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KEY TO ASSIGNMENT 02 
 
1. Acceptance of a new audit client 12 marks 
 
 References:  - Study unit 2.1 

- ISQC 1 
- ISA 210.6 & 7 & 9 
- ISA 220.A8 

 
The following questions also should be included in the pre-engagement considerations 
checklist: 

 

Checklist questions: YES/NO 

Has the client complied with the Companies Act requirements regarding the 
removal of the previous auditor and the appointment of the new auditor? 

 

Did the client give permission to contact the previous auditors?  

Was the previous auditor contacted to determine if there are any 
professional reasons not to accept the audit engagement? 

 

Is there an indication that the client’s owners and key management may be 
involved in non-compliance with governance practices/laws and 
regulations? 

 

Is the client able to pay the audit fee?  

Is ABC Incorporated competent in terms of its capabilities (i.e. knowledge of 
regulations applicable to the industry in which the client operates) to perform 
the audit satisfactorily? 

 

Is ABC Incorporated competent in terms of its time and resources to perform 
the audit satisfactorily? 

 

Is ABC Incorporated independent towards the audit?   

Do the client’s owners/management maintain a high level of integrity?   

Does the client maintain an acceptable level of business risks?  

Did ABC Incorporated consider if there was any reason for the firm not to 
establish a professional relationship with the client (i.e. whether the client 
has a good reputation in the industry; whether the previous audit firm enjoyed 
a long association with the company, etc)? 

 

 (11 x 1½ = 16½ marks, communication skills 1½, total 12 marks) 
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2.  Audit strategy 9 marks 
 

References:  - ISA 300 
- Study unit 3.7 

 

 (a) First time that 
ABC 
Incorporated is 
providing audit 
services to 
Ponies  

(1½ marks each) 

(b) Ponies has nine 
distribution 
outlets across 
South Africa 

 
 
(1½ marks each) 

(c) Ponies has an 
internal audit 
department that 
carries out 
evaluations and 
reviews 

(1½ marks each) 

Scope 
(range of 
activities to 
be 
performed 
by the 
auditor) 

 The auditors of 
Ponies will have to 
conduct audit 
procedures on 
opening balances. 
(1½) 

 All the branches 
will have to be 
visited to perform 
inventory counts 
and to review their 
internal controls. 
(1½) 

 Therefore, we shall 
have to make sure 
that we have 
enough staff 
members available 
to do the visits or it 
may result in more 
extensive use of 
the internal audit 
department. (1½) 

 The internal audit 
department may be 
able to assist with 
information 
relating to 
Ponies’s internal 
control system. 
(1½) 

Timing 
(when audit 
procedures 
should be 
performed) 

 Although no 
specific audit 
deadline is 
imposed by the 
client, the client is 
listed on the JSE 
and therefore needs 
to finish their audit 
within a specific 
time frame after 
year end as 
specified by the 
JSE. (1½) 

 We will thus 
perform early 
verification audit 
procedures and 
roll forward at year 
end OR perform 
interim audit 
procedures. 1½) 

 Timing also will be 
affected as the 
company is large 
and geographically 
spread out. The 
audit cannot be left 
until the “last 
minute”. Thus, the 
branches will have 
to be visited 
throughout the 
year and at year 
end, which once 
again places a 
burden on our 
resources. (1½) 

 The involvement of 
the internal 
auditors should be 
considered in order 
to schedule timeous 
meetings. (1½) 

 If the procedures 
performed by the 
internal audit 
department could 
be relied on, it will 
save time. This will 
allow us to spend 
more time and 
resources on other 
important aspects 
of the audit. (1½) 

(9 x 1½ = 13½ marks, maximum 7½ marks + 1½ marks for communication skills (layout), 
total 9 marks) 
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3. Risk of material misstatement at the assertion level 9 marks 
 

 References:  - ISA 315 
  - Study unit 3.3 

((7 x 1½ = 11½) + (7 x 1 = 6), maximum 7½ marks plus 1½ marks for communication skills 
(layout), total 9 marks) 
 
4. Masterfile amendments 20 marks 
 

Tests of controls 
 

References:  - ISA 330, topic 4 
- Study unit 6.1 

 

1. Enquire from the information technology department whether Ponies’s online entry 
system is protected by means of firewalls and the connections to the masterfile for 
“community engagement project – horse-riding competition” are secure. 

 

2. Inspect a sample of the minutes of the marketing committee’s meetings and confirm 
that the committee members approved the competition date and fees payable by 
participants. 

 

3. Enquire from the chairperson of the marketing committee whether he is the only 
person that has access to the safe where the unused masterfile amendment forms 
are stored. 

 

(a)  Description of the risks of material misstatement at the 
assertion level relating to the revenue balance 

 
 

(1½ marks each) 

(b) Audit assertions 
(for example: 

accuracy, 
completeness, etc) 

(1 mark each) 

1. There is the risk that revenue is accounted for inclusive of VAT 
allowed. 

Accuracy 

2. There is the risk that revenue is accounted for inclusive of 
discount allowed. 

Accuracy 

3. There is the risk that the discount allowed and subtracted from 
revenue might be calculated incorrectly. 

Accuracy 

4. There is a risk that revenue will be understated (by cash sales 
remaining unrecorded). 

Completeness 

5. There is a risk that in the financial statements rental income is 
classified as revenue instead of other income. 

Classification 

6. There is a risk that revenue is recognised but goods are not yet 
delivered (especially as this will increase performance 
bonuses). 

Accuracy, occurrence, 
cut-off 
 

7. There is a risk that the directors will overstate revenue in order 
to receive a better bonus. 

Accuracy, occurrence, 
cut-off 
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4. Inspect the file with the masterfile amendment forms to confirm that the forms are 
issued in sequence. Investigate missing or duplicate numbers. 

 
5. Inspect a sample of masterfile amendment forms for the signature of the marketing 

director as proof that he has approved the masterfile amendment forms. 
 
6. Inspect a sample of masterfile amendment forms for the signature of the 

chairperson as proof that he has approved the masterfile amendment forms. 
 
7. Attempt to gain access to the masterfile for “community engagement project – horse-

riding competition” on the company’s automated accounting application by entering a 
fictitious user name and password.  

 
8. Attempt to gain access to the masterfile for “community engagement project – horse-

riding competition” by entering a password that consists of more or fewer than eight 
characters (1½ marks), or a character combination that is incorrect (1½ marks) in 
terms of that specified in Ponies’s IT policy. 

 
9. When completing the fields on the masterfile for “community engagement project – 

horse-riding competition”, attempt to, for example … (1½ marks each) 
- enter alphabetical characters where none should exist, for example, enter 

alphabetical characters when completing the competition date; 
- enter negative values where none should exist, for example, enter a negative 

rand value; 
- enter dates in the starting date and closing date of the online entries field that 

are not in line with Ponies’s decision, which entails that online entries open one 
month prior to the competition date and close three days before the competition 
date; 

- enter a field size that exceeds the prescribed number of characters, for 
example, enter a competition date/starting date for online entries/closing date 
for online entries that exceeds eight characters; 
 

10. Attempt to leave out one of the required fields (competition date, competition name, 
starting date of online entries, closing date of online entries or entry fee) and inspect 
that an error message appears on the computer screen. 

 
11. Reperform the comparison of the details included on the masterfile amendment 

form to the marketing committee’s minutes on a sample of masterfile amendment 
forms.  

 
12. Attempt to change the log with the amendments made to the masterfile for 

“community engagement project – horse-riding competitions”.  
 
13. Inspect the log that indicates the amendments made to the masterfile for “community 

engagement project – horse-riding competitions” for the signature of the chief 
financial officer as proof that he has approved the competition details by comparing 
the amendments on the log with the masterfile amendment form. 

 (17 x 1½ = 25½, maximum 20) 
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KEY TO PREVIOUS EXAMINATION QUESTION THAT SERVED AS A SELF-ASSESSMENT 
ASSIGNMENT 
 
1. Acceptance of a new audit client 18 marks 
 

References:    - Study unit 2.1 
- ISQC 1 

 - ISA 220.A8 
 

The following important factors should have been considered before accepting the audit of 
Combat TB:  

 
1. The integrity of the prospective client’s principal owners and key management (1½) 

a. Management is associated with suspicious accounting practices, as 
management recognised income that is in conflict with advice from the previous 
auditors. (1½) 

b. It appears that the directors of Combat TB had a serious dispute or 
disagreement with the previous auditors and they are not willing to accept 
the outcome. (1½) 

c. Combat TB refused to provide XYZ Incorporated with the audit report, which is 
an indication that it may be qualified. (1½) 

d. The directors of Combat TB are not prepared to give XYZ Incorporated 
permission to discuss matters with the previous auditors. This raises 
concerns as it implies that they have something to hide, which may jeopardise 
the quality of work to be performed by XYZ Incorporated (i.e. XYZ Incorporated 
does not know the real reason for the resignation of the previous auditors). (1½) 

e. Combat TB has been accused of manufacturing and supplying drugs 
without a trading licence, which suggests that … 
- the client’s owners and key management may be involved in unlawful 

activities (1½) 
- if found guilty, it could hamper the business’s ability to continue as a going 

concern and hamper Combat TB’s ability to pay the auditing fee. (1½) 
 

2. The competence of the firm, in terms of its capabilities, time and resources, to 
perform the audit satisfactorily.(1½) 
a. XYZ Incorporated is a small audit firm with limited personnel (it only has two 

partners and five staff members), for an audit of a company that is listed on 
the JSE. Therefore, the firm will not be able to complete the engagement within 
the reporting deadline. (1½) 

b. XYZ Incorporated renders audit services mainly in the mining industry and 
therefore its audit personnel may not have knowledge/experience of the 
pharmaceutical industry (i.e. relevant regulatory and reporting requirements). 
(1½) 

 
3. The firm’s and the audit team’s compliance with ethical requirements (1½) 

a. Mr Douglas, the managing partner of the audit firm, is not independent from 
Combat TB as he has a significant shareholding in the company. (1½) 

b. Mr Douglas is also a close school friend of the chief executive officer of 
Combat TB, which may jeopardise XYZ Incorporated’s independence towards 
the audit. (1½) 

 
Based on the reasons mentioned above, the engagement should not be accepted. (1½) 

(14 x 1½ = 21 marks, maximum 18 marks) 
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2. Obtaining an understanding of an entity 21 marks 
 

References:  - Study unit 3.2,  
 - ISA 315.11 & 315.12 
 
1. Read through the existing engagement letter to familiarise yourself with the terms 

of the engagement and the special focus areas. (1½) 
 
2. Examine the previous year’s audited financial statements. (1½) 
 
3. Expand your research into the pharmaceutical industry. (1½) 
 
4. Identify and contact key management personnel and … 

 discuss the audit risks and internal control weaknesses with management 
and how these could impact the audit (1½) 

 discuss the impact of the allegations against the company as a result of 
operating without a licence (1½) 

 discuss the impact the possible reduction in Combat TB’s profits could have 
on its ability to continue as a going concern (1½) 

 Discuss corporate governance issues (i.e. the governance of risks faced by 
the company, compliance with laws, etc) as a result of possibly operating 
without a licence. (1½) 

 
5. Ascertain reporting requirements and deadlines from audit schedules and client 

meetings. (1½) 
 
6. Contact the firm’s legal advisors for preliminary discussions on legal matters 

pertaining to operating without a licence. (1½) 
 
7. Study regulations/legislation significant to the client. (1½) 
 
8. Visit the client’s factory to gain an understanding of the operations relating to the 

manufacturing, packaging and distribution of TB medicine. (1½) 
 
9. Review documents produced by the client, for instance …(1½) 

 minutes of meetings (1) 

 policy manuals, job descriptions (1) 

 management reports (1) 

 codes of conduct (1) 

 organograms (1) 

 staff communications (1) 

 flow charts of the system (1) 

 standard operating procedures manual (1) 
  

10. Extract/obtain key ratios and operating statistics and review. (1½) 
(Total of 27½ possible marks, maximum 21) 
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3. Audit risk at the overall financial statement level 21 marks 
 

References:    - ISA 315 
   - Study unit 3.3 

 

(a) Risk indicators 
 
(1 mark each) 

(b) Description of audit risks at the overall financial 
statement level 
(1½ marks each) 

1. Listed on the JSE Limited The annual financial statements (AFS) might be materially 
misstated as the company might not comply with JSE 
regulations. 
 

2. Specific rules and regulations 
in the pharmaceutical industry 

The AFS may be materially misstated due to error/fraud, 
as the entity unintentionally/intentionally might not comply 
with the specific rules and regulations in the 
pharmaceutical industry within which it operates. 
 

3. Conducting business 
internationally (sells TB 
medicine to other African 
countries) 

The AFS may be materially misstated due to error, as 
Combat TB conducts business internationally and the 
accounting treatment for forex transactions is complex. 
 

4. New audit client The AFS may be materially misstated as the opening 
balances might be incorrect, since there were different 
auditors in the prior year. 
 
The AFS may be materially misstated as material 
misstatements could go undetected, since we are not 
familiar with the client. 
 

5. Tight audit deadline The AFS may be materially misstated due to error as the 
financial results prepared by the management of Combat 
TB might be incomplete due to time pressure. 
 
There is a risk that the auditor might not have sufficient 
time to obtain the audit evidence, resulting in material 
misstatements going undetected. 
 

6. Management’s integrity is 
questionable (disagreement 
over accounting policies and 
refusal of permission to 
contact previous auditors)   
 

The AFS may be materially misstated as the control 
environment might be compromised by management 
lacking integrity. This could lead to errors and 
misstatement due to fraud in the AFS. 
 

7. Directors to receive bonuses 
based on reported profits 

The AFS may be materially misstated due to 
manipulation, as directors might engage in fraudulent 
financial reporting, for example overstatement of revenue 
and understatement of expenses, in order to receive 
higher bonuses. 
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(a) Risk indicators 
 
(1 mark each) 

(b) Description of audit risks at the overall financial 
statement level 
(1½ marks each) 

8. Combat TB supplied new 
medicine without approval 
from the Medicine Control 
Council. This could lead to 
penalties 
 

The entity does not comply with the relevant laws and 
regulations related to the approval of new medicine. The 
AFS may be materially misstated as the going concern 
assumption might not be properly accounted for and/or 
disclosed as Combat TB may face severe penalties. 
 

9. Combat TB’s ability to 
continue its operations in 
future is threatened. 
 

The AFS may be materially misstated due to the financial 
information being manipulated. 

((9 x 1 = 9) + (11 x 1½ = 16½), maximum 20 marks + 1 mark for communication skills, total 
21 marks) 
 
4. Risk of material misstatement at the assertion level 12 marks 
 

References: - ISA 315 
  - Study unit 3.3 

((5 x 1½ = 7½) + (5 x 1 = 5), maximum 11 marks plus 1 mark for communication skills, 
total 12 marks) 

(a)  Description of the risks of material misstatement at the 
assertion level relating to the motor vehicles balance 

(1½ marks each) 

(b)   Assertions 
 

(1 mark each) 

1. There is the risk that motor vehicles acquired in terms of an 
operating lease are capitalised as assets.   

 

Rights OR existence 

2. There is the risk that motor vehicles acquired in terms of a 
finance lease are not capitalised as assets. 

 

Completeness 

3. There is a risk that motor vehicles are not valued correctly due to 
the incorrect useful life being used in the past to calculate 
depreciation. 

 

Valuation 

4. There is a risk that the impairment of motor vehicles is not 
calculated correctly. 

 

Valuation 

5. There is a risk that the expert appointed to determine the correct 
values of motor vehicles might not be competent and/or 
experienced and therefore motor vehicles may be reflected at an 
incorrect value in the AFS. 

 

Valuation 
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5. Planning materiality 7 marks 
 
 References:  - Study unit 3.6 
  - ISA 320 
 

(a) Criticism 
(1½ marks each) 

(b) Recommendation 
(1½ marks each) 

 “Total assets” is not a suitable basis 
(indicator) to use when calculating 
planning materiality, as the company is 
not capital intensive. 

 

 The company’s primary goal is to sell 
its TB medicine successfully, which will 
be evidenced by, among other, the 
revenue basis. Therefore, the auditor 
should utilise the revenue basis to 
calculate planning materiality. 

 The materiality figure will be calculated, 
using the upper end of the interval. 
This is not suitable as the inherent 
risk is estimated as being high. 
 

 The lower end of the revenue basis 
interval should be used to calculate 
planning materiality. 

 Calculating planning materiality on the 
draft financial statement figures for 
the year ending 31 March 2014 is not 
acceptable as there is an indication 
that these figures may change 
substantially. 
 

 The auditor could utilise the budgeted 
figures of the current year. 

Criticism: 3 x 1½ = 4½ marks, maximum 3 
marks 

Recommendation: 3 x 1½ = 4½ marks, 
maximum 3 marks 

(Communication skills = 1, total 7 marks) 
 
6. Tests of controls 15 marks 
 
 References:  - ISA 330, Topic 4 
  - Study unit 6.2 
 

1. Observe the process where raw material is delivered in the designated goods 
receiving section and confirm that Mr Mombeni weighs the raw material and 
compares all received raw material (quantity, quality and description) with the 
delivery note and purchase order. 

 
2. Inspect a sample of delivery notes for the signature of Mr Mombeni to confirm that he 

acknowledged receipt of all goods. 
 
3. Attempt to gain access to the receiving software by entering a fictitious username 

and password.  
 
4. Attempt to gain access to the receiving software by entering a password that consists 

of more, or less, than nine characters or an incorrect character combination in 
comparison to that specified in Combat TB’s information technology policy.  

 
5. Attempt to enter a fictitious purchase order number, for example, a purchase order 

number that consists of another alpha-numeric combination than specified, such as 
four alphabetical characters and five numeric digits. 
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6. Inspect a sample of delivery notes and compare the details with the matching goods 
received note. 

 
7. Perform a sequence test and inspect whether goods received notes are filed 

sequentially to identify missing numbers. 
 
8. Observe the process where Mr Steward receives raw material accompanied by the 

goods received note in the store and confirm that he physically compares all raw 
material to the goods received note. 

 
9. Inspect a sample of goods received notes for the signature of Mr Steward as proof of 

receiving goods and comparing it to the goods received note. 
10. Enquire whether outstanding discrepancies on the “Discrepancies Report” of orders 

are followed up frequently by Ms Chetty. 
 
11. Perform a sequence test on the “Discrepancies Report” to identify missing numbers. 

(11 x 1½ = 16½, maximum 15) 
 
7.    Communicating deficiencies in internal controls 6 marks 
 
 References:  - ISA 265  
  - Study unit 3.10 
 

Information from the scenario to which the 
weakness relates (DOES NOT COUNT 

MARKS) 

Weakness 
 

(1½ marks) 

The Accountant 
Combat TB (Pty) Ltd 
Address 
 

The report is addressed to the wrong 
person, i.e. the accountant. It should be 
addressed to those charged with governance. 
(1½) 
 

Our required statutory audit procedures were 
designed to express an opinion on the 
financial statements, as well as on the 
adequacy of the internal controls. 

The Companies Act does not require 
auditors to express an opinion on the 
effectiveness/adequacy of internal 
controls. (1½) 
 

 ... the only deficiencies that exist. The auditor only reports on significant 
deficiencies that he comes across during 
the statutory audit. (1½) 
 
Therefore, this statement should not be made 
as it is impossible for the auditors to 
conclude on this without performing more 
extensive procedures on internal controls.  
 
In other words, the auditor fails to stress to 
management that they cannot rely on the 
report to identify all possible deficiencies in 
internal controls that exist in the company. 
(1½) 
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Information from the scenario to which the 
weakness relates (DOES NOT COUNT 

MARKS) 

Weakness 
 

(1½ marks) 

“Observation” The report includes an observation but fails 
to explain the potential effect. (1½) 
 

Subsequent to our audit, …. Only matters that the auditor has identified 
during the audit should be reported. (1½) 
 

… the CEO of Combat TB has resigned. This is a general statement and not a 
significant deficiency in internal control. It 
should not be included in the report. (1½) 
 

(Weakness: 7 x 1½ = 10½ marks, maximum 6 marks) 
 


