Part I Auditors' Responsibilities and Audit Approach
Chapter 1 Audit objectives and Audit Process

Question 1
You are the engagement manager of the audit of a listed company, Bright Future Limited. Peter Lee, a newly recruited accounting graduate who has no practical experience, is assigned as your assistant. Peter knows that there is an audit committee and an internal audit department in Bright Future Limited. However, he cannot distinguish the roles of the external auditor, the internal auditor and the audit committee.

Required:
(a)
What are the differences between internal auditing and external auditing?



(8 marks)

(b)
What are the important criteria the external auditor uses to evaluate the internal audit function?
(8 marks)

(c)
One of the functions of the audit committee is to oversee the financial reporting and the internal control procedures. How does the audit committee achieve these functions?


(4 marks)



(20 marks – approximately 36 minutes)


(HKIAAT PBE Paper III Auditing and Information Systems December 2009 Q3)

Question 2

Explain the concept of reasonable assurance. Explain why an auditor cannot obtain absolute assurance.



(6 marks)


(HKIAAT PBE Paper III Auditing and Information Systems Pilot Q2(a))

Chapter 2 Regulatory Framework of Auditing
Question 3
S.141(a) of the Companies Ordinance states that it is a statutory duty for auditors of a company incorporated under the Companies Ordinance to make a report to the members of the company on the company’s annual financial statements.

Apart form the statutory duty under S.141(1) of the Companies Ordinance, there are two other duties for auditors under S.141(3) and S.141(4) of the Companies Ordinance. S.141(3) of the Companies Ordinance is about the auditors’ report on the financial statements and S.141(4) of the Companies Ordinance is about books and records.

The auditors are required to state whether the financial statements have been properly prepared in accordance with the provisions of Companies Ordinance.

There are several provisions in the Companies Ordinance which empower the auditors with adequate rights for them to exercise and to carry out their duties. In addition, there are several provisions in the Companies Ordinance relating to the rights of auditors upon resignation.

Required:
(a)
State the other two duties under S.141(3) and S.141(4) of the Companies Ordinance.


(5 marks)

(b)
State the rights of auditors given under the Companies Ordinance that can empower the auditors to carry out their duties of reporting to the members on the financial statements.



(4 marks)

(c)
State the rights of auditors given under the Companies Ordinance upon resignation.


(4 marks)


(Adapted HKIAAT Paper 8 Auditing June 1999)

Chapter 3 Professional Ethics
Question 4
(a)
What is the meaning of “independence” in auditing? Why is an auditor’s independence so essential to the users of financial statements? Chapter 3 2.8.1 and 2.8.2
(2 marks)
(b)
Distinguish between “independence in mind” and “independence in appearance”? Briefly explain FOUR activities that may not affect independence in fact but are likely to affect independence in appearance.
(10 marks)
(c)
What actions have to be taken by practicing members in order to avoid a conflict of interest under the following circumstances?
(i)
if a CPA practice recommends to an audit client a computer organization which is an associate of the CPA practice;

(ii)
if a partner of a CPA firm has business interests outside the CPA practice, and the outside business interest is the supplier of the audit client; or

(iii)
if the CPA practice has two or more audit clients in the same industry.



(6 marks)


(Adapted HKIAAT Paper 8 Auditing June 2000)

Question 5
BK Limited is an existing client of ABC & Co. It has engaged in the manufacturing business for more than 10 years. The board of directors determined to expand their business by investing in properties in Hong Kong as the property market was quite stable during the second half of 2011. They acquired some investment properties in September 2011 by means of mortgage loans. In order to acquire more investment properties in 2012, the directors negotiated with the bank for additional banking facilities. The bank requested the audited financial statements of the company for such banking facilities approval. The directors proposed to ABC & Co an incentive payment on top of the fixed audit fee for the successful application of the banking facilities.
Required:

(a)
What should be considered for the continuance of an existing audit?
(4 marks)

(b)
Should the audit firm, ABC & Co, accept the fee arrangement with the said incentive payment?
(4 marks)

(c)
What are the possible substantive audit procedures for the mortgage loan and interest expenses?
(6 marks)

(d)
What are the possible substantive audit procedures for the acquisition of investment properties?
(6 marks)



(HKIAAT PBE Paper III Auditing and Information Systems December 2012 Q5)
Question 6

An Audit firm, BC & Co is the incoming auditor of MR Limited which is a company in the business of the extraction of minerals.

During the first meeting with the director of MR Limited, BC & Co is asked to commence the audit immediately because the audited financial statements must be submitted to the bank in ten days for the renewal of a bank loan. In order to compensate the auditor for the increased work load, an additional fee will be paid upon the successful renewal of the bank loan.
Required:

(a)
According to HKSA 210 (Clarified), auditor shall take steps in order to establish whether preconditions are present before accepting a new engagement. Identify the steps.


(5 marks)

(b)
Before accepting an engagement, auditors would normally obtain a preliminary knowledge of the industry and of the background of the entity. What are the sources for acquiring knowledge of a client’s business and industry?
(5 marks)

(c)
What are the five fundamental principles in the Code of Ethics for Professional Accountants?
(5 marks)

(d)
Should the auditor accept the proposed audit fee arrangement, taking into consideration the Code of Ethics for Professional Accountants? What may be the threat to the professional ethics of the CPA firm and what should be the course of action?
(5 marks)



(HKIAAT PBE Paper III Auditing and Information Systems December 2013 Q3)
Question 7
BCZ Company Limited (“BCZ”) is engaged in the e-commerce platform provider business. BCZ maintains a market place on the internet, to facilitate shops selling goods to local consumers.

Sellers establish their presence on the internet by hosting their product details on the website maintained by BCZ. Consumers purchase different sellers’ products viz BCZ’s website. You are an audit partner of a CPA firm, ABC & Co, which has been approached by BCZ’s directors to be the new auditor of BCZ.

After accepting the audit engagement, BCZ requests firm to provide an advisory service to enhance its management information system so that financial reporting information could be prepared more timely and efficiently.

Required:
(a)
Describe the types of assurance engagement and discuss how to classify an audit engagement under assurance engagements.
(4 marks)

(b)
The Code of Ethics for Professional Accountants states that a professional accountant should, when carrying out his or her duty as an auditor, comply with five fundamental principles. List and briefly explain the five fundamental principles.
(10 marks)
(c)
Identify the auditor’s independence issues before accepting the engagement to provide the advisory service. What may be the actions taken in response to the issues you have identified?
(6 marks)


(HKIAAT PBE Paper III Auditing and Information Systems June 2015 Q4)
Chapter 4 Materiality and Risk
Question 8
Many investors believe that audits should provide absolute assurance that there are no material misstatements or fraud in the financial statements.
An extract from the audit report of XYZ Limited is given below:
“We conducted our audit in accordance with Hong Kong Standards on Auditing issued by the Hong Kong Institute of Certified Public Accountants. Those standards require that we comply with ethical requirements and plan and perform the audit to obtain reasonable assurance as to whether the accounts are free from material misstatement.”
Required:

(a)
Explain the concept of reasonable assurance. Explain why an auditor cannot obtain absolute assurance.
(6 marks)
(b)
The concept of materiality is fundamental to the work of auditors.

(i)
Explain the concept of materiality in the context of auditing.
(4 marks)
(ii)
The auditors of XYZ Limited found that the amount of (inventory of XYZ Limited is overstated by $400,000. In addition,( some of the goods with a cost of $1,000,000 were sold to a shareholder for $2,000, this transaction is not disclosed in the financial statements. The total assets of the company and the income before tax of the company are $100,000,000 and $1,000,000 respectively. The audit trainee believes that no adjustment to the financial statement is necessary as the misstatement of the inventory only accounted for 0.4% of the total assets and the invoice amount of the related party transaction is immaterial too. Comment.
(8 marks)
(iii)
The auditor may, in planning the audit work, intentionally set an acceptable materiality level at a lower level than is intended to be used to evaluate the results of the audit. What is the rationale for this?
(2 marks)

(HKIAAT PBE Paper III Auditing and Information Systems Pilot Q2)
Question 9
Auditors should consider materiality and its relationship with audit risk when conducting an audit. Furthermore, they should consider materiality when determining the nature, timing and extent of audit procedures and evaluating the effect of misstatements.

In evaluating whether the financial statements are prepared, in all material respects, in accordance with an applicable financial reporting framework, auditors should assess whether the aggregate of uncorrected misstatements that have been identified during the audit is material.

REQUIRED:

(a)
In the context of financial statements, what is the meaning of materiality?
(1 mark)

(b)
State the determining factors on materiality.
(2 marks)

(c)
State the relationship between materiality and audit risk.
(2 marks)

(d)
The results of the tests of control may have effect on the original amount of audit risk. What should auditors do in order to control audit risk at an acceptably low level?



(2 marks)

(e)
Name two components forming the aggregate of uncorrected misstatements.
(2 marks)

(f)
What should the auditors do if the aggregate of uncorrected misstatements identified are considered material to the financial statements to ensure the audit risk can be maintained at a low level?
(3 marks)

(g)
What is sampling risk? State TWO methods of controlling sampling risk.
(4 marks)

(h)
What is non-sampling risk? State TWO causes of non-sampling risk.
(4 marks)



(Total 20 marks)


(HKIAAT Paper 8 Auditing December 2007 B1)

Question 10
Auditors have to identify and assess the risks of material misstatement at assertion level and financial statements level of an audit and then apply the audit risk model to determine the extent and the nature of further audit procedures.
Required:

(a)
Discuss what business risk of an entity is and why auditors are interested in it.
(5 marks)

(b)
Define assurance engagement risk (audit risk) and its three components.
(8 marks)

(c)
Discuss the audit risk model and how the assessment of different components affects the extent of substantive procedures performed by auditors.
(7 marks)


(HKIAAT PBE Paper III Auditing and Information Systems June 2015 Q2)
Chapter 5 Audit Planning and Documentation
Question 11
You have recently joined an audit firm as a trainee and attended an in-house auditing training programme. You have learnt that audit risk and materiality are two important factors in determining the amount of audit work performed by auditors in conducting audits of financial statements. You have also learnt that auditors should obtain sufficient appropriate evidence to support their audit opinion and that all work carried out by auditors should be properly documented.

Currently, you are involved in an audit engagement, the client’s principal activities are the wholesaling and retailing of computers and accessories as well as various digital products. You are responsible for auditing the inventory section.
You found that there is an agreement signed by the client with a third party just after the year end date. A huge number of products were sold at a price lower than the total cost. The gross loss of all these products amounted to $500,000. The management said that the goods were sold after the financial year end, therefore, no adjustment on the inventory value is required. Also, the total assets of the company are $80 million and the profit before tax is $1 million. Compared with the total assets, the amount of $500,000 is clearly immaterial. The management will not consider any write down of the inventories.

Required:

(a)
The audit manager assessed the inherent risk in respect of the (existence and (valuation assertions of the inventory balance are not low. Please suggest the reasons for his assessments.
(2 marks)

(b)
According to the audit risk model, both the inherent risk and control risk should be considered for determining the nature of further audit procedures and the audit approach. For the inherent risk discussed in part (a), what control activities do you expect to exist to lower the risks of material misstatement at the assertion level?
(4 marks)

(c)
Evaluate the management’s argument that the amount of $500,000 is immaterial.



(4 marks)

(d)
If the auditor disagrees with the management’s argument and considers that the inventory value is overstated by $500,000, what are the key elements that would be include in the opinion section of the auditor’s report?
(4 marks)

(e)
According to HKSA 230 (Clarified), the auditor should prepare, on a timely basis, audit documentation that provides:
· A sufficient and appropriate record of the basis for the auditor’s report; and

· Evidence that the audit was planned and performed in accordance with HKSAs and applicable legal and regulatory requirements.

What are the purposes of preparing audit working papers?
(6 marks)


(HKIAAT PBE Paper III Auditing and Information Systems December 2010 Q3)

Question 12
The firm of WM & Co., your employer, is the external auditor of North West Limited (NWL) which is a company in the manufacturing and retail business.

You have worked on this audit assignment for a few years and this year you are the senior in charge of the audit. You have to prepare the audit plan. The audit team consists of three members. You decide to let the senior assistant carry out the preliminary risk assessment procedures. The other assistant, Mary, a newly recruited accounting graduate, has no practical experience. Mary requested you to assign more tasks to her as she wants to accumulate more experience. She is confident that she can carry out the tasks effectively and efficiently because her boyfriend works at NML as the accounting manager.

Required:

(a)
What are the purposes of analytical procedures to be applied as part of risk assessment procedures at the planning stage?
(6 marks)

(b)
State some preliminary analytical procedures that may be performed by auditors.



(4 marks)

(c)
What is auditor’s independence? Explain why it is essential for an auditor to be independent of his or her assurance clients?
(6 marks)

(d)
What is the independence issue in this case and how should the issue be solved?



(4 marks)



(HKIAAT PBE Paper III Auditing and Information Systems June 2011 Q3)
Question 13
An audit firm, ABC & C0., was approached by a company, S&P Limited, to replace the previous auditor. S&P Limited is engaged in the fashion business. S&P Limited purchase clothes from various suppliers and sells clothes to the public. In order to provide greater variety of products, they purchase clothes and accessories from different suppliers. S&P Limited has shops in more than 50 locations in Hong Kong and mainland China. When negotiating the audit fee, the management of the company indicated that they have effective internal control and therefore the audit approach can be a less substantive one, even though there are numerous sales and purchase transactions occurred in a year.
Required:

(a)
According to HKSA 210 (Clarified), auditors shall take steps in order to establish whether (preconditions are present before accepting a new engagement. Identify the steps.


(6 marks)

(b)
Before accepting an engagement, auditors would normally obtain a preliminary knowledge of the industry and of the background of the entity. What are the sources for acquiring knowledge of a client’s business and industry?
(6 marks)
(c)
What is internal control?
(3 marks)

(d)
What are the five major components of internal control?
(5 marks)



(HKIAAT PBE Paper III Auditing and Information Systems June 2012 Q2)
Question 14
You have recently joined an audit firm as a trainee and have attended an in-house auditing training programme. You have learnt that audit planning can help to improve the efficiency and effectiveness of an audit. You have also learnt that auditors should obtain sufficient appropriate evidence to support their audit opinion and that all work carried out by auditors should be properly documented.

Currently, you are involved in an audit engagement. The client’s principal activities are the wholesaling and retailing of skin care products. You are assigned to audit the inventory section.

You find that there was a sales agreement signed by the client with a third party just after the financial year end date. A huge number of products were sold at a value below cost as these products were soon to expire. The gross loss of all these products amounted to HK$500,000. The management said that as the products were sold after the financial year end, no adjustment on the inventory value is deemed necessary. The total assets of the company are HK$100 million. The inventory loss of HK$500,000 compared with the total assets is clearly immaterial. The management will not consider any write down of the inventories. The profit before tax is HK$400,000 for the current year according to the draft financial statements.
Required:
(a)
Discuss the benefits of audit planning.
(6 marks)

(b)
Comment on the management’s argument that the amount of HK$500,000 is immaterial to the financial statements.
(4 marks)

(c)
In the training programme, you have learnt that three types of audit opinion may be relevant to the above situation.

There are (1) Unmodified Opinion (2) Qualified Opinion and (3) Adverse Opinion. Briefly explain each of them.
(6 marks)

(d)
Assuming that no significant issues were noted in relation to the other balances on the financial statements, which audit opinion is appropriate and what are the key elements that would be included in the opinion section of the auditor’s report?
(4 marks)


(HKIAAT PBE Paper III Auditing and Information Systems June 2014 Q2)

Chapter 6 Audit Evidence and Audit Testing
Question 15
An auditor obtains audit evidence by performing audit procedures to draw reasonable conclusions upon which to base the audit opinion. There are three major types of audit procedures, namely risk assessment, tests of control, and substantive procedures.

Required:

(a)
What are the purposes of each category of the three major types of audit procedure mentioned above?
(3 marks)

(b)
What are the relationships between the three major types of audit procedure mentioned above?
(6 marks)

(c)
What are the three major types of substantive procedure? Elaborate and provide one example of each type for the auditing of a mortgage bank loan and the related expenses.


(6 marks)

(d)
Among the following procedures, which one will not be applied as a risk assessment procedures and which one will not be applied as a test of controls procedure?

(i)
Management inquiry

(ii)
Analytical procedures

(iii)
Inspection of documents

(iv)
Re-performance

(v)
Observation



(2 marks)

(e)
Identify three aspects an auditor may consider for the measurement and review of an entity’s financial performance.
(3 marks)



(20 marks – approximately 36 minutes)


(HKIAAT PBE Paper III Auditing and Information Systems June 2009 Q2)

Question 16
Audit evidence is obtained from an appropriate mix of control tests and substantive procedures. Sufficiency and appropriateness are interrelated and apply to audit evidence obtained from both control tests and from substantive procedures.

Required:

(a)
Briefly describe “sufficiency” and “appropriateness” in the context of audit evidence.



(2 marks)

(b)
Give FOUR factors which may influence the auditors’ judgement as to what is sufficient appropriate audit evidence.
(4 marks)

(c)
Define the term “expert”. Why do auditors need to use the work of an expert? Give TWO examples of the work of an expert.
(4 marks)

(d)
How would the auditors assess the appropriateness of the expert’s work as audit evidence regarding the financial statement assertion being considered?
(5 marks)

(e)
Discuss the general consideration of reliability of audit evidence.
(5 marks)

Question 17
“Auditors should apply analytical procedures at the planning and overall review stages of the audit.”
In addition to analytical procedures, auditors can obtain audit evidence using other types of audit procedures.

Required:
a.
What is the meaning of “analytical procedures”?
(2 marks)

b.
What are the purposes of using analytical procedures?
(3 marks)

c.
How can analytical procedures assist the auditors in each of the following items?

(i)
Understanding the client’s industry and business;

(ii)
Assessment of entity’s ability to continue a going concern; and

(iii)
Indication of the presence of possible misstatements in the financial statements.



(6 marks)

d.
State FIVE factors that auditors would consider when planning to perform analytical procedures as substantive procedures.
(5 marks)

e.
State the shortcoming of the analytical procedure of comparing the account balance of the current year with the account balance of the previous year. Name another analytical procedure that can overcome this shortcoming.
(2 marks)

f.
Give TWO types of audit procedures, other than analytical procedures, that can enable auditors to obtain audit evidence.
(2 marks)



(Total 20 marks)
Chapter 7 Audit Sampling
Question 18
You are an audit manager of ABC & Co. You are responsible for the audits of several clients of ABC & Co. ABC & Co has focused their attention in conducting cost-effective audits by having adequate planning for every audit.

In the audit of year-end accounts receivable for Peter Limited, you ascertained that there are 3,200 active customer accounts. Of these, 200 accounts are $50,000 and above and 3,000 are below $50,000, including 180 accounts with zero balances and 20 accounts with negative balances. You intend to use stratified sampling and monetary unit sampling for the selection of 40 customer accounts for positive customer account confirmation purposes. You wish to have coverage of a large proportion of accounts receivable in terms of dollar values. You also wish to have a reasonable spread of other accounts.
In the audit of the sales transaction cycle for Stella Limited, you intend to test the postings of a sample of 20 credit notes to customer accounts. You ascertained that all credit notes used in the period are pre-numbered and the first credit note used in the period is numbered CN2701, while the last one is numbered CN3980. There were no credit note cancellations in the period. You intend to use interval sampling with random start as the basis for the sample selection.
Required:

(a)
Discuss the benefits of audit planning.
(6 marks)

(b)
What is sampling risk? Explain sampling risk in both test of controls and substantive tests contexts.
(3 marks)

(c)
What is the objective of stratification? Discuss how stratified sampling and monetary unit sampling can be used for the selection of the accounts receivable of Peter Limited for customer confirmation.
(7 marks)
(d)
Provide two advantages of monetary unit sampling.
(2 marks)

(e)
To test the postings of Stella Limited, and assuming that CN2703 is the first sample item, list the sample of credit notes with credit note numbers smaller than CN3000 that will be selected.
(2 marks)


(HKIAAT PBE Paper III Auditing and Information Systems December 2010 Q2)

Question 19
Audit sampling deals with the auditor’s use of statistical and non-statistical sampling when designing and selecting the audit sample, performing tests of controls and tests of details, and evaluating the results from the sample. When using audit sampling, sample size is dependent on various factors.
Required:

(a)
Explain sampling risk in the case of test of controls and in the case of test of details.



(5 marks)

(b)
How does each of the following factors influence the sample size for test of controls?

(i)
An increase in the extent to which the auditor’s risk assessment takes into account relevant controls.

(ii)
An increase in the expected rate of deviation of the population to be tested.



(6 marks)

(c)
How does each of the following factors influence the sample size for test of details?
(i)
An increase in the auditor’s assessment of the risk of material misstatement.

(ii)
An increase in the use of other substantive procedures directed at the same assertion.

(iii)
An increase in the auditor’s desired level of assurance that tolerable misstatement is not exceeded by actual misstatement in the population.



(9 marks)



(HKIAAT PBE Paper III Auditing and Information Systems June 2012 Q5)
Question 20
You have worked on the audit for Parkes Limited, a company selling digital products to more than one hundred retail shops on credit terms. Customers settled the accounts by sending cheques to the company. You have been the manager-in-charge of this audit client for more than three years. You decided to assign some audit work relating to the cash section and the accounts receivable section to Mary, a fresh university graduate who has no prior audit experience. You need to explain in detail the audit procedures to be performed and the concept of audit sampling to Mary in order to maintain the efficiency of the audit assignment.

Required:

(a)
What are the possible control activities for cheque receipts in the above case?
(4 marks)

(b)
Explain sampling risk in the case of test of controls and in the case of test of details.



(5 marks)

(c)
How does each of the following factors influence the sample size for a test of controls? Briefly explain.

(i)
An increase in the extent to which the auditor’s risk assessment takes into account relevant controls.

(ii)
An increase in the expected rate of deviation of the population to be tested.



(6 marks)

(d)
List the general audit procedures that should be performed on the bank reconciliation statements.
(5 marks)



(HKIAAT PBE Paper III Auditing and Information Systems June 2014 Q5)

Chapter 8 Internal Control Evaluation
Question 21
According to HKSA 315 “Understanding the Entity and its Environment and Assessing the Risks of Material Misstatement”, auditors should obtain an understanding of the entity and its environment, including its internal control, sufficient to identify and assess the risks of material misstatement of the financial statements whether due to fraud or error, and sufficient to design and perform further audit procedures.

Required:

(a)
Briefly explain the term “control environment”.
(5 marks)

(b)
Why do auditors need to obtain an understanding of the control environment?



(2 marks)

(c)
In evaluating the design of the entity’s control environment, what elements should the auditors consider?
(5 marks)

(d)
State FOUR limitations on the effectiveness of internal controls.
(4 marks)

(e)
Who should be primarily responsible for the prevention and detection of fraud and errors?



(2 marks)


(HKIAAT Paper 8 Principles of Auditing & MIS June 2009 C2 (a) to (e))

Question 22
An internal control system extends beyond those matters that relate directly to the functions of the accounting system and comprises the control environment and the control procedures.
Required:

(a)
Describe control environment.
(3 marks)

(b)
Describe control procedures.
(2 marks)

(c)
Explain the importance of a strong control environment.
(2 marks)

(d)
List THREE factors reflected in the control environment.
(3 marks)


(HKIAAT Paper 8 Principles of Auditing & MIS Pilot Paper 2008 C1)

Question 23
You are an audit manager of ABC & Co. You are responsible for the audit of SHE Limited which is a client of ABC & Co. ABC & Co has focused their attention on conducting cost-effective audits by having adequate planning for every audit.

SHE Limited owns many shopping arcades in Hong Kong and mainland China, all are used to earn rental income. A lot of resources are allocated to set up a good internal control system for the collection of rental income.

Required:

(a)
Discuss the benefits of audit planning.
(4 marks)

(b)
SHE Limited adopts the fair value model for the accounting of the investment properties. The auditor has decided to use an expert’s services regarding the fair value of the investment properties.

What matters should be agreed between the auditors and auditor’s expert before commencement of service?
(6 marks)

(c)
Assess (high, medium or low), with reasons the inherent risk of material misstatement of the existence of SHE Limited’s investment properties.
(5 marks)

(d)
State the FIVE components of internal control.
(5 marks)



(HKIAAT PBE Paper III Auditing and Information Systems December 2014 Q5)
3

