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MARK PLAN AND EXAMINER’S COMMENTARY  
 
The marking plan set out below was that used to mark this question. Markers were encouraged to use 
discretion and to award partial marks where a point was either not explained fully or made by implication. 
More marks were available than could be awarded for each requirement. This allowed credit to be given for a 
variety of valid points which were made by candidates.  
 

General comments 
The pass rate was comparable with recent sittings with the short-form questions (SFQ) scoring the highest 
average mark. Candidates continue to demonstrate strengths in the areas of ethics, audit reporting and 
the identification of key audit risks. However, many candidates failed to use detailed analytical procedures 
to justify the audit risks in answers to question 7(b) and lost marks. It was pleasing to note a significant 
improvement in the standard of answers to the SFQs compared to recent sessions with an increase in the 
number of candidates presenting their answers in note form. However, many candidates continue to waste 
time writing lengthy answers to the SFQs thereby leaving themselves short of time for the long-form 
questions. Consequently, there was an increase in the number of candidates presenting scripts that 
displayed time pressure at the end of the paper. 

 
Short Form Questions (SFQ) 
Total Marks: 20 
 

SFQ1 

 
Identify ethical issues 

 Statement represents “lowballing” 

 Not prohibited by Code of Ethics 

 ES4 states that audit fee must not be influenced by the actual or potential provision of other 
services 

 Audit quality may be compromised to stay within budget  

 Threat to professional competence and due care 

 Risk of audit failure/inappropriate opinion 

 If non-audit services obtained, objectivity may be impaired leading to: 
o self-interest threat 
o self-review threat 
o management threat 
o advocacy threat. 

 

Most candidates appreciated that the firm's policy represented lowballing and that such a policy had 
associated risks in respect of audit quality. However, many candidates failed to identify that this 
represented a threat to the fundamental principle of professional competence and due care. Weaker 
candidates wasted time writing at length about fee dependency and the related thresholds. A minority of 
candidates incorrectly stated that the policy related to charging fees on a contingent basis. These 
candidates did not appreciate that lowballing relates to setting a fee below the market rate whereas a 
contingent fee relates to an arrangement under which a fee is calculated on a pre-determined basis 
relating to the outcome or result of a transaction or other event, or the result of work performed. 
Furthermore, contingent fees are not permitted in respect of assurance work. 

 
Total possible marks ½ mark per point 
Maximum full marks  

 
5½ 
3 

 
SFQ2 

 
Setting targets to progress within a firm 
Threat 

 Self-interest threat 

 Incentive for progression within the firm. 
 
Explanation 

 Senior employees may push services not required by the client/exaggerate the benefits of non-
audit services 

 Audit quality may suffer/errors may be overlooked/senior employees may be reluctant to raise 
contentious issues. 
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Is arrangement appropriate? 

 Not appropriate 

 No safeguards possible 

 For each audited entity, ES4 states that the audit firm shall establish a policy to ensure that: 
o objectives of the members of the team do not include selling non-audit services 
o criteria for evaluating performance or promotion of the members of the audit team do not 

include success in selling non-audit services 
o no specific element of remuneration of the members of the audit team is based on 

success in selling non-audit services. 
 

This question was generally well answered as the majority of candidates identified the self-interest threat 
to the objectivity of the senior employees within the firm and that the arrangements were inappropriate. 
Many of these candidates also appreciated that there was a risk to audit quality. However, the points most 
commonly overlooked were those relating to the risk of exaggerating the claims regarding the benefit of 
non-audit services and the promotion of services not required by the client. The requirement in the 
question was to identify "the threat" implying that only one threat was required. However many candidates 
strayed beyond the requirement by listing a number of threats to the firm's objectivity in respect of the 
provision of non-audit services and the safeguards to such threats and scored no marks for these points. 
Disappointingly, a small number of candidates incorrectly stated that, with safeguards, the arrangement 
was appropriate. 

 
Total possible marks ½ - 1 mark per point 
Maximum full marks 

 
6 
3 

 
SFQ3 

 
Whether reliance can be placed on an expert’s valuation 

 Perform background checks on the expert and consider: 
o independence and objectivity 
o qualifications 
o experience/competence/expertise and  
o reputation/credibility 

 Obtain a copy of the valuer’s report 

 Consider reasonableness of the basis of valuation/assumptions 

 Review the valuer’s letter of engagement and determine appropriateness of scope 

 Compare valuation to the value of other similar properties in the locality 

 Consider the use of an auditor’s expert. 
 

The majority of candidates identified the need to consider the credentials of the management's expert, in 
particular, his/her experience, qualifications and objectivity and to research the valuation of other similar 
properties in the locality. The points most commonly overlooked were those relating to obtaining a copy of 
the expert's report and reviewing the terms of the engagement between the audited entity and the expert. 

 
Total possible marks ½ mark per point 
Maximum full marks  

 
5 
3 

 
SFQ4 
 
Invitation to become financial controller 
 
Threats to objectivity 

 Familiarity threat:  
o relationship too close with Bluebirds 
o knows the audit team 
o audit team is insufficiently sceptical 

 Self-interest threat:  
o offer may be withdrawn  
o may overlook errors 

 Intimidation threat: 
o pressure on team members to accept financial controller’s point of view/reluctant to 

challenge 
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Addressing the issues 

 Immediately remove the manager from the audit team 

 Review work undertaken by manager 

 Review the composition of audit team 

 Independent partner review 

 Resign if independence is compromised. 

 
Many candidates scored full marks on this question because they were able to identify the self-interest, 
familiarity and intimidation threats. Most of these candidates went on to provide plausible explanations of 
these threats but some candidates struggled to explain the intimidation threat and simply stated that "the 
manager may intimidate former colleagues" which was not sufficient to earn a mark for the explanation. A 
minority of candidates confused the situation with that of the engagement partner appointed to a key 
management position within the audited entity and consequently concluded, incorrectly, that the firm 
should immediately resign as auditor. This is not the case when the appointment involves the audit 
manager. 

 
Total possible marks ½ mark per point 
Maximum full marks 

 
7 
3 

 
SFQ5 

 
Implications for the auditor’s report on financial statements 

 Material 

 10.3% of total assets. 

 No provision required 

 As outflow is only possible/cannot be measured reliably. 
If adequately disclosed 

 Report modified 

 Unmodified opinion 

 No disagreement or limitation on scope 

 Significant or material uncertainty/fundamental to users' understanding 

 Include emphasis of matter paragraph 

 After opinion 

 Drawing the users’ attention to the note 

 Brief description of the circumstances 

 Specific statement that the opinion is not qualified. 
If no disclosure 

 Modify opinion 

 Qualified/except for 

 Material misstatement/disagreement 

 Not pervasive 

 Described in basis of qualified opinion paragraph. 
 

The candidates who appreciated that the potential liability should be disclosed as a contingent liability 
tended to score full marks. These candidates then identified that an emphasis of matter paragraph was 
required when there was adequate disclosure in the financial statements and that a modified opinion was 
required when there was no disclosure. A minority of candidates continue to confuse an emphasis of 
matter paragraph (used to draw attention to a matter already disclosed in the financial statements) which 
is positioned after the opinion and a basis for modification paragraph (used to explain a modification to the 
opinion) which is positioned before the opinion. Some candidates wasted time discussing whether the 
entity was a going concern. 

 
Total possible marks ½ mark per point 
Maximum full marks 

 
6 
4 
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SFQ6 

 
Importance of assessing the integrity of a prospective client’s management 
 

 Required by ISA 220/ISQC1  

 Reduces engagement risk 

 Reduces the risk of: 
 

o investigation of the firm by the regulatory bodies 
o claims for damages from parties suffering a loss as a result of relying on the audit opinion 
o loss of audit firm’s reputation  
o  inappropriate opinion 

 

 A lack of integrity may be indicative of: 
 

o an aggressive interpretation of accounting standards/management bias 
o a weak control environment 
o an inappropriate limitation on scope of work 
o criminal/money laundering activities/fraud 
o unreliable management representations. 

 

This was the least well answered of the short-form questions, mainly due to the failure to cover sufficient 
points. The points most commonly identified were those relating to management bias, fraud and the 
unreliability of management representations. The points most commonly overlooked were those relating to 
engagement risk, such as exposure to claims for damages and regulatory investigations. Furthermore, 
only a minority of candidates cited that the assessment of management integrity is required by ISA 220 
and ISQC1. A number of candidates wasted time citing procedures to be undertaken to assess 
management integrity. There were no marks for these points as they were not within the scope of the 
requirement to "explain why it is important for the firm to assess the integrity of management." 

 
Total possible marks ½ mark per point 
Maximum full marks 

 
5½ 
4 



 Audit and Assurance - Professional Level – December 2014 

Copyright © ICAEW 2014 All rights reserved  Page 5 of 17 

Question 7 
Total Marks: 40 
 

General comments 
This was the highest scoring long-form question on the paper with a number of excellent answers to parts 
(b) and (c).  
 
Question 7a  

 
State the responsibilities of an outgoing firm of external auditors relating to a change of 
appointment as set out in the ICAEW Code of Ethics. Give reasons for each of the responsibilities. 

 
Obtain authority from the company to discuss Hyena’s affairs with the incoming auditor. This authority is 
required to comply with the fundamental principle of confidentiality. If Hyena refuses to grant permission to 
discuss the client’s affairs, this should be reported to the incoming auditor to alert him/her that the client 
may be hiding information. 
 
Answer promptly any communication from the incoming auditor about the client’s affairs. A prompt 
response will avoid the perception of lack of professionalism and assist in a smooth changeover. Record 
in writing any discussions with the incoming auditor to provide evidence if questioned in the future.  
 
Confirm whether there are any matters about which the incoming auditor ought to know, explaining them 
meaningfully (honestly and unambiguously) or confirm there are no such matters. Matters to be disclosed 
may include:  
 

o unlawful acts by Hyena 
o unpaid fees 
o differences of opinion. 

 
This ensures that the incoming auditor is in full possession of the facts and can therefore make an 
informed decision. 
 
If the outgoing auditor has made one or more suspicious activity reports relating to money laundering or 
terrorism, the outgoing auditor should not disclose that fact to avoid the offence of tipping off. 
 
Transfer promptly all books and records belonging to the company (unless the outgoing auditor is 
exercising a lien for unpaid fees) so that the company can comply with statutory requirements regarding 
adequate accounting records. 
 

Answers to this part of the question were of a mixed standard. A number of candidates incorrectly 
identified duties of the outgoing auditor required by Companies Act 2006, even though these were 
specifically excluded by the requirement. Stronger candidates were able to identify correctly a number of 
responsibilities of the outgoing firm such as seeking permission from Hyena to respond to the incoming 
auditor, answering communications promptly and confirming whether there are any matters which the 
prospective auditor ought to be aware. A significant proportion of stronger candidates also provided 
appropriate reasons why such responsibilities were necessary. However, some candidates failed to 
address this part of the requirement and therefore failed to earn the higher skills marks available for giving 
reasons. The most commonly overlooked points were those relating to the possibility of the client refusing 
permission to discuss its affairs with a prospective auditor and that this fact should be reported to the 
prospective auditor so that he/she is aware that the client may be hiding information and the importance of 
not disclosing suspicious activity reports. 

 
Total possible marks 
Maximum full marks 

 
14½ 

6 
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Question 7b 

 
Justify why the items listed as (1) to (3) in the scenario have been identified as key areas of audit 
risk and, for each item, describe the procedures that should be included in the audit plan in order 
to address those risks.  
 
Revenue 
Justification 
Revenue has increased by 23.9% compared 
to the prior year. This is out of line with the 
revenue growth of 5% per annum in the 
previous five years and the increase in the 
number of fitness clubs of 11.1%. This is 
material and suggests an overstatement of 
revenue. The potential overstatement of 
revenue is supported by the detailed 
analytical procedures set out below. 
 
As a result of systems issues, some monthly 
subscriptions were taken twice and revenue 
may be overstated if all refunds have not 
been paid or properly recorded.  
 
The payment received in advance for annual 
subscriptions may lead to inappropriate 
revenue recognition if the full subscription is 
recognised as revenue in the year of receipt. 
Consequently revenue may be overstated. 
 
Cash taken at club receptions may lead to an 
understatement of revenue if cash is 
misappropriated and not recorded. 
 
Detailed analytical procedures 
 
Revenue – expectation of revenue in 2014 
Average revenue per club in 2013 = £562.5K 
(75,937/135) 
Expected average revenue per club in 2014 
= £590.6K (562 x 1.05) 
Total expected revenue = £88,593K (591 x 
150) 
Actual revenue is £5,530K above expectation 
(94,123 – 88,593) 
This is 35.6% of profit before tax 
 
Revenue – comparing revenue per club 
Average revenue per club in 2013 = £562.5K 
(75,937/135) 
Average revenue per club in 2014 =£627.5K 
(94,123/150 ) 
Revenue up by 11.6% ((627.5-56.5)/562.5) 
 
(Note candidates were given credit for slightly 
different answers where figures had been 
rounded in the workings). 

 
Procedures 

 Discuss with directors the reasons for 
the rise in revenue 

 Substantiate explanations given, for 
example, whether new clubs are busier 

 Obtain breakdown of revenue by:  
o pay-as-you go 
o monthly subscriptions 
o annual subscriptions 
o fitness club 

 Compare with previous year (where 
relevant)/budget 

 investigate significant variances 
 

Cash/Debit cards taken at club receptions 

 Evaluate and test controls over cash 
taken at receptions/review internal audit 
work in this area 

 Compare records of takings/till records 
with bankings  

 Investigate delays in banking 
 

Monthly subscriptions 

 Evaluate and test controls over system 
for recording monthly subscriptions 

 Inspect workings regarding refunds and 
corresponding journals 

 Discuss with management steps taken 
to prevent recurrence 

 Analytical procedures, for example, 
number of members (per list of 
members) x annual subscription 
 

Annual package 

 Evaluate and test controls over revenue 
recognition/deferred revenue 

 Agree cash received to bank statement 

 Trace transfer of revenue from deferred 
revenue to revenue account  

 For a sample of subscriptions, check 
correct amount of revenue/deferred 
revenue recognised. 
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Payroll 
Justification 
Payroll costs have risen by 6% but this is 
inconsistent with the 2% pay rise, the 11.1% 
increase in the number of clubs and the 
10.2% increase in the number of employees. 
This is material and suggests an 
understatement of gross pay. The potential 
understatement of payroll is supported by the 
detailed analytical procedures set out below. 
 
A number of deficiencies were highlighted by 
the internal audit function in the first half of 
the year. There is a risk that data may have 
been incorrectly transferred to the payroll 
system at Zebra. Furthermore, there may be 
issues obtaining access to systems at, and 
information produced, by Zebra. 
 
Detailed analytical procedures 
 
Expectation of total payroll in 2014 
Average pay in 2013 = £17,588 
(47,225/2685) 
Expected average pay in 2014 = £17,940 
(17,588 x1.02) 
Total expected pay in 2014 of £53,085k 
(17,940 x 2959) 
Actual pay is £2,935k lower than expectation 
(50,150-53,085) 
This is 18.9% of profit before tax  
 
Expectation of average pay in 2014 
Average pay in 2013 =£17,588 (47225/2685) 
Expected average pay in 2014 = £17,940 
(17,588 x1.02) 
Average pay in 2014= £16,948 
(50,150/2,959) 
Actual pay is £992 lower than expectation 
(17,940-16,948)  
 
Average pay 
Average pay in 2013 =£17,588 
(47,225/2,685) 
Average pay in 2014= £16,948 
(50,150/2,959) 
Payroll costs down by 3.6% ((16,948-
17,588)/17,588) 
 
Pay per club 
Pay per club in 2013= £349,814 (47,225/135) 
Pay per club in 2014 =£334,333 (50,150/150) 
Pay down by 4.4% ((350-334)/350) 
 
Average employees per club 
Average number in 2013 =19.89 (2,685/135) 
Average number in 2014 =19.73 (2,959/150) 
Reduction of 0.16 or 0.8% 
 
(Note candidates were given credit for slightly 
different answers where figures had been 
rounded in the workings). 

 
Procedures 

 Evaluate and test controls over payroll 
processing 

 Review the work of the internal audit 
function 

 Sample check on calculations 

 Review monthly breakdown of payroll 
and compare with budgets 

 Audit procedures to cover: 
o payroll figures prepared by 

Hyena for period 1 Dec 2013 
to 31 May 2014 (old system) 

o payroll figures prepared by 
Zebra for period 1 June 2014 
to 30 Nov 2014 (new 
system) 

o accuracy of transfer of data 
at 1 June to new system 

o accuracy of transfer of any 
standing data to new system 

 Obtain an understanding of services 
provided by Zebra  

 Assess Zebra’s reputation/competency 

 Ascertain access to information held by 
Zebra 

 Obtain payroll reports produced by 
Zebra 

 Evaluate and test controls at Zebra  

 Review reports on controls produced by 
Zebra’s auditors, if available (i.e. type 1 
/type 2 reports)  
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Fitness equipment 
Justification 
The carrying amount of equipment has 
increased by 29.8%. This is inconsistent with 
the 11.1% increase in the number of clubs. 
This is material and suggests that equipment 
could be overstated or impaired. The 
potential overstatement of equipment is 
supported by the detailed analytical 
procedures set out below. 
 
The depreciation charge for the year of 
16.5% of the net book value of equipment 
compared to the previous year of 20.8% 
seems low, and this suggests an 
understatement of depreciation.  
 
Equipping the clubs with the latest equipment 
may result in obsolete or impaired items 
which need to be written down.  
 
The equipment is imported from 
manufacturers who invoice in US dollars 
which could result in translation errors.  
 
The capitalisation of own employee costs for 
installation may be inappropriate.  
 
The loss on sale of the equipment indicates 
that useful economic lives (UEL) may be too 
long or the estimate of residual values too 
high. The cost and accumulated depreciation 
on disposals may not be correctly eliminated 
from the non-current asset register. 
 
Detailed analytical procedures 
 
Expectation of the book value of equipment  
Book value in 2013 = £9,049 (135 clubs) 
Expected in 2014 = £10,054 (9,049/135 
x150) 
Actual equipment is £1,695 above 
expectation (11,749-10054) 
 
Comparing equipment by club 
Equipment per club in 2013= £67,030 
(9,049/135) 
Equipment per club in 2014 =£78,327 
(11,749/150) 
16.8% increase 
 
(Note candidates were given credit for slightly 
different answers where figures had been 
rounded in the workings). 

 
Procedures 

 For a sample of additions in the year 
vouch amounts to the purchase invoice 

 Inspect the non-current asset register to 
check that items disposed of have been 
removed from the register  

 For a sample of items purchased from 
overseas suppliers, recalculate the 
foreign exchange translation and trace 
the rate used to a reliable independent 
source 

 Confirm with management its intention 
to continue to replace items after five 
years and that five years is a 
reasonable basis for estimating UEL 

 Select a sample of fitness equipment on 
the asset register and physically inspect 

 Confirm equipment is still in use and not 
impaired 

 Recalculate depreciation charge  

 Vouch capitalisation of employee costs 
to employee timesheets 

 Ensure all costs capitalised meet the 
recognition criteria 

 Inspect evidence of impairment reviews 
undertaken by management. 

 

 
 
 

General 
Justification 
The firm did not audit the prior year financial 
statements and opening balances, in relation 
to fitness equipment, may be misstated. 

 
Procedures 

 Review outgoing auditor’s working 
papers, if available. 
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Answers to this part of the question were generally good and many candidates were able to provide a 
number of justifications as to why an item had been identified as a key area of audit risk. These 
candidates then cited a range of procedures to address audit risks that were both adequately explained 
and relevant to the justification of the audit risk. However, weaker candidates continue to cite vague audit 
procedures not linked to the audit risk. 
 

Whilst it was pleasing to note that the majority of candidates attempted to make some use of the financial 
information provided in the scenario, this was often restricted to a comparison of the 2014 figures against 
the previous year. Only a small number of stronger candidates earned the higher skills marks available for 
performing more detailed analytical procedures by using the additional information given in the scenario to 
assist with analysis. These candidates frequently scored maximum marks by, for example, calculating an 
expectation of revenue based on the prior year increase in revenue and the increase in the number of 
clubs or an expectation of payroll based on the average number of employees and the company-wide pay 
rise. A number of candidates did not present their workings for the detailed analytical procedures and 
consequently lost marks when the incorrect answer was given. Weaker candidates proposed performing 
analytical procedures, without elaboration, either to justify the audit risk or as a procedure to address the 
risk but failed to appreciate that the information was available in the scenario to enable them to do this. 
 

Many candidates overlooked that the firm had recently been appointed as external auditor and that 
obtaining assurance over opening balances in respect of fitness equipment may be an issue.  
 

Revenue 
Most candidates were able to provide a number of reasons to justify why revenue was a key area of audit 
risk including making use of basic analytical procedures. The most commonly overlooked justification point 
was that misappropriation of cash from pay-per-session receipts might lead to an understatement of 
revenue.  
 

The most commonly overlooked audit procedures were investigating delays in baking of cash takings and 
tracing the transfer of revenue from deferred revenue to the revenue account in respect of the annual 
membership packages. 
 

Payroll 
Most candidates were able to provide a number of reasons to justify why payroll was a key area of audit 
risk, including making use of basic analytical procedures such as comparing the increase in payroll costs 
with the increase in number of clubs and/or the increase in the number of employees and the fact this was 
inconsistent with the 2% annual pay increase. Most candidates also correctly identified that deficiencies in 
the payroll system, highlighted by the internal audit function, increased the risk of misstatement. A 
significant number of candidates also cited the outsourcing of payroll to a payroll service organisation as a 
justification of why payroll was a key area of audit risk. However, this was insufficient to earn the marks 
available since the payroll service organisation may have reduced risk in this area. To earn the marks 
available, candidates were required to identify that errors may have occurred when transferring payroll 
data part way through the year and that obtaining audit evidence from a third party may be more difficult. 
 

Audit procedures in respect of payroll were the weakest of the three key areas identified. The majority of 
candidates earned the marks available for evaluating and testing the controls over payroll processing, 
reviewing the internal audit report and performing sample checks on calculations. However, there were a 
number of audit procedures that were commonly overlooked in respect of the outsourced payroll. These 
included testing the accuracy of the transfer of payroll data to Zebra, the service provider, obtaining an 
understanding of the competency of Zebra, ascertaining what evidence would be available from Zebra and 
reviewing reports on the payroll system by Zebra’s auditor. The majority of candidates also failed to 
identify or explain that the firm’s audit procedures would need to cover both the period to 31 May, when 
the payroll system was operated by the client, and the period from 31 May to 30 November, when the 
payroll had been outsourced.  
 

Fitness equipment 
Answers relating to the justification of audit risk for fitness equipment were generally good with the 
majority of candidates identifying a number of appropriate factors. The most commonly overlooked 
justification was that the company’s policy of replacing equipment every five years may result in obsolete 
equipment. Candidates were also able to cite a number of appropriate audit procedures to address the 
risks. However, a number of candidates failed to consider the direction of testing between the physical 
asset and asset register, for example tracing physical assets to the items included in the asset register 
instead of tracing items in the asset register to the physical asset which is more appropriate given the 
identified risk of overstatement. The most commonly overlooked audit procedure was inspecting evidence 
of impairment reviews undertaken by management. 

 
Total possible marks (plus 28 marks for detailed analytical procedures) 
Maximum full marks 

 
64½ 
26 
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Question 7c 

Explain the threats to objectivity of the audit firm arising from the matters listed as (i) to (iii) in the 
scenario and describe the safeguards, if any, that should be put in place to mitigate those threats. 
 
Engagement partner appointed as non-executive director 
Threats  
The appointment of the engagement partner as a non-executive director presents a management threat. 
The partner would be expected to make decisions as a non-executive director and the audit firm’s position 
would become closely aligned with the views and interests of management.  
 
Safeguards 
The firm must refuse the request for the partner to join the board as a non-executive director whilst 
continuing as a partner in the firm. Dual employment is prohibited by Ethical Standard 2 and by the 
Companies Act 2006. As a non-executive director, the partner will be involved in taking decisions and, 
consequently, the management threat is insurmountable. The partner could attend meetings solely in 
connection with audit matters acting in his/her capacity as the engagement partner providing advice only 
and not voting when a decision is required. 
 
Calculation of amounts to be included in respect of taxation in the financial statements 
Threats  
A self-review threat arises when the results of a non-audit service performed by the external auditors are 
reflected in the amounts included or disclosed in the financial statements, such as the tax charge in the 
statement of profit or loss or the tax liability included in the statement of financial position. Audit staff may 
be reluctant to identify shortcomings in their colleagues’ work or may place too much reliance on that work 
without checking it. A management threat also arises if members of the firm are expected to make 
decisions on behalf of management.  
 
Safeguards 
The tax services should be provided by partners and staff who have no involvement in the external audit of 
the financial statements. In addition, the work should be reviewed by an independent partner or senior 
staff member with appropriate expertise. Alternatively, if the tax computations are prepared by the audit 
team they must be reviewed by a partner or senior tax employee, who is independent of the audit team. 
The firm should ensure that the management of Hyena is “informed”, ie. designated members of 
management have the capability to make management judgements and decisions on the basis of the 
information provided. However, if the management threat is too great, the work must be refused. The 
ethics partner should be consulted for his/her view as to whether objectivity has been compromised. 
 
Free one-year package to a fitness club 
Threats  
The gift creates a self-interest threat, unless the value is clearly insignificant. There is an incentive not to 
upset the client by, for example, overlooking any errors for fear of losing the gift. Ethical Standard 4, Fees, 
remuneration and evaluation policies, litigation, gifts and hospitality states that those in a position to 
influence the conduct and outcome of an audit cannot accept such gifts. The firm should consider whether 
it is probable that a reasonable and informed third party would conclude that objectivity is likely to be 
impaired. This appears to be likely in the case of a full year's membership of a fitness club. 
 
Safeguards 
The firm should decline the offer of the free subscription. There are no safeguards that could be put in 
place to reduce the threat to objectivity. In addition, the firm should consider whether the offer has any 
impact on its assessment of management’s integrity. The firm should have established policies in place on 
the nature and value of gifts that may be accepted and the ethics partner should be consulted to confirm 
that these policies are adequate. 
 

 
Answers to this part of the question were good although there was evidence of a number of candidates 
who adopted a “scatter-gun” approach to the threats to objectivity, resulting in identification of a number of 
inappropriate threats. The majority of candidates correctly identified that it was inappropriate for an 
engagement partner to be appointed as a non-executive director due to an insurmountable management 
threat and that dual employment is prohibited by Ethical Standard 2 and the Companies Act 2006. 
However, only stronger candidates earned the marks available for stating that the engagement partner 
could attend audit committee meetings providing it was in his/her capacity as engagement partner and of 
an advisory nature only.  
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The majority of candidates also correctly identified and explained the self-review and management threats 
with respect to the firm preparing tax calculations. However, a significant minority of candidates wasted 
time discussing self-interest and advocacy threats for which no marks were available. The most commonly 
overlooked safeguard in this scenario was the documentation of informed management. 
 
The self-interest threat in relation to the gift of a free year’s membership of a fitness club was correctly 
identified and explained by most candidates. However, very few candidates considered if it was probable 
that a reasonable and informed third party would conclude that objectivity was likely to be impaired or 
considered whether the offer of the gift impacted on the firm’s assessment of management’s integrity. A 
significant minority of weaker candidates either incorrectly concluded that the gift was not significant, and 
could be accepted, or failed to reach a conclusion on whether the gift was significant or not.  

 
Total possible marks 
Maximum full marks 

 
17 
8 
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Question 8 
Total Marks: 20 
 

General comments 
This was the least well answered long-form question particularly in respect of part b (i). A number of 
candidates presented incomplete answers to part a. 
 
Question 8a 

From the information provided in the scenario, identify the key receipts and payments that you 
would expect to be included in the cash flow forecasts for the five years ending 31 December 2019 
in respect of the expansion plans. For each receipt and payment, you should identify the specific 
matters you would consider when reviewing the reasonableness of the assumptions underlying 
that receipt or payment. 
 
Key receipts and matters to consider 
 
Funds received from bank 
The amount should be consistent with the amount needed to execute the expansion plan and the receipt 
should precede the start of the building work. 
 
Sale proceeds of playing fields 
This should be a prudent estimate and in line with the market value of similar land. The estimate should be 
checked to a valuer’s report, if available. Enquire if planning permission has been obtained for the playing 
fields as this will affect the valuation and inspect the planning permission application. Inspect 
correspondence with the developer for evidence of likelihood of the sale proceeding and any indication of 
the sales value. 

 
Government grant 
The timing of the receipt in the cash flow forecast should be after the completion of the new workshop and 
classrooms. The feasibility of completion by September 2016 should be assessed, referring to the grant 
letter where necessary for the detailed conditions of the grant. The size of the grant should be 40% of the 
building costs included in the cash flow forecast payments and this calculation should be checked. 
 
Student fees 
The receipt from student fees should be based on the number of students multiplied by the fee per student 
and this calculation should be checked. The number of students should be consistent with the capacity of 
new workshop and classrooms. The fee per student should be in line with current rates. Total fees should 
increase in September 2016 when the new building is in use and these should be in excess of the 
additional running costs incurred for the new workshop and classrooms.  
 
VAT receipts 
Enquires should be made as to the VAT status of the new building. An analytical procedure based on the 
VAT rate and the materials purchased should be performed. Repayments of VAT should be received at 
appropriate intervals, for example, quarterly or monthly. 
 
Key payments and matters to consider 
 
Interest on bank loan and repayments of capital 
Prudent assumptions should be made regarding interest payments, for example, in line with market rates 
or consistent with those cited in correspondence with the bank and should be  based on the principal 
outstanding. Repayments of capital should be consistent with those cited in correspondence with the 
bank. 
 
Demolition and clearance payments 
These payments should be based on the tenders received, which should be inspected. 
 
Building costs 
Enquiries should be made with the director of estates as to how he/she arrived at the estimate of building 
costs of £2,500 per square metre. The qualifications and experience of the director of estates should be 
considered and working papers, if available, reviewed. The estimate of £2,500 per square metre should be 
compared to building costs for other similar buildings and an independent surveyor or architect consulted 
to confirm whether this is a reasonable estimate.  
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The estimate should be checked to see if it is in line with design and architect’s plans, if available. The 
calculation of £2,500 per square metre multiplied by the size of the new building should be checked for 
accuracy. The timing of any retention payments in the cash flow forecast should also be considered. 
 
Quantity surveyor (project management) payments 
These costs should be either fixed fee or a percentage of building costs and should be in line  
with market rates or the letter of engagement with Crawley and Co, if available. 
 
New equipment costs 
These costs should be as per quotes or catalogue prices and in line with number and size of the new 
workshop and classrooms. 
 
Running costs of the new building 
The running costs such as utility costs, insurance and maintenance should be consistent with the size of 
the new engineering workshop and classrooms. 
 
Staff costs  
The number of classes and the average class size should be considered when reviewing the 
reasonableness of staff costs and the timing of payments to HMRC should be monthly in arrears. 
 
General  
The timing of payments should be consistent with the progress of the building work. For example, the 
demolition payment should be at the start of the project, the payments for construction should be 
throughout the building phase of the contract and the payments for equipment should be in advance of the 
opening of the new workshop and classrooms in September 2016. The increase in the running costs 
should be after September 2016 once the workshop and classrooms are in use. 
 
The assumptions should take into account inflation and key variables should be subjected to sensitivity 
analysis. 
 

Answers to this part of the question were good. As in previous sessions, candidates were better at 
identifying the key receipts and payments that would  be included in the cash flow forecasts, but were 
weaker at identifying the specific matters to be considered when reviewing the reasonableness of the 
assumptions underlying the receipt or payment. Weaker candidates tended to identify a key receipt or 
payment but then stated that the firm should “consider its reasonableness” but this explanation was 
insufficient to score any marks. Receipts for VAT and payments for staffing costs were the most commonly 
overlooked cash flows. Most candidates failed to consider inflation and sensitivity analysis in their 
answers. A minority of weaker candidates continued to confuse cash flow forecasts with profit forecasts 
and incorrectly included items such as depreciation, profit or loss on the disposal of the playing fields and 
spreading the government grant over the period covered by the forecast. Some candidates failed to 
recognise that the loan had yet to be agreed and incorrectly referred to the loan agreement as evidence 
for the interest rate. Some candidates included the payment for the acquisition of the disused factory in the 
cash flow forecast but did not score any marks as the acquisition predated the start of the cash flow 
forecast.  

 
Total possible marks 
Maximum full marks 

 
26½ 
12 

 
 
Question 8b 

 
Draft a response to Rob which:  
 
(i) lists the general representations that should be obtained from management as part of the 

assurance work on the cash flow forecasts and explains why such representations are 
required; and  

 
(ii) explains how and why the level of assurance provided by the report on the cash flow 

forecasts differs from the level of assurance provided by an auditor’s report on annual 
financial statements. 
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(i) General representations 
 
The general representations that should be obtained are:  
 
The intended use of the forecast 
This is to ensure that the audit firm is aware of all users of the forecast and that there are no unforeseen 
users which could impact on the risk associated with the engagement. This representation reduces the 
extent of the reporting accountant’s liability and exposure to potential claims.  
 
The completeness of significant management assumptions 
The knowledge of the assumptions used to compile the forecast is largely confined to management. The 
reporting accountant cannot undertake the examination of the forecast unless all assumptions are 
adequately disclosed. The reporting accountant reports on the ‘reasonableness’ of assumptions and 
therefore needs confirmation, via a representation, that they are complete and free from management 
bias. 
 
Management’s acceptance of its responsibility for the forecast 
The reporting accountant is not responsible for preparation of the forecast and is only responsible for 
examining and providing an assurance report on the forecast. This representation reduces the expectation 
gap and any misunderstandings regarding the responsibilities of the respective parties. 
 
(ii) Level of assurance 
 
A report on the cash flow forecast provides limited/moderate assurance as to the credibility of the financial 
information. The conclusion is expressed negatively in the form of “nothing has come to our attention that 
causes us to believe that the assumptions do not provide a reasonable basis for the forecast …….” 
 
An auditor’s report on annual financial statements provides reasonable assurance as to their credibility. It 
provides a high, but not absolute, level of assurance that the financial statements are free from material 
misstatement. The conclusion is expressed positively in the form of “in our opinion the financial statements 
give a true and fair view of the state of the company’s affairs, have been properly prepared in accordance 
with the relevant reporting framework and have been prepared in accordance with the requirements of the 
Companies Act 2006”. 
 
A review provides less assurance than an audit. The reason is that an audit is based on historical 
information which can be verified to a greater degree whereas the examination of a forecast is based on 
assumptions and judgments about the future which is subject to uncertainty. 

 

Answers to part (i) were very disappointing as the majority of candidates answered in terms of the role of 
written representations in a statutory audit of financial statements or an engagement to review historical 
financial statements, instead of the examination of prospective financial information. Consequently, they 
listed the requirements of ISA 580 Written representations or paragraph 62 of ISRE 2400 Engagements to 
review historical financial statements for which no marks were awarded. The minority of candidates who 
were familiar with the contents of paragraph 25 of ISAE 3400 The examination of prospective financial 
information, often scored full marks as once they listed the required representations they demonstrated an 
understanding of why they were needed particularly in respect of limiting the reporting accountant's liability 
and reducing the expectation gap. A number of candidates provided representations that were specific to 
the scenario. These answers scored no marks as the requirement was to list general representations. 
 
Part (ii) was very well answered by the majority of candidates. The points most commonly overlooked 
were that an audit report refers to the financial statements being properly prepared in accordance with the 
relevant reporting framework and in accordance with the requirements of the Companies Act 2006. 

 
Total possible marks 
Maximum full marks 

 
15 
8 
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Question 9 
Total Marks: 20 
 

General comments 
This was the second highest scoring long-form question but was mainly due to a number of excellent 
answers on part (b). Disappointingly, a number of candidates presented incomplete answers to this 
question. 
 
Question 9a 

Draft points for inclusion in your firm’s report to those charged with governance and management 
at Speedy. For each internal control deficiency identified above, you should outline the possible 
consequence(s) of the deficiency and provide recommendation(s) to address each deficiency. 

 
No approved supplier list 
Consequences 
Poor quality parts may be purchased 
resulting in damage to trucks and long 
periods of downtime whilst trucks are 
repaired. The company may pay higher 
prices for parts and there is an increased 
scope for fraudulent acts by those ordering 
parts (for example, kickbacks from suppliers). 
The above points will lead to an adverse 
impact on profits and cash flow. 
 
 

 
Recommendations 

 Compile an approved supplier list by 
researching: 

o suppliers’ prices for best 
rates 

o quality of products from each 
supplier 

o availability of bulk purchase 
discounts 

o suppliers’ ability to meet 
delivery requirements 

 The final list to be approved by senior 
management/directors 

 Communicate the approved supplier list 
to those responsible for ordering  

 When ordering, the supplier should be 
checked against the approved supplier 
list 

 Suppliers’ performance should be 
monitored 

 Update approved supplier list regularly. 

 

No business continuity plan 
Consequences 
A systems failure could result in the loss of 
accounting data and management 
information. Employees may not be aware of 
their responsibilities in the event of a systems 
failure. This will hinder the efficiency of 
operations such as payment of suppliers and 
the invoicing of customers. Customer and 
supplier goodwill will be damaged leading to 
a loss of reputation impacting on future 
trading. Furthermore, there will be additional 
costs involved in recovering data, thereby 
reducing profits. Ultimately, the going 
concern status may be at risk and the 
company could cease trading. 
 

 
Recommendations 

 Business continuity plans, specifying 
interim arrangements, should be: 

o in place/fully documented 
o communicated to employees  
o approved by the audit 

committee 
o periodically tested to ensure 

works as intended 
o reviewed and updated as the 

needs of the business 
change 

 Responsibility for every task to be 
assigned to an individual or outsourced 
to a service provider 

 Computer files to be backed up on a 
regular basis 

 Backup stored at a separate location 

 Insurance should be sufficient to 
facilitate recovery and cover loss of 
profits. 

 
 

Truck drivers exceed legal limit for driving 
Consequences 
This may result in accidents, fines and 
litigation. The company may be in breach of 
insurance terms and conditions. If the 
purpose of breaching the legal limit for driving 

 
Recommendations 

 Make more driving resource available 
by recruiting more drivers or using a 
service provider 

 Reports detailing drivers hours 
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hours was to save costs, the company could 
be considered to be involved in money 
laundering. The above could result in loss of 
reputation and an adverse impact on profits 
and cash flow. Ultimately going concern 
issues may arise if, for example, the 
company loses its license to trade. 

produced on a regular basis 

 Monitoring of reports by Head Office 

 Communicate policy to depot managers 
and drivers 

 Make a whistleblowing facility available  

 Disciplinary action for non-compliance. 

 
 
 

 
 

Approval of annual internal audit plans 
and monitoring of the internal audit 
function 
Consequences 
The failure to approve internal audit plans 
means that there is no independent scrutiny 
in advance of planned internal audit work. 
This may mean that the scope of internal 
audit work does not cover all of the 
company’s operations or that inappropriate 
internal audit work is undertaken. There is an 
increased risk that deficiencies in internal 
control may not be identified resulting in a 
higher risk of fraud and error. All of these 
consequences may be indicative of a weak 
control environment. 
 
The failure to monitor the effectiveness of the 
internal audit function may mean that the 
function is ineffective or represents poor 
value for money. The internal audit function 
may be under or over resourced and planned 
internal audit work may not be completed. 
External audit may not choose to rely on 
work completed by the internal audit function 
leading to increased costs.  
 

 
 
 
Recommendations 
Annual work plan should be scrutinised and 
agreed by the audit committee, prior to the 
commencement of work 

 Audit committee to monitor its own 
performance, for example, to see if it is 
complying with its own terms of 
reference 

 Agree performance indicators for 
internal audit such as: 

o work done compared with 
plan 

o time spent compared with 
plan 

o number of recommendations 
accepted by management 

o the number of qualified staff 
o feedback forms for 

completion by the areas 
reviewed by internal audit 

 Monitor performance indicators on a 
regular basis  

 Feedback to the internal audit function 
on areas for improvement. 
 

 
 

Generally, candidates were better at identifying the consequences of the internal control deficiencies than 
providing recommendations. Most candidates were able to outline a broad range of possible 
consequences and provide some suitable recommendations for the absence of supplier lists (Scenario 1), 
no business continuity plans (Scenario 2) and exceeding the legal limit for driving (Scenario 3). However, 
the standard of answers in respect of the lack of approval of internal audit plans and monitoring of the 
internal audit function (Scenario 4) was disappointing.  
 
The most common omissions in Scenario (1) were that preferred supplier lists should be compiled by 
researching suppliers’ prices, suppliers’ ability to meet delivery requirements and the quality of products. 
The most common omissions in Scenario (2) were that the continuity plan should be approved by the audit 
committee and be periodically tested. In Scenario (3) most candidates stated that driving hours should be 
monitored but did not identify who should undertake the monitoring and that the driving policy should be 
communicated to all employees, failing to appreciate that the driving policy is only relevant to drivers and 
their management. These answers were too vague to be awarded any marks. In Scenario (4) most 
candidates struggled to provide any consequences other than inappropriate work may be undertaken and 
that there was a weak internal control environment. Most candidates were unable to identify any relevant 
recommendations such as identifying suitable performance indicators for use by the audit committee to 
monitor the performance of the internal audit function. A significant number of candidates failed to 
appreciate the distinction between governance and management or understand the roles of an internal 
audit function and an audit committee and how they interact with each other. Consequently, there were a 
number of inappropriate recommendations such as management approving internal audit plans or 
management supervising and taking disciplinary action against the audit committee which did not score 
any marks. 

 
Total possible marks 
Maximum full marks 

 
34½ 
14 
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Question 9b 

 
(i) Discuss the implications of the above for the auditor’s report on the consolidated financial 

statements of Letterbox for the year ended 30 November 2014. 
 
(ii) Discuss whether or not it is appropriate for your firm to continue to act as Letterbox’s 

external auditor. 
 

(i) Implications for the auditor’s report 
The results of Pampas represent 12.5% of the consolidated profit before tax which is material. 
Management has imposed a limitation on scope of the audit by refusing to grant access to the accounting 
records of the South American subsidiary and disclose information about its activities. The auditor is 
therefore unable to obtain sufficient appropriate audit evidence about the subsidiary. The implications for 
the audit report depend on whether the matter is considered to be pervasive. If the matter is considered to 
be pervasive because it affects a substantial proportion of the consolidated financial statements, the 
auditor will disclaim an opinion as a qualification would be inadequate to communicate the gravity of the 
situation. However, if the matter is not considered to be pervasive as it is confined to specific elements of 
the consolidated financial statements, the audit opinion will be modified with an except for opinion. In both 
cases, the matter should be explained in a basis of (qualified or disclaimer of) opinion paragraph before 
the opinion. Following the opinion paragraph, the auditor should report by exception under the Companies 
Act 2006 that all information required for the audit was not obtained.  
 
(ii) Appropriate for your firm to continue to act as external auditor 
The group auditor is responsible for the audit opinion on the consolidated financial statements even 
though the component is not audited by the group auditor. The management imposed limitation on scope 
could cast doubt on the directors’ integrity and if this persists then the firm should withdraw from the 2014 
audit. However, this may not be practical because the audit may be substantially complete as 
management imposed the limitation on scope sometime after Pampas was acquired on 1 November 2014, 
eleven months after the start of the financial year. In this case the auditor would issue the audit report with 
a qualified or disclaimer of opinion. For the 2015 audit, if the firm has representation in South America, the 
external auditors should ask the directors of Pampas if they are willing to appoint the firm as component 
auditors. If the directors refuse and the limitation on scope persists the firm should not seek re-
appointment. 

 

Part (i) of this question was very well answered by the majority of candidates. Most candidates correctly 
recognised that the results of the subsidiary were material to the consolidated financial statements, that 
management had imposed a limitation on scope and that the implications for the audit report depended on 
whether the matter was considered to be pervasive. These candidates then correctly stated that the 
auditor would report by exception because they would not have been able to obtain all the necessary 
information for the audit. A small number of candidates incorrectly recommended including an emphasis of 
matter paragraph in the audit report and some candidates incorrectly stated that as there had been a 
disagreement with the directors an adverse opinion was appropriate. 
 
Answers to part (ii) were of a mixed standard. The majority of candidates recognised that the imposed 
limitation on scope could cast doubt on the directors’ integrity and that the firm should therefore resign 
from the audit. Only a small number of candidates were aware of paragraph A13 of ISA 705 Modifications 
to the opinion in the independent auditor’s report which discusses the practicality of withdrawing from an 
audit that is substantially complete. A number of candidates digressed into the discussion of bribery or 
money laundering for which there were no marks available. 
 
Total possible marks 
Maximum full marks 

 
13 
6 

 


