Observation provides audit evidence about the
performance of a process or procedure, but is limited to the point in time at which the
observation takes place, and by the fact that the act of being observed may affect how
the process or procedure is performed. See ISA 501 for further guidance on
observation of the counting of inventory.

External Confirmation

An external confirmation represents audit evidence obtained by the audit or as a direct
written response to the audit or from a third party (the confirming party), in paper
form, or by electronic or other medium. External confirmation procedures frequently
are relevant when addressing assertions associated with certain account balances and
their elements. However, external confirmations need not be restricted to account
balances only. For example, the auditor may request confirmation of the terms of
agreements or transactions an entity has with third parties; the confirmation request
may be designed to ask if any modifications have been made to the agreement and, if
so, what the relevant details are. External confirmation procedures also are used to
obtain audit evidence about the absence of certain conditions, for example, the absence
of a “side agreement” that may influence revenue recognition.
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Recalculation
Recalculation consists of checking the mathematical accuracy of documents or
records. Recalculation may be performed manually or electronically.

Re-performance

Re-performance involves the auditor’s independent execution of procedures or
controls that were originally performed as part of the entity’s internal control.

Analytical Procedures

Analytical procedures consist of evaluations of financial information through analysis
of plausible relationships among both financial and non-financial data. Analytical
procedures also encompass such investigation as is necessary of identified fluctuations
or relationships that are in consistent with other relevant information or that differ
from expected values by a significant amount.

Inquiry

Inquiry consists of seeking information of knowledgeable persons, both financial and
non-financial, within the entity or outside the entity. Inquiry is used extensively
throughout the audit in addition to other audit procedures. Inquiries may range from
formal written inquiries to informal oral inquiries. Evaluating responses to inquiries is
an integral part of the inquiry process.

Responses to inquiries may provide the auditor with information not previously
possessed or with corroborative audit evidence. Alternatively, responses might provide
information that differs significantly from other information that the auditor has
obtained, for example, information regarding the possibility of management override
of controls. In some cases, responses to inquiries provide a basis for the auditor to
modify or perform additional audit procedures.

Although corroboration of evidence obtained through inquiry is often of particular
importance, in the case of inquiries about management intent, the information
available to support management’s intent may be limited. In these cases,
understanding management’s past history of carrying out its stated intentions,
management’s stated reasons for choosing a particular course of action, and
management’s ability to pursue a specific course of action may provide relevant
information to corroborate the evidence obtained through inquiry.

In respect of some matters, the auditor may consider it necessary to obtain written
representations from management and, where appropriate, those charged with
governance to confirm responses to oral inquiries. See ISA 580 for further guidance

Total Marks

Negative confirmations provide less persuasive audit evidence than positive
confirmations.

Accordingly, the auditor shall not use negative confirmation requests as the sole
substantive audit procedure to address an assessed risk of material misstatement at the
assertion level unless all of the following are present:

(a) The auditor has assessed the risk of material misstatement as low and has

21
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obtained sufficient appropriate audit evidence regarding the operating
effectiveness of controls relevant to the assertion;

(b) The population of items subject to negative confirmation procedures comprises
a large number of small, homogeneous account balances, transactions or
conditions;

(c) A very low exception rate is expected; and

(d) The auditor is not aware of circumstances or conditions that would cause
recipients of negative confirmation requests to disregard such requests.

Negative Confirmations

The failure to receive a response to a negative confirmation request does not explicitly
indicate receipt by the intended confirming party of the confirmation request or
verification of the accuracy of the information contained in the request. Accordingly, a
failure of a confirming party to respond to a negative confirmation request provides
significantly less persuasive audit evidence than does a response to a positive
confirmation request. Confirming parties also may be more likely to respond
indicating their disagreement with a confirmation request when the information in the
request is not in their favor, and less likely to respond otherwise. For example, holders
of bank deposit accounts may be more likely to respond if they believe that the balance
in their account is understated in the confirmation request, but may be less likely to
respond when they believe the balance is overstated. Therefore, sending negative
confirmation requests to holders of bank deposit accounts may be a useful procedure
in considering whether such balances may be understated, but is unlikely to be
effective if the auditor is seeking evidence regarding overstatement.

Total Marks

The purpose and objective of planning the audit are the same whether the audit is an
initial or recurring engagement. However, for an initial audit, the auditor may need to
expand the planning activities because the auditor does not ordinarily have the
previous experience with the entity that is considered when planning recurring
engagements.

For an initial audit engagement, additional matters the auditor may consider in
establishing the overall audit strategy and audit plan include the following:

e Unless prohibited by law or regulation, arrangements to be made with the
predecessor auditor, for example, to review the predecessor auditor’s working
papers.

e Any major issues (including the application of accounting principles or of
auditing and reporting standards) discussed with management in connection
with the initial selection as auditor, the communication of these matters to
those charged with governance and how these matters affect the overall audit
strategy and audit plan.

e The audit procedures necessary to obtain sufficient appropriate audit evidence
regarding opening balances. Other procedures required by the firm’s system of
quality control for initial audit engagements (for example, the firm’s system of
quality control may require the involvement of another partner or senior
individual to review the overall audit strategy prior to commencing significant
audit procedures or to review reports prior to their issuance).

10
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Q4. In evaluating compliance with the fundamental principles, a professional accountant
may be required to resolve a conflict in the application of fundamental principles

When initiating either a formal or informal conflict resolution process, a professional
accountant should consider the following, either individually or together with others,

as part of the resolution process:
(@) Relevant facts;
(b)  Ethical issues involved,;
(c)  Fundamental principles related to the matter in question;
(d) Established internal procedures; and
(e)  Alternative courses of action.

Having considered these issues, a professional accountant should determine the
appropriate course of action that is consistent with the fundamental principles
identified. The professional accountant should also weigh the consequences of each
possible course of action. If the matter remains unresolved, the professional accountant
should consult with other appropriate persons within the firm* or employing
organization for help in obtaining resolution.

Total Marks

Q.5. Incentives/Pressures
i Financial stability or profitability is threatened by economic, industry, or entity
operating conditions, such as (or as indicated by):

High degree of competition or market saturation, accompanied by declining
margins.

High vulnerability to rapid changes, such as changes in technology, product
obsolescence, or interest rates.

Significant declines in customer demand and increasing business failures in
either the industry or overall economy.

Operating losses making the threat of bankruptcy, foreclosure, or hostile
takeover imminent.

Recurring negative cash flows from operations or an inability to generate cash
flows from operations while reporting earnings and earnings growth.

Rapid growth or unusual profitability especially compared to that of other
companies in the same industry.

New accounting, statutory, or regulatory requirements.

Q.5. Pressure
ii Excessive pressure exists for management to meet the requirements or expectations of
third parties due to the following:

Profitability or trend level expectations of investment analysts, institutional
investors, significant creditors, or other external parties (particularly
expectations that are unduly aggressive or unrealistic), including expectations
created by management in, for example, overly optimistic press releases or
annual report messages.

Need to obtain additional debt or equity financing to stay competitive —
including financing of major research and development or capital expenditures.

10
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Marginal ability to meet exchange listing requirements or debt repayment or
other debt covenant requirements.

Perceived or real adverse effects of reporting poor financial results on
significant pending transactions, such as business combinations or contract
awards.

Information available indicates that the personal financial situation of
management or those charged with governance is threatened by the entity’s
financial performance arising from the following:

Significant financial interests in the entity.

Significant portions of their compensation (for example, bonuses, stock
options, and earn-out arrangements) being contingent upon achieving
aggressive targets for stock price, operating results, financial position, or cash
flow.

Personal guarantees of debts of the entity.

There is excessive pressure on management or operating personnel to meet financial
targets established by those charged with governance, including sales or profitability
incentive. goals.

Opportunities

The nature of the industry or the entity’s operations provides opportunities to engage
in fraudulent financial reporting that can arise

from the following:

Significant related-party transactions not in the ordinary course of business or
with related entities not audited or audited by another firm.

A strong financial presence or ability to dominate a certain industry sector that
allows the entity to dictate terms or conditions to suppliers or customers that
may result in inappropriate or non-arm’s-length transactions.

Assets, liabilities, revenues, or expenses based on significant estimates that
involve subjective judgments or uncertainties that are difficult to corroborate.

Significant, unusual, or highly complex transactions, especially those close to
period end that pose difficult “substance over form” questions.

Significant operations located or conducted across international borders in
jurisdictions where differing business environments and cultures exist.

Use of business intermediaries for which there appears to be no clear business
justification.

Significant bank accounts or subsidiary or branch operations in tax-haven
jurisdictions for which there appears to be no clear business justification.

Total Marks

Modified opinion — A qualified opinion, an adverse opinion or a disclaimer of opinion
on the financial statements.

The auditor shall modify the opinion in the auditor’s report when:

The auditor concludes that, based on the audit evidence obtained, the financial
statements as a whole are not free from material misstatement; or

The auditor is unable to obtain sufficient appropriate audit evidence to

15
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conclude that the financial statements as a whole are free from material
misstatement.

Qualified Opinion
The auditor shall express a qualified opinion when:

The auditor, having obtained sufficient appropriate audit evidence, concludes
that misstatements, individually or in the aggregate, are material, but not
pervasive, to the financial statements; or

The auditor is unable to obtain sufficient appropriate audit evidence on which
to base the opinion, but the auditor concludes that the possible effects on the
financial statements of undetected misstatements, if any, could be material but
not pervasive.

Adverse Opinion

The auditor shall express an adverse opinion when the auditor, having obtained
sufficient appropriate audit evidence, concludes that misstatements,
individually or in the aggregate, are both material and pervasive to the financial
statements.

Disclaimer of Opinion

The auditor shall disclaim an opinion when the auditor is unable to obtain
sufficient appropriate audit evidence on which to base the opinion, and the
auditor concludes that the possible effects on the financial statements of
undetected misstatements, if any, could be both material and pervasive.

The auditor shall disclaim an opinion when, in extremely rare circumstances
involving multiple uncertainties, the auditor concludes that, notwithstanding
having obtained sufficient appropriate audit evidence regarding each of the
individual uncertainties, it is not possible to form an opinion on the financial
statements due to the potential interaction of the uncertainties and their
possible cumulative effect on the financial statements.

Total Marks

Internal audit function — A function of an entity that performs assurance and
consulting activities designed to evaluate and improve the effectiveness of the entity’s
governance, risk management and internal control processes.

The objectives and scope of internal audit functions typically include assurance and
consulting activities designed to evaluate and improve the effectiveness of the entity’s
governance processes, risk management and internal control.

Activities Relating to Governance

The internal audit function may assess the governance process in its
accomplishment of objectives on ethics and values, performance management
and accountability, communicating risk and control information to appropriate
areas of the organization and effectiveness of communication among those
charged with governance, external and internal auditors, and management.

Activities Relating to Risk Management

The internal audit function may assist the entity by identifying and evaluating
significant exposures to risk and contributing to the improvement of risk
management and internal control (including effectiveness of the financial
reporting process).

10
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e The internal audit function may perform procedures to assist the entity in the
detection of fraud.

Activities Relating to Internal Control

e Evaluation of internal control. The internal audit function may be assigned
specific responsibility for reviewing controls, evaluating their operation and
recommending improvements thereto. In doing so, the internal audit function
provides assurance on the control. For example, the internal audit function
might plan and perform tests or other procedures to provide assurance to
management and those charged with governance regarding the design,
implementation and operating effectiveness of internal control, including those
controls that are relevant to the audit.

e Examination of financial and operating information. The internal audit function
may be assigned to review the means used to identify, recognize, measure,
classify and report financial and operating information, and to make specific
inquiry into individual items, including detailed testing of transactions,
balances and procedures.

e Review of operating activities. The internal audit function may be assigned to
review the economy, efficiency and effectiveness of operating activities,
including non-financial activities of an entity.

e Review of compliance with laws and regulations. The internal audit function
may be assigned to review compliance with laws, regulations and other
external requirements, and with management policies and directives and other
internal requirements.

Total Marks 17

Q.8. (a) Self-interest threats, which may occur as a result of the financial or other
interests of a professional accountant or of an immediate or close family
member;

(b) Self-review threats, which may occur when a previous judgment needs to be
re-evaluated by the professional accountant responsible for that judgment;

(c) Advocacy threats, which may occur when a professional accountant promotes
a position or opinion to the point that subsequent objectivity may be
compromised;

(d) Familiarity threats, which may occur when, because of a close relationship, a
professional accountant becomes too sympathetic to the interests of others;
and

(e) Intimidation threats, which may occur when a professional accountant may be
deterred from acting objectively by threats, actual or perceived.

Total Marks 10
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