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DUE DATE 

 

TEST 1 ON TUTORIAL LETTER 102: 10 MARCH 2020  

 
 

PERSONNEL AND CONTACT DETAILS 

 

Personnel E-mail address 

Lecturers  
Mr N Hoosen (Course leader) 
Mr Z Abrahams  
Mr W Kriel  
Ms J Kritzinger (Research leave for 2020) 
Ms L Grebe 
Ms K Ramushwana 
Ms A Terblanche 
Ms R van Beek 

 
hoosen2@unisa.ac.za 
abrahz@unisa.ac.za 
krielw@unisa.ac.za 
kritzja@unisa.ac.za 
grebel@unisa.ac.za 
ramuskv@unisa.ac.za 
terbleaj@unisa.ac.za 
vbeekr@unisa.ac.za 

 
 
The Department of Financial Governance has a helpdesk for postgraduate students. All queries, 
except those of a purely administrative nature, may be directed to the helpdesk. You may contact the 
helpdesk either by e-mail or telephonically between 08:00 and 16:00, from Monday to Friday. 
 

E-mail AUDpostgrad@unisa.ac.za 

Telephone 012 429 4032 

 
 

PRESCRIBED METHOD OF STUDY 

 

1. By this time, you should be familiar with the relevant chapters in your prescribed textbook as 
well as the International Standards on Auditing covered by the study unit. Only refer to the 
prescribed material if principles are contained in the questions with which you are not familiar 
with when working through this tutorial letter. 

 
2. Read the standards and interpretation(s) covered by the study unit. 
 
3. Do the questions in the study unit and make sure you understand the principles contained in 

the questions. 
 
4. Consider whether you have achieved the specific outcomes of the study unit. 
 
5. After completion of all the study units, attempt answering the self-assessment questions to test 

whether you have mastered the contents of this tutorial letter. 

 

mailto:hoosen2@unisa.ac.za
mailto:abrahz@unisa.ac.za
mailto:krielw@unisa.ac.za
mailto:kritzja@unisa.ac.za
mailto:grebel@unisa.ac.za
mailto:terbleaj@unisa.ac.za
mailto:vbeekr@unisa.ac.za
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HOW THE TOPICS OF THIS TUTORIAL LETTER RELATE TO THE AUDIT 
PROCESS 

 

 
 
 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  

STAGES OF THE AUDIT PROCESS 

Preliminary engagement 
activities (TL 102) 

Planning 
(TL 102) 

Establish overall audit 
strategy (TL 102) 

Develop an audit plan 
(TL 102) 

Obtain audit evidence (the 
auditor's response to 

assessed risk) 

Evaluation, conclusion 
and reporting  

(TL 104) 
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Perform substantive 
procedures (TL 103) 

Perform tests of 
control (TL 103) 

Internal control  
(TL 102 and TL 103) 
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STUDY UNIT 1 – THE AUDIT PROCESS 

 

 
 
 
 

INTRODUCTION 
 
The objective of the auditor is to express an opinion on whether the financial statements 
are prepared, in all material respects, in accordance with an applicable reporting 
framework. The auditor goes through a process in order to obtain reasonable assurance 
about whether the financial statements as a whole are free from material misstatements, 
whether due to fraud or error, thereby enabling the auditor to express an opinion. 
 
The diagram on the previous page sets out the different stages of the audit process. 
The audit process can be divided into four stages. The first phase is the 
pre-engagement phase. The second phase is the planning phase which includes 
obtaining an understanding of the entity and its environment, the assessment of risks 
and establishing the overall audit strategy and audit plan. The third phase is the 
auditor’s response to the assessed risks and includes the performance of tests of 
controls and substantive audit procedures. The fourth phase is the evaluation, 
conclusion and reporting phase. This diagram will be included in each of the tutorial 
letters to follow during the year. It will demonstrate to you where the topics covered by 
the tutorial letter fit into the audit process. The topics covered in this tutorial letter as 
depicted on the diagram are shaded. 

 
While studying the diagram, you will note that the CPC, By–laws, APA, Rules regarding 
improper conduct, King IV and Companies Act are included in all the stages of the audit 
process. It implies that they are applicable not only at a specific stage of the audit 
process but also throughout the whole audit process. The auditor has to comply with 
ethics, principles and laws from the time of assessing whether or not to accept the client 
until the issuance of the audit report. 

 

 OBJECTIVES 
 
After the completion of this study unit, you should be able to 
 
• identify and explain the details of each stage of the audit process. 
 

  
 

 
 
 
 

PRESCRIBED STUDY MATERIAL 
 
Auditing Notes for South African Students, 10th edition, chapter 6, pages 6/1, 6/6 to 6/8. 
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STUDY UNIT 2 – PRE-ENGAGEMENT ACTIVITIES 

 

 
 
 
 

INTRODUCTION 
 
The first phase of the audit process is the preliminary engagement activities.  

 
The terms preliminary engagement activities and pre-engagement activities may be 
used interchangeably in questions.  

 
Preliminary engagement activities take place before the auditor accepts or declines an 
audit engagement. These activities are performed when the auditor has to decide to 
accept a new client or to continue the relationship with an existing client.  

 

 OBJECTIVES 
 
After the completion of this study unit, you should be able to 
 
• discuss the preliminary engagement activities you would perform before 

accepting a prospective client or to continue providing audit service for an 
existing client; and 
 

• evaluate the audit work performed when accepting new clients by referring to 
ISQC 1, ISA 220, ISA 300 and the CPC. 

 

 
 
 
 

PRESCRIBED STUDY MATERIAL 
 

Framework : International framework for assurance engagements (par 17 to19) 

ISA 210 : Agreeing the terms of audit engagements 

ISA 220 : Quality control for an audit of financial statements 

ISA 300 : Planning an audit of financial statements 

ISA 600 : Special considerations – audits of group financial statements 
(including the work of component auditors) 

ISA 610 : Using the work of internal auditors 

ISA 620 : Using the work of an auditor’s expert 

ISQC 1 : Quality control for firms that perform audits and reviews of financial 
statements, and other assurance and related services 
engagements 

Also refer to Auditing Notes for South African Students, 10th edition, chapter 6, pages 
6/9 to 6/13 
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SECTION A  –  ADDITIONAL INFORMATION  
 
Overview 
 
As per ISA 300, par 6, the auditor shall undertake the following activities at the beginning of the 
current audit engagement: 

 
(a) performing procedures required by ISA 220 regarding the continuance of the client relationship 

and the specific audit engagement; 
 

(b) evaluating compliance with relevant ethical requirements, including independence in 
accordance with ISA 220; and 

 
(c) establishing an understanding of the terms of the engagement, as required by ISA 210. 
 

 
 

IMPORTANT PRINCIPLE 
 
As per ISA 220, par 12, and A8 and ISQC 1, par 26, before an audit firm can accept or 
continue a client relationship, it has to consider the following: 

 
1. whether the engagement team is competent to perform the audit engagement 

and has the necessary capabilities, including time and resources to do so; 
 
2. whether the audit firm and engagement team can comply with the relevant ethical 

requirements; 
 
3. whether the audit firm has considered the integrity of the principal owners, key 

management and those charged with governance of the entity; and 
 
4. if there are any significant matters that have arisen during the current or previous 

audit engagement, and their implications for continuing the relationship. 

 
 

Let’s have an in-depth look at each of the above four considerations.  

 
1. Competence, capabilities and resources of the engagement team 

 
When considering the competence and capabilities of the engagement team, the engagement 
partner may consider the following (ISA 220, par A11) (ISQC 1, par A18): 
 
• the audit team’s experience with audit engagements of a similar nature and complexity; 
• the professional standards and applicable legal and regulatory requirements that must be 

adhered to and whether the firm personnel have experience with these requirements, or 
the ability to gain the necessary skills and knowledge; 

• whether the firm has sufficient personnel with the necessary competence and 
capabilities; 

• the technical expertise within the team or access to other auditors or experts who do 
have the relevant expertise (ISA 600, ISA 610 and ISA 620); 

• knowledge of the relevant industry in which the client operates; 
• the audit team’s ability to apply professional judgement; 
• the ability to comply with the firm’s quality control policies and procedures as per ISQC 1; 
• the availability of personnel to perform quality control reviews; and 
• the ability of the engagement team to complete the engagement within the reporting 

deadline. 
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2. The relevant ethical requirements (ISA 200, par 14)  

 
• The firm and the engagement team are required to be independent in order to comply 

with the ethical requirements prior to accepting a new client or when continuing to 
provide statutory audit services to an existing client. 

 
• Please refer to the SAICA Code of Professional Conduct (CPC) for the different types of 

threats to independence. Please note that the CPC is only applicable to chartered 
accountants, and that it might be that not all the members of the audit team are chartered 
accountants. However, trainees aspiring to become CA(SA)’s should comply with the 
SAICA CPC based on the provisions of SAICA’s training regulations. Further, all the 
members of the audit team are required to be independent in terms of the International 
Standards on Auditing. As a result, the CPC will be used as guidance to identify any 
independence threats of the audit team members, including those who are not chartered 
accountants.  

 
• Section 210 of the CPC deals with ethical considerations of a professional appointment. 

This section also discusses procedures that need to be followed when contacting the 
previous auditors. 

 

 
 

EXAMPLE: ETHICAL REQUIREMENTS 
 

The engagement partner assigned to the audit of ABC Ltd is married to the CEO of 
ABC Ltd. The CEO of ABC Ltd receives a bonus based on profits. 
 
Required: Discuss ethical concerns prior to accepting ABC Ltd as a statutory client. 
 
If your answer was only one of the following, it will be incomplete, resulting in a loss of 
marks:  

 
• There is a threat to independence and therefore, the engagement partner should not 

be part of the audit of ABC Ltd. 
OR 
• There is a familiarity threat and therefore, the engagement partner should not be part 

of the audit of ABC Ltd. 
 
We recommend that you present your answer in the following manner: 
 
Ethical requirements 
 
• There is a familiarity threat, as the engagement partner is married to the CEO of the 

audit client. 
 
• There is a self-interest threat – the audit partner is married to the CEO and she has 

a financial interest in ABC Ltd.  
 
• There is an intimidation threat, as the audit team might be reluctant to ask 

challenging questions for fear of upsetting the audit partner’s spouse. 
 
• Based on the above, the threat to independence is seen as significant. 
 
• It will not be appropriate for the audit partner to be involved in the audit of ABC Ltd. 
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EXAMINATION TECHNIQUE 
 
The threats in the above answer are explained by linking them to the information in the 
scenario, whereas the threats in the top part of the answer were not linked to the 
information in the scenario. 

 
3. The integrity of the principal owners, key management and those charged with 

governance of the entity (ISQC 1, par A19)  
 
When considering the integrity of the client, the engagement partner may take the following into 
account (ISQC 1, par A19): 
 
• The identity and business reputation of the client’s principal owners, key management, 

and those charged with governance. 
• The nature of the client’s operations, including its business practices. 
• Information concerning the attitude of the client towards matters such as 

− an aggressive interpretation of accounting standards and the internal control 
environment; and 

− a reputation for maintaining poor relationships with its auditors. 
• The client’s attitude towards paying the audit fee. (Will they be able to pay the audit fee, 

or are they only concerned with keeping the fee as low as possible?) 
• Any indications that the client will impose a limitation on the audit. 
• Indications that the client might be involved in criminal activities. 
• The reasons for the proposed appointment of the firm and non-reappointment of the 

previous firm (indicate the reason for the change of auditors). 
• The identity and business reputation of related parties. 
 

4. Other significant matters   
 
When considering other significant matters, the engagement partner may consider the 
following: 

 
• Any changes that occurred during the year for existing clients. 
• Information obtained from communication with the predecessor auditor (ISA 300, par 

13(b)). 
• Whether there is a legal vacancy to appoint the auditors (sec 91 of the Companies Act). 
• Any professional and legal responsibilities that might arise (sec 45 and 46 of the Auditing 

Profession Act). 
 

Establishment of the terms of the engagement 
 

After the auditor has considered the above four aspects, the terms of the audit must be agreed upon. 
The auditor may only accept a new client or continue an audit engagement if the terms of the audit 
have been agreed upon.  

 
ISA 210, par 9 to 10, states that the agreed terms of the audit engagement shall be recorded in an 
audit engagement letter and shall include: 

 
1. the objective and scope of the audit of the financial statements; 
 
2. the responsibilities of the auditor; 

 
3. the responsibilities of management; 
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4. the identification of the applicable financial reporting framework for the preparation of the 

financial statements; and 
 
5. reference to the expected form and content of any reports to be issued by the auditor and a 

statement that there may be circumstances in which a report may differ from its expected form 
and content. 

 
Refer to ISA 210, par 9 to 12, for the agreement on audit engagement terms and ISA 210, Appendix 1, 
for an example of an audit engagement letter.  

 
 

SECTION B  –  QUESTION ON STUDY UNIT 7 

 
QUESTION 1   15 marks 
 

 

YOU HAVE 5 MINUTES TO READ THIS QUESTION. 
 

 
You are a first-year trainee accountant at Andre Gauta Ephraim Incorporated (AGE), a medium-sized 
audit firm. You are one of six audit team members to audit the DanChrome Group. 
 
In preparation for the audit of DanChrome Group, your audit senior presented you with the following 
information on the DanChrome Group: 
 
DANCHROME GROUP BUSINESS BACKGROUND 
 
DanChrome Ltd (DanChrome) was established in 1976 in South Africa. Its core business is the mining 
and smelting of chrome ore. Chrome ore is converted to ferrochrome through intense metallurgical 
processing. DanChrome is one of the largest integrated ferrochrome producers in the world with an 
annual capacity of one million tons. DanChrome produces three grades of ferrochrome, namely 
charge chrome, intermediate chrome and low carbon ferrochrome, each used in different areas of the 
stainless steel smelting process. 
 
DanChrome’s mining operations are situated in Meyerton. The head office is situated in the central 
business district of Johannesburg. The DanChrome Group employs a workforce of 16 300 employees. 
 
In April 2017, AGE was awarded a tender to audit DanChrome and its newly acquired subsidiary 
company, SamCoal (Pty) Ltd (SamCoal) for the year ended 31 August 2017. The appointment of AGE 
will be evaluated annually at DanChrome’s annual general meeting as stated in the revised 
memorandum of incorporation of the company. The appointment of AGE as the auditors of 
DanChrome was a direct result of the previous auditors filing a notice of resignation. The previous 
auditors resigned because they regarded themselves as not having adequate resources to service 
DanChrome due to the company’s growth. When AGE contacted the previous auditors, they confirmed 
that they had enjoyed the long association with DanChrome and also stated that DanChrome has a 
good reputation in the industry. 
 
DanChrome acquired a 55% shareholding in SamCoal on 11 September 2016. At the time, the year 
end for SamCoal was on 31 March. To ensure consistency in group reporting, the financial year end of 
SamCoal was changed to 31 August. The core business of SamCoal is the mining of coal. SamCoal 
has three coal-mining sites in various areas of Mpumalanga and a newly established mining site in 
Limpopo. Each coal mining site has accounting staff responsible for capturing financial data. The head 
office of SamCoal is situated in Middelburg. 
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During mid-March 2017, Denzil Phillips, the audit partner on the audit, was approached by 
Sipho Platinum Mines Ltd, an 80% shareholder of DanChrome, to negotiate the sale of its shares in 
DanChrome. The sale was completed successfully in May 2017. This resulted in the delisting of 
DanChrome from the JSE Ltd. The new shareholding of DanChrome is as follows: 
 

Shareholders of DanChrome Shareholding % 

Steel South Africa (Pty) Ltd 
Directors and staff 
Other 

80 
15 
 5 

 
In May 2017, the DanChrome Group was affected by the South African Transport Union’s strike that 
lasted for a month. Employees of DanChrome Group also went on a strike in July 2017 over salary 
increases. This strike lasted for two weeks. The DanChrome Group was not able to export 
ferrochrome and coal to overseas customers during this period. These customers represent 80% of 
the group’s customer base. As a result, the group recorded a loss for the 2017 financial year, for the 
first time in years. 
 
On 30 June 2017, the service contract of both the chief executive officer (CEO) and the managing 
director (MD) of DanChrome Group came to an end. The majority shareholders decided at a general 
meeting not to renew their contracts. Both the CEO and MD had been employed by DanChrome for 
more than 10 years. It has been reported in the business press that they are mainly to be credited for 
the financial success of DanChrome over the years. The search is on for two candidates with the 
required skills, knowledge and experience to fill the vacant positions. In the meantime, the financial 
director is acting as both the CEO and MD. 
 
To ensure that the DanChrome Group is well managed, a significant part of the remuneration of 
directors is incentive based. The director’s remuneration is determined by the audit committee.  
 
A week before the DanChrome Group’s financial year end, the audit partner became aware of the 
following article in the financial press: 
 
SAMCOAL MINES ON CULTURAL HERITAGE 

SITE 

The Department of Water Affairs 

and Forestry has raised concerns 

about the illegal mining 

operations performed by SamCoal on 

the cultural heritage site in the 

Limpopo province, near the 

Zimbabwean border. The site is 

home to more than 470 bird 

species, as well as more than 50 

different species of endangered 

plant life. According to the 

Department, SamCoal has already 

destroyed five 

 

 

square kilometres of the indigenous 

forest in order for them to perform 

their mining activities. A 

spokesperson for the Department of 

Minerals and Energy stated that 

SamCoal owns the mining rights to a 

portion of land situated close to 

the site. The Department of Water 

Affairs and Forestry has filed a 

lawsuit against SamCoal for the 

damage it has caused to the 

cultural heritage site. 

James Taylor, Limpopo 

 
On 5 September 2017, the attorneys of the DanChrome Group indicated that the court was likely to 
rule in favour of the Department of Water Affairs and Forestry. The estimated cost set to restore the 
site amounts to approximately R10 000 000.  
 
The acting CEO has informed AGE that the new holding company requires the audited financial 
statements of the DanChrome Group within two weeks after the year end. The shareholders require 
this information as soon as possible to determine if the group might need to be steered into a different 
direction. 
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YOU NOW HAVE 23 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

(a) With regard to the opening paragraph and the DanChrome Group business 
background information: 
1. Discuss the matters to consider and the concerns AGE would have prior to 

accepting the DanChrome Group as an audit client. 

 
 
 

15 

(Unisa – adapted examination) 
SUGGESTED SOLUTION  
 
(a) 1. Matters to consider and the concerns AGE would have prior to accepting the 

DanChrome Group as an audit client 
 

(i) Competence, capabilities and resources 
• AGE should have considered whether it has the necessary and sufficient 

competencies and resources (skills, resources and time) to render a service 
to the DanChrome Group.  (1) 

• There is a concern about the number of people (six only) assigned to the 
audit of the DanChrome Group. Six does not seem like an adequate number 
of people, as Dan Chrome has a subsidiary that operates in geographically 
spread areas. (1) 

• The deadline for the audit work seems tight; consequently, AGE might not 
have adequate time to complete the audit. (1) 

• AGE was only appointed in April and there might not be adequate time to 
perform an interim audit or to gain an understanding of the business. (1) 

• AGE should consider engaging an expert for the audit of environmental 
issues. (1) 

• AGE should have considered whether it has sufficient knowledge of and 
experience in the legal and regulatory environment of the company. (1) 
 

(ii) Relevant ethical requirements 
• The independence of the audit partner and of the audit firm appears to have 

been impaired. (1) 
• There is an advocacy threat. Two weeks prior to AGE being awarded a 

tender to audit DanChrome, the audit partner was requested by the major 
shareholders at the time to sell their shareholding in DanChrome on their 
behalf. (2) 

• The audit partner (Denzil Phillips) should not be involved in the audit or sale 
negotiation as a safeguard. (1) 

 
(iii) Integrity of the client’s principal owners, key management and those charged 

with governance. 
• There appears to be concerns about the integrity of the client, as SamCoal is 

involved in illegal mining. (1) 
• However, it should be considered that the previous auditors resigned due to 

their lack of resources and not because they had concerns about 
management’s integrity. (1) 

• The previous auditors stated that DanChrome has a good reputation in the 
industry; however, the fact that the remuneration of the directors is decided 
by the audit committee raises concerns about the compliance of the company 
with regard to corporate governance. (2) 
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• The MD and CEO have been with DanChrome for 10 years, which decreases 

AGE's standing risk. (1) 
• DanChrome seems capable of paying the audit fee based on its growth and 

performance in successive financial years. Losses made in the current year 
do not appear significant enough to hinder DanChrome’s ability to pay the 
audit fee. (1) 
 

(iv) Other significant matters 
• Establish whether there are any reasons for the firm not to establish a 

professional relationship with the client. Certain factors suggest that such a 
relationship would in fact be desirable, namely (1) 
− DanChrome has a good reputation in the industry. (1) 
− The previous auditors enjoyed a long association with the company. (1) 

• Determine whether there is a legal vacancy. The fact that the previous 
auditors resigned could possibly indicate that there is a legal vacancy in 
terms of section 91 of the Companies Act. (1) 

• Establish the professional and legal responsibilities in terms of sections 45 
and 46 of the Auditing Profession Act due to possible reportable irregularities 
resulting from illegal mining operations by SamCoal Mines (forming part of 
the DanChrome Group). (1) 

 
(v) Terms of the engagement  

The terms of the engagement should be agreed on in the engagement letter 
highlighting the responsibility of the auditors and that of management. The 
engagement letter should also highlight the auditors' responsibility to report 
reportable irregularities. (2) 

Total     23 
Maximum    15 
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STUDY UNIT 3 – PLANNING AN AUDIT (OBTAINING AN UNDERSTANDING 
OF THE CONTROL ENVIRONMENT, RISK ASSESSMENT, 
PLANNING ACTIVITIES AND MATERIALITY) 

 

 
 
 
 

INTRODUCTION 
 
 “A goal without a plan is just a wish.” – Antoine de Saint-Exupery (1900 to 1944). 
 
“Failing to plan is planning to fail.” – Alan Lakein 
 
From the above quotes, we see that planning is a very important part of the audit to 
ensure that the audit is executed and conducted properly. 
 
Planning an audit of the financial statements forms the second phase of the audit 
process. 
 
For ease of discussion, the basic concepts that will be discussed are as follows: 
 
1. Obtaining an understanding of the entity and its environment (including internal 

control and business cycles) 
 

2. Assessment of risks of material misstatement at the financial statement level 
 
3. Assessment of risks of material misstatement at the assertion level 
 
4. Planning activities 
 
5. Materiality in planning and performing an audit 

 

 OBJECTIVES 
 
After the completion of this study unit, you should be able to 
 
• explain how the auditor can obtain an understanding of an entity and its 

environment; 
 

• apply your knowledge of the various business cycles; 
 

• apply your knowledge of internal control and its components; 
 

• design systems of internal control; 
  
• describe why it is necessary to obtain an understanding of the accounting and 

internal control systems during the planning phase of the audit; 
 
• evaluate the effectiveness of an internal control system, identify weaknesses 

and/or consequences and advise on possible improvements to the system; 
 
• evaluate findings and report weaknesses; 
 
• define the audit objectives (assertions) related to transactions; 
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 • identify a significant deficiency in internal control; 
 

• describe the impact of controls on the audit approach; 
 
• identify and assess the risks of material misstatements through understanding the 

entity and its environment; 
 
• identify the risk indicator from the scenario and describe the audit risks/risks of 

material misstatement; 
 
• know the difference between risks at overall financial statement level and risks at 

assertion level; 
 
• provide a response to the identified risks of material misstatements at the overall 

financial statement level and at the assertion level;  
 
• know the difference between an audit plan and audit strategy and discuss the 

details dealt with in the audit plan and audit strategy; 
 

• calculate planning materiality and apply planning materiality calculated to a given 
scenario; and 

 
• identify weaknesses in the calculation of materiality presented to you in a 

scenario. 

 
 

 
 
 
 

PRESCRIBED STUDY MATERIAL 
 

ISA 200: Overall objectives of the independent auditor and the conduct of an 
audit in accordance with International Standards on Auditing 

ISA 260: 
(Revised) 

Communication to those charged with governance 

ISA 265: Communication deficiencies in internal control to those charged with 
governance and management 

ISA 300: Planning an audit of financial statements 

ISA 315: 
(Revised) 

Identifying and assessing the risks of material misstatement through 
understanding the entity and its environment 

ISA 320: Materiality in planning and performing an audit 

ISA 330: The auditor’s responses to assessed risks 

ISA 402: Audit considerations relating to an entity using a service organisation 

ISA 600: Special considerations – audits of group financial statements 
(including the work of component auditors) 

 
Also refer to Auditing Notes for South African Students, 10th  edition, chapter 7. 
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SECTION A  –  ADDITIONAL INFORMATION  

 
1. Obtaining an understanding of the entity and its environment 
 

During the planning phase, the auditor will gain an understanding of the entity and its 
environment including the entity’s internal control. The auditor should obtain this understanding 
to be able to identify and assess the risks of material misstatement whether due to fraud or 
error, at the financial statement and assertion level. This risk assessment will then provide the 
auditor with a basis for designing and implementing responses to the assessed risks of 
material misstatement (ISA 315, par 3). 
 
ISA 315, par 11 to 24, sets out the aspects of which the auditor shall obtain an understanding 
of. It is important for the auditor to obtain an understanding of the entity and its environment 
(ISA 315, par 11) as well as the entity’s relevant internal controls (ISA 315, par 12 to 24). 

 

 
 

IMPORTANT PRINCIPLE 
 

What is internal control? 
 

ISA 315, par 4, stipulates that internal controls is 
 

• the process designed, implemented and maintained 
 
• by those charged with governance, management and other personnel 
 
• to provide reasonable assurance about the achievement of an entity’s 

objectives with regard to 

− reliability of financial reporting; 

− effectiveness and efficiency of operations; and 

− compliance with applicable laws and regulations. 

 
ISA 315, par 12, stipulates that the auditor has to obtain an understanding of internal control 
relevant to the audit. Internal control is designed and implemented to deal with identified 
business risks that threaten the achievement of any of the above objectives. When the auditor 
obtains an understanding of internal control, he/she has to (ISA 315, par 13) do the following: 
 
• Evaluate the design of those controls. Does a control (individually or in combination 

with others) effectively prevent, or detect and correct material misstatements? 
 

• Determine whether these controls have been implemented. It is no use having 
brilliant controls in theory if they are not implemented and used effectively by the entity. 
Inquiry from the entity’s personnel alone is not sufficient. Other procedures (e.g. 
observation, inspection, etc.) have to be performed as well. 

 
It is a matter of the auditor’s professional judgement whether a control, individually or in 
combination with others, is relevant to the audit. 
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COMMENT 
 
Internal control, according to ISA 315, par 14 to 24, consists of the following 
components: 
 
• the control environment; 
• the entity’s risk assessment process; 
• the information system (including the related business processes relevant 

to financial reporting and communication); 
• control activities relevant to the audit; and 
• monitoring of controls. 
 
Study these components from ISA 315. Also make use of ISA 315, Appendix 1, 
for further guidance on these components. Flag Appendix 1 of ISA 315, as it 
explains these components in detail and gives valuable examples to guide you in 
a test or the examination. 

 
When the auditor obtains an understanding of the entity’s control activities, ISA 315, par 21, 
stipulates that the auditor must ALSO obtain an understanding of how the entity responds to 
risks arising from information technology (IT), as the use of IT affects the way in which control 
activities are implemented. From an audit perspective, controls over IT systems are effective 
when they maintain the integrity of information and the security of the data and include effective 
general and application controls (ISA 315, par A107–A109). 
 

 
 

COMMENT 
 
For a detailed discussion on general and application controls, refer to 
Tutorial Letter 103. 

 
In a completely manual system, it is relatively easy to trace the path of a transaction from its 
initiation to its inclusion in the financial statements by following the flow of documentation. 
However, in computerised system environments, it may be more difficult to trace transaction 
flows through systems, as these may not be visible. In some cases, it may be impossible to 
obtain an understanding of the flow of transactions without the aid of sophisticated computer 
programs which map out the flow of data as the data move through the live processing phases 
of a computer system. 
 
Business cycles may be described as the process of grouping together similar types of 
transactions or transaction processing systems.  
 
Organisations would typically group their accounting transactions according to the following five 
common business cycles:  
 
• the revenue and receipts cycle;  
• the acquisition and payments cycle; 
• the inventory and production cycle; 
• the payroll and personnel cycle; and 
• the finance and investment cycle. 
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COMMENT 
 
Please note the following with regards to the business cycles: 
 
• It is fundamentally important to learn the cycles and have an in depth 

knowledge thereof. 
 

• The aforementioned detailed cycles can be found in Auditing Notes for 
South African Students (Jackson & Stent), 10th edition from chapter 10 to 14. 
 

• You will not have access to the cycles in tests and examinations sessions as 
you are not allowed to take Auditing Notes for South African Students into the 
sessions. 
 

• It is also important to practice writing out questions on the business cycles 
under examination conditions, and questions on these can be found in 
Chapter 3 of Applied Questions on Auditing, 8th edition. 

 

 

 

EXAMINATION TECHNIQUE 
 
Internal control related questions are typically examined as follows: 

 
REQUIRED:  Weaknesses, risks and recommendations 
 
• A question can either only require one of the above (e.g. only the weaknesses), 

or it can require a combination of two (e.g. weaknesses and risks), or even 
weaknesses, risks and recommendations. 

 
• If more than one of the above are required, present your answer in a tabular 

format (even if the question does not specifically require it). This will assist you 
in presenting your answer in a structured manner and it will make it easier for 
the marker.  

 
For example: 
Identify the weaknesses, potential risks/consequences of the weaknesses and 
your suggestions for improvement thereof relating to the revenue and receipts 
cycle. 
 
Structure your answer in the form of a table, as illustrated below: 
 

Weakness Potential risk/ 
Consequences 

Suggested improvement 
(recommendation) 

   

 
• When you are required to identify weaknesses in an internal control system, it 

is important to remember to 

− not only discuss those internal controls that are performed incorrectly 
(as indicated in the given scenario); 

− but also discuss the key internal controls that should be performed but 
are not mentioned in the scenario. 

 
Please note: These discussions should still be relevant to what is given in the 
scenario. 
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EXAMPLE 
 
John is responsible for the maintenance of the fixed asset register of the company. 
He is also responsible for preparing a reconciliation of the fixed asset register to the 
general ledger accounts on a regular basis. He also records all purchases and sales 
of fixed assets in the accounting records. John signs all documents and 
reconciliations he prepares. 
 
Required 
 
Identify the weaknesses from the above-mentioned scenario. 

 

 Weaknesses 
 

 Firstly, identify those weaknesses from the scenario (i.e. those internal controls 
that are not performed correctly):  

− John performs incompatible duties, since he 
▪ is responsible for the maintenance of the fixed asset register; 
▪ prepares a reconciliation between the fixed asset register and the 

general ledger accounts; and 
▪ records all purchases and sales of fixed assets in the accounting 

records. 
 Secondly, identify those internal controls that you know should be performed, 

but are not mentioned in the given scenario (but which are still relevant to the 
scenario): 

− No one reviews and authorises the reconciliation between the fixed assets 
register and the general ledger accounts. 

− No one investigates the discrepancies or long outstanding items in the 
reconciliation. 

 
As you can see, these internal controls are not mentioned in the scenario and are 
therefore considered to be weaknesses (as they are not performed). They are 
however still relevant to the given scenario. 

 
The following control activities can be found in any good internal control system. They apply to 
all the business cycles. When you are answering a question on internal control, always keep 
the control activities in mind and apply them to the given scenario.  
 
Control activities (ISA 315, par A96): 
 
• authorisation; 
• performance reviews; 
• information processing; 
• physical controls; and 
• segregation of duties. 

 
Always remember that you should mainly discuss the control activities that are most relevant to 
the given scenario. 
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What is the difference between identifying a weakness, describing the risk and making a 
recommendation? 

 
Weakness   When identifying a weakness, you merely state 

▪ whether an existing control is being performed incorrectly, and/ 
or 

▪ if an internal control (relevant to the scenario) is not being 
performed at all. 

 
Risk    You might be asked to describe the risks in a given scenario. The 

risk is the potential consequence of the weaknesses mentioned 
above. This is normally what management and we as auditors are 
concerned about, as the risk usually relates to the influence on the 
financial statements and/or the financial/ reputational influence on 
the client’s business. 

 

 
 

EXAMPLE 
 

Weakness Risk/Consequence 

There is poor segregation of duties 
since Mr X performs all of the following 
functions (list the functions): 
•  
•  
•  
= Internal control is not being 

performed at all. 

Possible fraud or other 
irregularities could go undetected, 
which could have a negative 
financial impact on the entity.  
=  Potential consequence 

No tests of creditworthiness are carried 
out on clients before the order is 
processed. 
= Internal control is not being 

performed at all. 

Sales could be made to clients who 
are not creditworthy. This could 
have severe financial implications 
for the entity. 
=  Potential consequence 

The product catalogue is updated only 
quarterly. 
= Existing control is being 

performed incorrectly. 

The product catalogue that a client 
is using might be out of date, which 
could lead to sales being made at 
incorrect prices. This could lead to 
financial losses for the company. 
=  Potential consequence  

There is no independent review of the 
work performed by Mr X. 
= Internal control is not being 

performed at all. 

As Mr X is not independently 
reviewed, he could commit fraud 
and/or make errors, which could go 
undetected. This could have a 
negative financial impact on the 
entity. 
=  Potential consequence 

   

 

 



22 
AUE4862/102 
ZAU4862/102 
NAU4862/102 

 HJB 

 
Recommendations  If you are required to make recommendations (suggestions for 

improvements), make sure that you do not formulate your answer as 
weaknesses! The recommendations that you make should be 
practical and preferably cost effective (from a client’s perspective). If 
we take the weakness of: “no tests of creditworthiness carried out” 
(in the table with the example of weaknesses and risks above), what 
would appropriate recommendations be? 
▪ A credit limit should be determined for each new client after 

proper background checks have been carried out. 
▪ When the orders are received, the computer system or the sales 

clerk should check whether the credit limit has been exceeded 
and should only then authorise the sale. 

▪ If the credit limit has been reached, the credit manager or other 
senior official should authorise the sale. 

 
A question can also require you to “evaluate the effectiveness of an internal control system”. 
Here you will have to address both negative (weaknesses) and positive aspects of the controls 
being performed. An evaluation means that you compare the negative and the positive 
elements of a certain matter and come to a conclusion. 

 
A question can require you to identify/list/describe the internal controls (both manually and 
automated) that should be present in a client's internal control system, or that should be 
implemented to ensure certain control objectives are met. Don’t confuse this with tests of 
controls. You should be comfortable with the various business cycles and the internal controls 
that should be performed in each cycle. You cannot describe controls that a client should have 
in place if you are not familiar with the controls in each cycle. 

 

 
 

EXAMPLE 
 
Control  
− A reconciliation between deposits captured and bank statements should be 

performed by the accounting department. 
− This reconciliation should be reviewed by a senior official (manager). 
− Any security breaches must be logged and followed up by management. 

 
As you can see, you are not testing the control, but merely stating what the 
control should be. 

 
General aspects 
 
Refer to all the self-assessment questions in this tutorial letter for past Unisa test and 
examination questions. These questions will provide you with guidance on how internal control 
related topics were tested and examined in the past. Please note that you have to determine 
exactly what a question requires you to do. Does the question only require you to look at a 
certain function of a transaction cycle? Does it require you to discuss only certain control 
objectives (assertions)? The golden rule is to limit your answer to what is required from you!  

 
Determine from whose point of view the question is asked (i.e. the external auditor, internal 
auditor or management). This would influence the way in which you will formulate your answer. 

 
The auditor shall obtain an understanding of the entity and its environment, including the 
entity’s internal control, in order to identify and assess the risks of material misstatement. In 
identifying and assessing the risks of material misstatement the auditor shall perform risk 
assessment procedures.  
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The risk assessment procedures shall include the following (ISA 315, par 5–10): 
 
(a) inquiries 
 
(b) analytical procedures 
 
(c) observation and inspection 

 

 

EXAMINATION TECHNIQUE 
 
It is important to understand the difference between the following definitions of 
risks. Please refer to the glossary of terms included in the SAICA Handbook, 
Volume 2, Auditing, for a definition of the following terms: 
 
1. Audit risk 
2. Business risk 
3. Control risk 
4. Detection risk 
5. Inherent risk 
6. Risks of material misstatement 
7. Significant risk 

 
Audit risk is a function of the risks of material misstatement (inherent risk and control risk) 
and detection risk. 
 

If you are required to describe the risks of material misstatement, you will not discuss the 
detection risk. 
 

Business risk is broader than the risks of material misstatement of the financial statements, 
although it includes the latter. 
 
Significant risks and significant deficiencies in internal control 
 
ISA 315, par 27, requires the auditor to determine whether any of the risks identified are in 
his/her judgment a significant risk. 
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IMPORTANT PRINCIPLES 
 

What is a significant 
risk? 
 

ISA 315, par 4 – definition (e) 
“An identified and assessed risk of material 
misstatement that, in the auditor’s judgment, requires 
special audit consideration.” 

What should the 
auditor consider when 
deciding if a risk is 
significant? 
 

ISA 315, par 28 
• Is the risk a risk of fraud? 
• Is the risk related to recent significant economic, 

accounting or other developments and does it 
therefore require specific attention? 

• Is (are) the transaction(s) complex? 
• Does the risk involve significant transactions with 

related parties? 
• What is the degree of subjectivity in the 

measurement of financial information related to the 
risk? 

• Does the risk involve significant transactions that 
are outside the normal course of business for the 
entity/or appear unusual? 

Why do significant 
risks often relate to 
significant non-
routine transactions 
or judgmental 
matters? 

ISA 315, par A140  
• Non-routine transactions 

− are unusual (due to size or nature) and 

− occur infrequently. 
• Judgmental matters 

− may have significant measurement uncertainty 
(e.g. development of accounting estimates). 

Risks of material 
misstatement may be 
greater for ... 

ISA 315, par A141-A142 
• Significant non-routine transactions arising from 

the following matters: 

− greater management intervention to specify the 
accounting treatment; 

− greater manual intervention for data collection 
and processing; 

− complex calculations or accounting principles; 
and 

− the nature of the non-routine transaction. 
•  
• judgmental matters that require the development of 

accounting estimates, arising from the following 
matters: 

− accounting principles for accounting estimates 
or revenue recognition may be subject to 
differing interpretation; and 

− required judgment may be subjective or 
complex, or require assumptions about the 
effects of future events, for example judgment 
about fair value. 
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How should the 
auditor respond to a 
significant risk? 

ISA 330, par 15 
If the auditor wants to place reliance on a control(s) 
over a risk he/she has identified as a significant risk, 
the auditor shall test the control(s) in the current 
period. 
 
ISA 330, par 21 
If the auditor determines that an assessed risk of 
material misstatement at the assertion level is a 
significant risk, he/she has to perform substantive 
procedures that are responsive to that risk. 
 
If the audit approach is to perform substantive 
procedures only for that significant risk, it should 
include tests of details. 

What happens when 
the assessed risk 
relates to a risk of 
material misstatement 
due to fraud? 

ISA 240, par 27 
The auditor shall treat those risks as significant risks 
and obtain an understanding of the entity’s related 
controls, including control activities, relevant to such 
risks. 
It is important for the auditor to obtain an 
understanding of the controls that management has 
designed, implemented and maintained to prevent and 
detect fraud (par A32). 

What if management 
have not appropriately 
responded to 
significant risks of 
material misstatement 
by implementing 
controls over 
significant risks? 

This is an indicator of a significant deficiency in 
internal control. 

What is a significant 
deficiency in internal 
control? 

ISA 265, par 6 
A deficiency or combination of deficiencies in internal 
control that, in the auditor’s professional judgment, is 
of sufficient importance to merit the attention of those 
charged with governance. 
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What are possible 
indicators of 
significant 
deficiencies in 
internal control? 
 

ISA 265, par A7 (a few examples) 
• Evidence of ineffective aspects of the control 

environment. 
Good examples are when management commits 
fraud (material or not) that is not/was not prevented 
by the entity’s internal control and if management 
fail to implement appropriate remedial action 
regarding significant deficiencies that have been 
communicated to them (by us) in the past. 

• Evidence that management do not oversee the 
preparation of financial statements. 

• Absence of controls over significant risks. 
• Absence of a risk management process. 
• Restatement of previously issued financial 

statements (as a result of a material misstatement 
due to fraud or error). 

How should the 
auditor respond to a 
significant deficiency 
in internal control? 
 

ISA 265, par 9 
The auditor must communicate (in writing) the 
significant deficiencies in internal control identified 
during the course of the audit to those charged with 
governance on a timely basis. 
Refer to par 10 and 11 for details on the reporting of a 
significant deficiency in internal control. 
The level of detail of the communication will depend 
on (par A15) 
• the nature of the entity (e.g. public interest entity 

vs. non-public interest entity); 
• the size and complexity of the entity; 
• the nature of the significant deficiency; 
• the entity’s governance composition; and 
• legal or regulatory requirements. 

Who are “those 
charged with 
governance”? 

ISA 260, par 10 
This is the person(s) or organisation(s) with 
responsibility for overseeing the strategic direction of 
the entity and obligations related to the accountability 
of the entity (including overseeing of the financial 
reporting process). 

   

 
 

2. Assessment of risks of material misstatement at the financial statement level 
 
Risks of material misstatement at the financial statement level refer to risks that relate 
pervasively to the financial statements as a whole and potentially affect many assertions 
(ISA 315, par A122). 
 

The following table provides examples of conditions and events that may indicate the existence 
of audit risk at the overall financial statement level. The examples provided cover a broad 
range of conditions and events; however, not all conditions and events are relevant to every 
audit engagement, and the list of examples provided below is not necessarily complete. Refer 
to ISA 315, Appendix 2, for the list of these examples. 
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No Risk indicator Description of risk  Component 
of audit risk 

1. Operations in regions or 
countries with strict 
regulations/different 
regulations to SA 

The AFS may be materially misstated, as the entity 
might not comply properly with the relevant laws 
and regulations, possibly resulting in material 
misstatements of unrecorded liabilities, 
expenses, etc. For instance, JSE regulations, 
environmental laws, labours laws, etc.  

Inherent 
risk 

2. − Liquidity issues 
− Operating losses 
− Loss of significant 

customers or suppliers 
− Constraints on 

availability of capital and 
credit 

− Changes or loss of key 
personnel 

− Pending significant 
litigation 

− Operations in regions or 
countries that are 
economically unstable 

− Operating in a 
competitive environment 

− Dependent on 
technology 

The AFS may be materially misstated, as the going 
concern assumption might not be properly 
accounted for and/or disclose due to (relevant risk 
indicator). 
 
The AFS may be materially misstated because of the 
entity engaging in fraudulent financial reporting to 
hide a going concern threat due to (relevant risk 
indicator). 

Inherent 
risk 

3. Changes in the industry to 
which management do not 
want to comply 

The AFS may be fraudulently materially misstated, 
as the entity might not comply with the changes 
to laws (Companies Act, King IV, etc.), in the 
industry within which it operates, indicating lack of 
integrity by management. 

Control risk 

4. Expanding into new 
locations/decentralisation of 
the entity 

The AFS may be materially misstated, as the 
control environment in other locations might not be 
operating effectively resulting in fraudulent activities 
or errors. 

Control risk 

5. Lack of personnel with 
appropriate accounting and 
financial reporting skills 

The AFS may be materially misstated, as errors 
might be occurring in the preparation of financial 
records due to personnel that lack accounting skills. 

Control risk 

6. New client • The AFS may be materially misstated, as 
material misstatements and errors could go 
undetected as we are not familiar with the client.  

• The AFS may be fraudulently materially 
misstated by management because the new 
auditors have limited knowledge of the entity. 

Detection 
risk 
 
Inherent 
risk 
 

7. Management’s integrity 
questionable 

The AFS may be materially misstated, as the 
control environment might be compromised by 
management who lack integrity. 

Control risk/ 
Inherent 
risk 

8. Use of work of third party 
(component auditor 
[ISA 600]/ internal auditor 
[ISA 610]/expert [ISA620]) 

The AFS may be materially misstated, as the third 
party might not be competent and appropriately 
qualified to perform the work required for audit 
evidence.  

Inherent 
risk 
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No Risk indicator Description of risk  Component 
of audit risk 

9. Management receive 
bonuses driven by profits 

The AFS may be materially misstated, as directors 
might engage in fraudulent financial reporting, i.e. 
overstatement of revenue and understatement of 
expenses to maximise bonuses.  

Inherent 
risk 

10. Financials to be used to 
obtain financing from the 
bank 

The AFS may be materially misstated, as directors 
might engage in fraudulent financial reporting, 
i.e. overstatement of assets and profits and 
under-statement of liabilities and expenses to 
ensure that financing will be obtained.  

Inherent 
risk 

11. Tight deadline • The AFS may be materially misstated, as 
management might not have sufficient time to 
properly account and disclose 
post-balance-sheet events (subsequent 
events). 

• There is a risk that the auditor might not have 
sufficient time to obtain the audit evidence, 
resulting in material misstatement going 
undetected. 

Inherent 
risk 
 
 
 
Detection 
risk 

12. Listed on the JSE Ltd The AFS might be materially misstated, as the 
company might not comply with JSE regulations, 
resulting in the delisting of the company and 
affecting the going concern of the company. 

Inherent 
risk 

13. Change of the accounting 
software 

The AFS may be materially misstated, as the 
financial data might not be properly transferred 
from the old accounting system to the new 
accounting system. 

Control risk/ 
Inherent risk 

14. History of errors or 
significant adjustment at 
year end 

The AFS may be materially misstated due to error, 
as the current financial statements might include 
material misstatements. 

Inherent 
risk 

15. Managers are the owners of 
the entity 

The AFS may be materially misstated, as directors 
might engage in fraudulent financial reporting to 
present the performance and position of the 
entity in a more favourable light.  

Inherent 
risk 

16. Entity required to produce 
group financial statements/ 
Different accounting policies 
in a group/ 
Different accounting 
systems/reporting dates 

The AFS may be materially misstated, as errors 
might occur during consolidation because it 
involves an intricate process possibly resulting 
in material misstatements. 
 
The AFS may be materially misstated, as related 
party transactions might not be eliminated on 
consolidation. 
 
The AFS may be materially misstated, as the 
consolidation might not be properly done in 
terms of IAS 27. 

Inherent 
risk 

17 Obtaining control of another 
company 

The AFS may be materially misstated, as IFRS 
3/IFRS 10 might not be properly accounted for. 

Inherent 
risk 
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EXAMINATION TECHNIQUE 
 
No marks are allocated for the risk indicators unless you are required to list the risk 
indicators. Marks are awarded for describing the risk in terms of the description of 
risk column in the table above. In a scenario, the risk indicator will be mentioned in the 
scenario to enable you to discuss or describe the risk. 

 
 
3. Assessment of risks of material misstatement at the assertion level 
 

Assertions are management representations that are embodied in the financial statements, and 
they are used by the auditor to consider the different types of potential misstatements that may 
occur (ISA 315, par 4(a)). ISA 315, par A124, sets out the assertions used by the auditor to 
consider the different types of potential misstatements that may occur. These assertions fall 
into the following three categories: 
 
• assertions about classes of transactions and events for the period under audit; 
• assertions about account balances at the period end; and 
• assertions about presentation and disclosure.  
 
To demonstrate conditions and events which may affect risks at the assertion level we will use 
the following example. (Please note that these conditions and events evident from the example 
below can be found in ISA 315, Appendix 2.) 

 

 
 

EXAMPLE 
 
You are a first-year trainee accountant of ABC Ltd (ABC). The audit senior on the job has 
provided you with the following information which you will require in the audit of ABC. 
 
Revenue comprises sales made to local and foreign customers. Foreign customers are 
invoiced in their respective currencies. During the year, ABC entered into a forward 
exchange contract (FEC) for the goods it sold to one of its once-off foreign customers in 
order to protect itself against foreign currency fluctuations. The normal credit terms are 
30 days. ABC provides for credit losses at 2% of the trade receivables balance. 
Management of ABC receive a bonus based on profit for the year. At year end, trade 
receivables were factored to provide ABC with the cash flow that was required. 
 
REQUIRED 
 
(a) Identify the significant account balance(s) and/or class(es) of transactions in the 

above scenario of ABC Ltd.  
 
(b) Describe the risks of material misstatement of the identified account balance(s) 

and/or class(es) of transactions.  
 

(c) Present your answer using assertions. 
 

SUGGESTED SOLUTION 
 
(a) Significant class of transactions: Revenue 
 
(b) and (c) Risks of material misstatement at the assertion level. 
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Conditions or events 
affecting risks at 
assertion level 

Risk indicator Risk (b) Assertion 
(c) 

Appendix 2 (ISA 315)    

Complexity of the 
underlying transaction 

Foreign 
customers are 
invoiced in 
foreign 
currencies. 

There is a risk that revenue from 
foreign customers might not be 
translated at the correct 
exchange rate.  

Accuracy  

Susceptibility of the 
account to 
misstatement 

Management 
receive a bonus 
based on profit 
for the year. 

There is a risk that revenue might 
be recognised in the incorrect 
period in order to inflate the 
revenue figure for bigger 
bonuses. 
 
There is a risk that management 
might record fictitious sales in 
order to inflate the revenue figure 
for bigger bonuses. 

Cut-off 
 
 
 
 
 
Occurrence 

 
(a) 1. Significant account balance:  Trade receivables 

2. Significant class of transactions: Allowance for credit losses 
 
(b) Risk of material misstatement at the assertion level 
 

Conditions or events 
affecting risks at 
assertion level 

Risk indicator Risk (b) Assertion 
(c) 

Appendix 2 (ISA 315)    

Susceptibility of the 
account to 
misstatement 

Foreign 
customers are 
invoiced in their 
foreign 
currencies. 

There is a risk that trade 
receivables might not be 
translated at the correct closing 
rate at year end. 

Valuation 
and 
allocation 

Completion of unusual 
and complex 
transaction  
And/or  
Complexity of the 
underlying transaction 
making up the account 
balance  
And/or  
Transaction not subject 
to routine processing 

Once-off FEC 
for goods sold to 
foreign 
customers. 

There is a risk that FEC 
gains/losses might not be 
accurately accounted for, 
resulting in a misstatement of the 
trade receivables account. 
 

Valuation 
and 
allocation 

Susceptibility of 
account to 
misstatement 

Management 
receive bonuses 
based on net 
profit for the 
year. 

There is a risk that fictitious 
debtors could be recorded in 
the financial records in order to 
inflate the revenue figure for 
bigger bonuses.  

Existence  

   

 



31 
AUE4862/102 
ZAU4862/102 
NAU4862/102 

 HJB 

 

  

Conditions or events 
affecting risks at 
assertion level 

Risk indicator Risk (b) Assertion 
(c) 

Appendix 2 (ISA 315)    

Degree of judgment 
involved 

Allowance for 
credit losses. 

There is a risk that the allowance 
for credit losses is understated 
to inflate the trade receivables 
account and reflect ABC’s 
financial position in a better light. 

Valuation and 
allocation of 
trade 
receivables  
Accuracy and 
completeness 
of allowance 
for credit 
losses  

Completion of unusual 
transaction 

Trade 
receivables are 
factored. 

There is a risk that the trade 
receivables account does not 
belong to ABC Ltd since 
debtors have been factored. 

Rights and 
obligations 

   

 

 
 

COMMENT 
 
1. The first two columns were not required. They are included in the suggested 

solution to demonstrate to you how conditions or events may affect risks at the 
assertion level. 

 
2. The assertions at risk for the relevant class of transactions (statement of 

comprehensive income line item) revenue, are accuracy, cut-off and occurrence 
in this instance. 

 
3. Completeness and classification are not at risk relating to revenue at ABC Ltd; 

hence, they are not discussed in the suggested solution. 
 

4. The completeness assertion has not been dealt with for the trade receivables 
account, as it is not at risk for ABC Ltd.   

 

 

 

EXAMINATION TECHNIQUE 
 
1. Present your answer using assertions even when not required to do so. This will 

generate marks and show the marker that you are able to make the link between 
the risk and the assertion. 
 

2. Use ISA 315, par A129, when answering a question on risks at the assertion level. 
This will enable you to address the correct assertion that is at risk for a class of 
transaction, account balance and/or disclosure. 
 

3. When you are required to describe the risk at the assertion level, use the 
information in the scenario. For instance, if you were to write “there is a risk that 
trade receivables might be valued incorrectly”, your answer would be incomplete as 
you did not link it to the information in the scenario. You would have to link your 
answer to forex valuation and the impact of the provision for credit losses when 
discussing the valuation assertion. 
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 4. When you are required to describe the risks at the assertion level, do not confuse it 
with the question on audit procedures. Audit procedures will be covered in 
Tutorial Letter 103. 

 
 
4. Planning activities 
 

As per ISA 300, par 7, the auditor shall establish an overall audit strategy that sets the scope, 
timing and direction of the audit, and that guides the development of the audit plan. 
 
4.1 Overall audit strategy 

 
In establishing the overall audit strategy, the auditor shall: 
 
(a) Identify characteristics of the engagement that define its scope. 
 

For instance: 
1. the financial reporting framework (IFRS, SA GAAP, GRAP, etc) 
2. industry-specific reporting requirements (compliance with JSE regulations), 

government regulations (environmental, labour, etc) and so forth 
3. number of locations for expected audit coverage 

(For more examples on the characteristics of the engagement, refer to 
ISA 300, Appendix.) 
 

(b) Ascertain the reporting objectives of the engagement to plan the timing of the audit and 
nature of communication required. 

 
For instance: 
1. the entity’s reporting timetable for interim financial results and year end financial 

results 
2. meetings with management and those charged with governance 
3. communicating with auditors on components regarding deadlines 

(For more examples on the reporting objectives, timing of the audit and 
nature of communications, refer to ISA 300, Appendix.) 

 
(c) Consider significant factors in directing the engagement team. 

 
The significant factors will include the following: 
1. materiality 
2. areas with higher risk of material misstatement 
3. volume of transactions 

(For more examples on the significant factors, refer to ISA 300, Appendix.) 
 

(d) Consider the results of the preliminary engagement activities and, where applicable, 
whether knowledge gained from other engagements performed by the engagement 
partner for the entity is relevant. 

 
(e) Ascertain the nature, timing and extent of resources necessary to perform the 

engagement. 
 

The nature, timing and extent of resources will include the following: 
1. selection of the engagement team 
2. the engagement budget 
 (Refer to ISA 300, Appendix.) 
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As discussed above, refer to ISA 300, par 8 and par A8 to A11 and the Appendix for 
considerations in establishing the overall audit strategy. (The Appendix has a detailed list of 
considerations in establishing the overall audit strategy.) 

 
4.2 Audit plan 

 
The completion of the overall audit strategy guides the development of the audit plan.  

 

 
 

IMPORTANT PRINCIPLE 
 
Risks at the overall financial statement level will be dealt with by the overall 
responses (ISA 330, par 5 and A1 to A3). The risks at the assertion level will 
be dealt with by the audit procedures responsive to the assessed risk of 
material misstatement at the assertion level (ISA 330, par 6 and A4 to A8). 

 
The audit plan is more detailed than the overall audit strategy and includes a description of 
(ISA 300, par 9) 
 
(a) the nature, timing and extent of planned risk assessment procedures as determined 

under ISA 315; 
 

(b) the nature, timing and extent of planned further audit procedures at the assertion level as 
determined under ISA 330; and 
 

(c) other planned audit procedures that should be carried out to ensure that the engagement 
complies with ISAs. 

 
The auditor’s assessment of the identified risks at the assertion level provides a basis for 
considering the appropriate audit approach (combined audit approach or substantive audit 
approach) for designing and performing further audit procedures (ISA 330, par A4).  
 
The auditor may decide to follow either of the following approaches: 
 
A combined audit approach which entails tests of controls and substantive procedures 
may be followed. This is normally followed when the auditor intends to rely on the operating 
effectiveness of controls or when substantive procedures alone cannot provide sufficient 
appropriate audit evidence at the assertion level (ISA 330, par 8). 
OR 
A substantive approach may be followed, which entails both tests of detail and substantive 
analytical procedures.   

 

 
 

IMPORTANT PRINCIPLE 
 
Irrespective of the assessed risks of material misstatement, the auditor shall 
design and perform substantive procedures for each material class of 
transactions, account balance and disclosure (ISA 330, par 18 and A42). 
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IMPORTANT PRINCIPLES 
 

Nature (ISA 
330, par A5): 

The nature of an audit procedure refers to its purpose (that is, 
test of controls or substantive procedure) and its type 
(inspection, observation, inquiry, confirmation, recalculation, 
reperformance, or analytical procedures). 
 

Timing (ISA 
330, par A6): 

The timing of an audit procedure refers to when the audit is 
performed. 
The auditor can perform procedures as follows: 
• before year end (interim), or 
• at and after year end, or 
• early verification just prior to year end, with roll-forward 

procedures at year end, or 
• both in the interim and after year end. 
(The auditor has to incorporate an element of unpredictability in 
the timing of performing certain audit procedures.) 
 

Extent (ISA 
330, par A7): 

The extent of an audit procedure refers to the quantity to be 
performed. 
This entails the quantity of tests of control, tests of detail and/or 
analytical procedures the auditor will perform. 
For instance, if you have a strong control environment, you will 
perform more tests of controls, with fewer tests of detail and 
more analytical procedures (and vice versa).  

(Refer to ISA 330, par A4 to A19, for a detailed response to the assessed risks at 
the assertion level.) 
 
It is important to understand that the approach that the auditor will follow is 
generally governed by: 
 
• the necessity to place reliance on controls; 
• the possibility of placing reliance on controls; and  
• the desirability of relying on the controls. 
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 Tests of Controls Substantive procedures 

Nature Necessity 
 
In the following circumstance, it is 
necessary/required to test controls: 
• when the entity conducts its 

business using IT (ISA 330 par 
A24); 

• when no documentation of 
transactions is produced or 
maintained (ISA 330 par A24); 

• if there have been changes that 
affect the continuing relevance of 
the audit evidence from previous 
years (ISA 330 par 14(a)); 

• at least once in every third audit if 
there were no changes that will 
affect the audit evidence obtained 
in previous years (ISA 330 par 
14(b)); or 

• if the auditor plans to rely on 
controls over a risk the auditor has 
determined to be a significant risk 
(ISA 330 par 15). 
 

Possibility 
• Consider whether it is possible to 

place reliance on the controls. 
 

Desirability 
• Giving feedback that adds value; 
• add value by increasing the 

possibility to be re-appointed in 
future years;  

• if controls are effective in current 
audit, tests of controls might be 
reduced in future year’s audit 
(consider necessity first). 

Necessity 
 
In the following circum-
stances, it is necessary/ 
required to do substantive 
audit procedures: 
• when a risk of material 

misstatements at the 
assertion level is a 
significant risk (ISA 330 
par 21); or 

• for each material class 
of transaction, account 
balance and disclosure 
(ISA 330 par 18). 

 
Consider the combination 
of: 
• test of detail; 
• test of year end 

balances; and 
• analytical procedures. 
 

Timing • For the particular time, or 
throughout the period, for which 
the auditor intends to rely on those 
controls (ISA 330 par 11). 

• At and after year end; or  
• early verification with roll 

forward procedures; or 
• in the interim and at year 

end (ISA 330 par 22). 

Extent 
 
 

Strong control environment: Perform 
more tests of controls. 
 
 
 
Weak control environment: If it is 
necessary to test controls as per 
above, then perform less tests of 
controls. 

Strong control environment: 
Perform less tests of detail. 
Perform more analytical 
procedures. 
 
Weak control environment: 
Perform more test of detail. 
Perform less analytical 
procedures. 
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5. Materiality in planning and performing an audit 
 

Materiality in planning and performing an audit is determined when developing an overall audit 
strategy.  
 
Study ISA 320 in detail to understand the effect that the determination of materiality in planning 
and performing the audit will have on conducting and concluding the audit. Know the difference 
between materiality and performance materiality (Refer to ISA 320, par 10 to 11.) Please note 
that the performance materiality calculated will be lower than the planning materiality. This 
enables the auditor to minimise the risk of expressing an incorrect audit opinion. 
 
There is an inverse relationship between materiality and inherent risk: 
 
• If inherent risk is assessed as high, a low materiality will be set to compensate for the 

high inherent risk. 
• If inherent risk is assessed as low, a high materiality will be set because there is a 

smaller chance that a material misstatement will occur. 

 

 
 

EXAMPLE 
 

Gross profit = R5 000 000 
 

This audit firm applies the following percentages to gross profit in the materiality 
calculation: 
− high inherent risk 0,5% 
− medium inherent risk 1% 
− low inherent risk 2% 

 

Inherent risk Set materiality Result 

High (0,5%) R25 000 (low) • Increased sample sizes  
• Can tolerate less errors in sample tested 
• Most conservative 

Medium (1%) R50 000 
(medium) 

• Sample sizes smaller than above 
• Can tolerate a few more errors in samples 

tested 
• More conservative 

Low (2%) R100 000 (high) • Smallest sample sizes 
• Can tolerate more errors (we do not expect 

many errors) 
• Less conservative 

 
When answering a question relating to calculating materiality in planning an audit, table 
the following steps: 
 
1. Determine which figures to use: 

• budgeted figures; 
• unaudited figures of current year (i.e. management accounts); or 
• prior-year audited figures. 

 
2. Consider the indicators and perform the calculations: 

• Turnover ½–1% 
• Gross profit 1–2% 
• Net income 5–10% 
• Total assets 1–2% 
• Equity  2–5% 

 



37 
AUE4862/102 
ZAU4862/102 
NAU4862/102 

 HJB 

 

 You may use the above percentages as a guide on which to base the materiality 
calculation. If you are given percentages in a scenario, you should use the given 
percentages. 
 
Remember to consider the nature of the business. For an entity that is capital 
intensive, you are likely to use total assets for your materiality calculation. The 
materiality calculation bases will differ from audit firm to audit firm. 

 
3. Determine the materiality. 

Remember there is an inverse relationship between materiality and inherent risk. 
Marks will be awarded for the reasoning given for your chosen materiality even if 
your calculations are incorrect.   

 
 

SECTION B – QUESTION ON STUDY UNIT 3 

 
QUESTION 1    23 marks 
 

The following is an extract from a Unisa examination question. This question has been selected to 
assist you in using the information in the scenario to answer the auditing questions properly. Read the 
required part, analyse it, and answer the question in the way you would in the examination. Mark your 
answer and identify the areas in which you fell short.  
 
Once you have completed this exercise, see the same question from page 41 to page 44 and see how 
we have analysed the "required'  section (to make sure you understand what is required of you and 
how to link it to what you have studied). We have also taken you through the suggested solution to 
show you how to answer this type of question in order to earn maximum marks. Note the markers' 
comments that follow after the suggested solution. 

 

 

YOU HAVE 7 MINUTES TO READ THIS QUESTION. 
 

 
BACKGROUND INFORMATION 
 
You are an audit partner at Motaung & Khoza Inc (Motaung & Khoza), a medium-sized auditing firm 
based in Southern Africa. You were promoted to partnership seven years ago after being with the firm 
for 11 years.  
 
You are currently conducting the audit of Paparazzi (Pty) Ltd (Paparazzi) for the year ended 
31 August 2018. You have worked on the audit of Paparazzi since joining Motaung and Khoza, first as 
a trainee accountant and now as the partner in charge of the audit. Paparazzi has never had a 
modified audit opinion. During a discussion held with the CEO of Paparazzi, Tumisho Khumalo, he 
promised you and your family of four a free subscription to the Paparazzi magazine if an unmodified 
audit opinion were issued for the 2018 financial year. Realising that your 18-year-old daughter wants 
to become a journalist, Mr Tumisho Khumalo also indicated that the company would grant her a 
comprehensive study bursary (to the value of approximately R40 000) if you expressed an unmodified 
audit opinion. To remain ethical, your daughter will have a commitment to work at Paparazzi for five 
years after her graduation. 
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Attached are the following documents that deal with various aspects of the audit. 
 
Description      
 
Additional information on the business 
Working paper A1: Revenue 
 
 
ADDITIONAL INFORMATION ON THE BUSINESS 
 
Paparazzi is a magazine company that was founded 18 years ago by Tumisho Khumalo. The 
magazine, called Paparazzi, covers the lives of local and international celebrities. Paparazzi is sold in 
South Africa, Botswana and Namibia. 
 
The head office of Paparazzi is situated in Cape Town, with branches in Durban and Johannesburg. 
Each branch and the head office are responsible for the printing of the magazines for selected 
regions. All printing machines are acquired on lease and are replaced every second year. At the end 
of the second year, the printing machines are sent back to the lessor. The printing machines have a 
useful life of five years. 
 
The shareholders of Paparazzi are as follows: 
 

Shareholders % holding Position 

Mr Tumisho Khumalo 
Mr Michael Strauss 
Ms Ursula Mol 
Other 

30% 
25% 
25% 
20% 

CEO and chairperson of the board 
Financial director 
Managing director 

 
During the 2017 financial year, 15% of the shares were issued to the directors in terms of a share 
incentive scheme. Share options have not yet vested. One of the vesting conditions is that Paparazzi 
yield earnings per ordinary share of at least 180 cents. Paparazzi intends listing on the JSE Ltd in the 
next financial year. 
 
Michael Strauss has informed you that the audited financial statements will be used to apply for 
financing at the bank. This financing will be used to pay a settlement amount on the acquisition of an 
80% interest in Top Decor Ltd (Top Decor), a magazine company that caters for upmarket 
home-owners. Top Decor was acquired by Paparazzi on 15 May 2018. Top Decor is the brainchild of 
Lee Zing, a world-renowned interior decorator, originally from Namibia. The company is situated in 
Namibia and is audited by one of the other medium-sized audit firms in Namibia. 
 
The following took place during the year under review: 
 
• Paparazzi created a website (refer to working paper B1) to cater for the increased demand for 

the Paparazzi magazine. The website will be used for information and trading purposes.  
• Lorraine & Mable (Pty) Ltd (Lorraine & Mable), a cosmetics company, was running a competition 

in the Paparazzi magazine, whereby five lucky readers would each win a Volkswagen Polo 
vehicle. The competition disclosed in the Paparazzi magazine, however, stated erroneously that 
the lucky readers would each win a Mini Cooper vehicle. In accordance with the advice from its 
legal advisors, Lorraine & Mable had to award the winning prizes, five Mini Coopers, to the lucky 
readers on 25 August 2018. Lorraine & Mable is now suing Paparazzi for the difference in cost 
between the Mini Cooper vehicles and the Volkswagen Polo vehicles, which amounts to 
R750 000. The legal counsel of Paparazzi is studying the claim and at this point, they cannot 
comment on the likelihood of possible significant liability arising from this dispute. 
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Accounting policies 
 

The accounting policies used in the preparation for the 2018 financial statements are consistent with 
those applied in the previous financial year. Paparazzi elected to early adopt IFRS 15 – Revenue 
from contract with customers.  The following are extracts from these policies: 
 
1. Revenue (IFRS 15): Revenue from contracts with customers (Extract)  
 

Revenue in terms of IFRS 15 uses the five steps revenue model as such: 
 

1. Identify the contract(s) with the customer. 
2. Identify the performance obligations in the contract. 
3. Determine the transaction price. 
4. Allocate the transaction price to the performance obligations. 
5. Recognise revenue as/when the entity satisfies a performance obligation (risks a.5.2, 

b.1.1.2, b.1.1.3, b.1.4). 
 
2. Other 

 
Dividend income is recognised when the last date to register for the dividend has passed; and 
interest is recognised on a time proportion basis which takes into account the effective yield on 
the asset over the period it is expected to be held. 
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Client Paparazzi (Pty) Ltd 0Sch. 
Ref A1 

Year end 31 August 2018 

Prepared by Nico Stapelfeld Date 1 Sept 2018 

Reviewed by Basetsana Masha Date 3 Sept 2018 

 
Revenue 
 

Description 2018 
R’000 

 2017 
R’000 

Sale of magazines 18 993  12 999 

– Local sales 14 962  9 833 

– Foreign sales   4 031  3 166 

Advertising income 321 600  310 978 

 
• Sales of magazines are up 46% when compared to the previous year. This is attributed to the 

increased demand for the magazines and the introduction of a website to accept orders.  
 
• Sales of magazines comprise sales made to retail outlets and subscribers.  
 

– Sales to retail outlets are made at a discount of 20% of the selling price of the magazine. 
The retail outlets acquire the magazines on credit. At the end of the month, the 
magazines, which were not sold, are sent back to Paparazzi. Paparazzi then invoices the 
retail outlets for the actual magazines sold. 
 

– Sales to the subscribers are made at a discount of 15% on the selling price of the 
magazine. For the subscription to be valid, the subscribers are required to pay upfront. 
The subscription for the magazine is for a 12-month period. The subscription can take 
place any time during the year. 

 
• Foreign sales comprise sales made in Botswana and Namibia. Individuals who wish to 

purchase the Paparazzi in these foreign countries can only purchase it at their local retail 
outlet. 
 

• Advertisers are contracted with Paparazzi for a period of at least one year to advertise in the 
Paparazzi magazine. The cost differs depending on space (the number of pages) and location 
(specific part of magazine) used by advertisers in order to advertise their products. The 
advertisers are required to pay the one-year advertising fee at the inception of the contract. 
This advertising fee is non-refundable, regardless of whether advertising opportunities are used 
during the contracted period or not. 
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YOU NOW HAVE 35 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

(a) Identify the significant audit risks of Paparazzi and its group at the overall financial 
statement level for the 2016 financial year by using the additional information on the 
business. 

 
 

15 

(b) Regarding working paper A1 (Revenue), identify the risks at the assertion level 
relating to revenue. You have to refer to all the revenue sources of Paparazzi. 

 
 8 

(Unisa – examination, adapted) 
 

 

EXAMINATION TECHNIQUE 
 
What follows is the same question, but with notes to indicate how to answer this type of 
question. The notes on the scenario are the same type of notes a student should be 
making during the reading time, to organise the information logically, to mark important 
key words or phrases and to be on the lookout for certain types of questions that might 
be asked based on the scenario provided. 

 
QUESTION 1    23 marks 
 
BACKGROUND INFORMATION 
 
You are an audit partner at Motaung & Khoza Inc (Motaung & Khoza), a medium-sized auditing firm 
based in Southern Africa. You were promoted to partnership seven years ago after being with the firm 
for 11 years.  
 
You are currently conducting the audit of Paparazzi (Pty) Ltd (Paparazzi) for the year ended 
31 August 2018. You have worked on the audit of Paparazzi since joining Motaung and Khoza, first as 
a trainee accountant and now as the partner in charge of the audit. Paparazzi has never had a 
modified audit opinion. During a discussion held with the CEO of Paparazzi, Tumisho Khumalo, he 
promised you and your family of four a free subscription to the Paparazzi magazine, if an unmodified 
audit opinion were issued for the 2018 financial year. Realising that your 18-year-old daughter wants 
to become a journalist, Mr Tumisho Khumalo also indicated that the company would grant her a 
comprehensive study bursary (to the value of approximately R40 000) if you expressed an unmodified 
audit opinion. To remain ethical, your daughter will have a commitment to work at Paparazzi for five 
years after her graduation. 
 
Attached are the following documents that deal with various aspects of the audit. 
 
Description  
 
Additional information on the business 
Working paper A1: Revenue 
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ADDITIONAL INFORMATION ON THE BUSINESS 
 
Paparazzi is a magazine company that was founded 18 years ago by Tumisho Khumalo. The 
magazine, called Paparazzi, covers the lives of local and international celebrities. Paparazzi is sold in 
South Africa, Botswana and Namibia (risks a1 and a3) (risks b3). 
 
The head office of Paparazzi is situated in Cape Town, with branches in Durban and Johannesburg 
(risks a3 and a5.7). Each branch and the head office are responsible for the printing of the magazines 
for selected regions. All printing machines are acquired on lease (risks a5.1) and are replaced every 
second year. At the end of the second year, the printing machines are sent back to the lessor. The 
printing machines have a useful life of five years. 
 
The shareholders of Paparazzi are as follows: 
 

Shareholders % holding Position 

Mr Tumisho Khumalo 
 
Mr Michael Strauss 
Ms Ursula Mol 
Other 

30% 
 
25% 
25% 
20% 

CEO and chairperson of the board (risk a2) 
Financial director 
Managing director 

 
During the 2017 financial year, 15% of the shares were issued (risk a11) to the directors in terms of a 
share incentive scheme. Share options have not yet vested. One of the vesting conditions is that 
Paparazzi yield earnings per ordinary share of at least 180 cents (risk a4.1 and risk b1.1). Paparazzi 
intends listing on the JSE Ltd (risk a4.4) in the next financial year. 
 
Michael Strauss has informed you that the audited financial statements will be used to apply for 
financing at the bank (risks a4.3 and a6). This financing will be used to pay a settlement amount on 
the acquisition of an 80% interest in Top Decor Ltd (Top Decor), a magazine company that caters for 
upmarket homeowners (risk a7). Top Decor was acquired by Paparazzi on 15 May 2018 (risks a5.4 
and a10). Top Decor is the brainchild of Lee Zing, a world-renowned interior decorator, originally from 
Namibia. The company is situated in Namibia and is audited by one of the other medium-sized audit 
firms in Namibia (risks a5.5 and a7). 
 
The following took place during the year under review: 
 
• Paparazzi created a website (risk a5.6) to cater for the increased demand for Paparazzi 

magazine. The website will be used for information and trading purposes (risk a8, risk b2).  
 
• Lorraine & Mable (Pty) Ltd (Lorraine & Mable), a cosmetics company, was running a competition 

in the Paparazzi magazine, whereby five lucky readers would each win a Volkswagen Polo 
vehicle. The competition disclosed in the Paparazzi magazine, however, stated erroneously that 
the lucky readers would each win a Mini Cooper vehicle. In accordance with the advice from its 
legal advisors, Lorraine & Mable had to award the winning prizes, five Mini Coopers, to the lucky 
readers on 25 August 2018. Lorraine & Mable is now suing Paparazzi (risk a9) for the difference 
in cost between the Mini Cooper vehicles and the Volkswagen Polo vehicles, which amounts to 
R750 000. The legal counsel of Paparazzi is studying the claim and at this point, they cannot 
comment on the likelihood of possible significant liability arising from this dispute (risk a5.3). 

 
Risk 
a4.2 
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Accounting policies 
 

The accounting policies used in the preparation for the 2018 financial statements are consistent with 
those applied in the previous financial year. Paparazzi elected to early adopt IFRS 15 – Revenue from 
contract with customers. The following are extracts from these policies: 
 
1. Revenue (IFRS 15): Revenue from contracts with customers (Extract) (revenue 

recognition – incorporate accounting knowledge relating to revenue recognition) 
 
Revenue in terms of IFRS 15 uses the five steps revenue model as such: 
 
1.1 Identify the contract(s) with the customer. 
1.2 Identify the performance obligations in the contract. 
1.3 Determine the transaction price. 
1.4 Allocate the transaction price to the performance obligations. 
1.5 Recognise revenue as/when the entity satisfies a performance obligation (risks a.5.2, 

b.1.1.2, b.1.1.3, b.1.4).  
 
2. Other 

 
Dividend income is recognised when the last date to register for the dividend has passed; and 
interest is recognised on a time proportion basis which takes into account the effective yield on 
the asset over the period it is expected to be held. 
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Client Paparazzi (Pty) Ltd Sch. 
Ref A1 

Year end 31 August 2018 

Prepared by Nico Stapelfeld Date 1 Sept 2018 

Reviewed by Basetsana Masha Date 3 Sept 2018 

 
Revenue 
 

Description 2018 
R’000 

 2017 
R’000 

Sale of magazines 18 993  12 999 

– Local sales 14 962  9 833 

– Foreign sales (risk b1.3)   4 031  3 166 

Advertising income 321 600  310 978 

 
• Sales of magazines are up 46% when compared to the previous year. This is attributed to the 

increased demand for the magazines and the introduction of the website to receive orders (risk 
b1.2).  

 
• Sales of magazines comprise sales made to retail outlets and subscribers.  
 

– Sales to retail outlets are made at a discount of 20% of the selling price (risk b1.8) of the 
magazine. The retail outlets acquire the magazines on credit. At the end of the month, 
the magazines, which were not sold, are sent back to Paparazzi. Paparazzi then invoices 
the retail outlets for the actual magazines sold (risk b1.7). 
 

– Sales to the subscribers are made at a discount of 15% on the selling price (risk b1.8) of 
the magazine. For the subscription to be valid, the subscribers are required to pay 
upfront. The subscription for the magazine is for a 12-month period. The subscription can 
take place at  time during the year (risk b1.4). 

 
• Foreign sales comprise sales made in Botswana and Namibia (risk b1.3). Individuals who wish 

to purchase the Paparazzi in these foreign countries may only purchase it at their local retail 
outlet. 
 

• Advertisers are contracted with Paparazzi for a period of at least one year to advertise (risk 
b1.5) in the Paparazzi magazine. The cost differs depending on space (the number of pages) 
and location (specific part of magazine) used by advertisers in order to advertise their products. 
The advertisers are required to pay the one-year advertising fee at the inception of the 
contract. This advertising fee is non-refundable, regardless of whether advertising opportunities 
are used during the contracted period or not. 

 
 
Risks 
b1.6 and 
b1.9 
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YOU NOW HAVE 35 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

(a) Identify the significant audit risks of Paparazzi and its group at the overall financial 
statement level for the 2018 financial year, by using the additional information on the 
business. 

 
 

15 

(b) Regarding working paper A1 (Revenue), identify the risks at the assertion level 
relating to revenue. You have to refer to all the revenue sources of Paparazzi. 

 
 8 

(Unisa – examination) 
   
SUGGESTED SOLUTION  
 
(a) Significant audit risks at the overall financial statement level of Paparazzi 

 
1. The company trades in neighbouring countries and it has a subsidiary in Namibia, which 

has foreign exchange implications (Reserve Bank regulations). (1) 
 
2.  The CEO, Tumisho Khumalo, is also the chair of the board. 

2.1  There is a risk of a weak corporate governance structure and autocratic 
management domination (risk of management overriding controls). (1) 

 
3. The business is decentralised (branches in both Durban and Johannesburg) and 

magazines are sold in neighbouring states and in South Africa, which may result in 
fragmented internal controls and complicated accounting. (1) 

 
4. Management have an incentive to engage in fraudulent financial reporting by overstating 

profits and assets and understating expenses and liabilities due to the following: (1) 
4.1 The directors' share incentive scheme has a vesting condition attached to earnings. 
   (1) 
4.2 The executive directors hold a significant number of shares in the company. (1) 
4.3 The audited financial statements will be used to apply for an overdraft extension at 

the bank. (1) 
4.4 Paparazzi is planning to list on the JSE Limited. (1) 
 

5.  The fairly complex requirements for complying with IFRS 
(International Financial Reporting Standards) increase the risk of incorrect accounting 
treatment of measurement, recognition and disclosure of the following: (1) 
5.1  leased assets, specifically compliance with International Accounting Standards 

(IFRS16) regarding the publishing machines under operating leases (1) 
5.2  the accounting and recognition (IFRS 15) of revenue on the sale of magazine and 

advertising income (including complexity related to sales on consignment) (1) 
5.3  the accounting and recognition (IAS 37) of the disputes, and possible provisions or 

contingencies, with regard to the claim instituted by Lorraine & Mable (1) 
5.4 the acquisition of Top Decor magazine, which needs to be accounted for in 

accordance with IFRS 3 (1)  
5.5 the consolidation of the foreign subsidiary (1) 
5.6 the cost relating to capitalising the website as per IAS 38 – intangible asset (1) 
5.7 verification of branch financial information in terms of IFRS 8 (1) 
   Maximum  2  
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6. The audited financial statements will be used to obtain financing from a financial 

institution. 
6.1  There is a risk that the auditor will be liable to the third party should an incorrect 

opinion be expressed and the bank relied on the audited financial statements. (1) 
 

7.  Top Decor, in which Paparazzi holds an 80% interest, is audited by another 
medium-sized audit firm. 
7.1  There is a risk that the other auditor might not be competent and/or independent, 

leaving us with a legal liability. (1) 
 

8. The new website and internet sales system have the risk of 
8.1 loss of data; (1) 
8.2 continuity problems if the system does not function effectively; (1) 
8.3 risk of unauthorised access if firewalls are not effective; and (1) 
8.4 risk of errors if staff are not properly trained. (1) 
8.5 Any other valid point.  (1) 

 
9. The company is being sued: There is a risk of reputational damage, which could lead to 

possible client loss (advertisers) should the company be at fault. (1) 
 
10.   Related-party transactions might not be at arm’s length.  (1) 

 
11. The company issued share options during the year. There is a risk that Paparazzi does 

not comply with Company Act requirements.  (1) 
Available   20 
Maximum  15 

 
(b) Identification of risks at the assertion level relating to revenue 

 
1. There is a risk that the revenue from all sources might be overstated because the 

directors received a share incentive scheme with a vesting condition based on earnings 
per share (all assertions). (1) 
1.1 The occurrence assertion is at risk as:  

1.1.1 Fictitious revenue from all sources might be recorded to inflate the sales. (1) 
1.1.2 Revenue may be fictitiously recorded based on incorrect treatment for 

identifying the contract(s) with the customer/Identifying the performance 
obligations in the contracts. (1) 

1.1.3 Revenue may be fictitiously recorded based on it being recognised without 
the entity satisfying the performance obligations. (1)  

1.2 The accuracy assertion is at risk: Revenue from all sources might be recorded at 
inflated amounts. (1) 

1.3 The cut-off assertion is at risk: Sales after year end might be recorded as current-
year sales. (1) 

1.4 All assertions are at risk: The transaction price for revenue may be incorrectly 
allocated to the performance obligations. (1) 

 
2. Internet sales might be recognised before the entity satisfies the performance obligations 

(before delivery has occurred – occurrence). (1) 
 
3. With regard to export sales, there is a risk that sales are translated at the incorrect spot 

rate (accuracy).  (1) 
 
4. With regard to the subscription contracts, there is a risk that the revenues are not 

recognised in terms of the performance obligations, at the correct amount and in the 
correct period (accuracy and cut-off). (1) 
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5. There is a risk that revenue from advertising may not be properly recognised in terms of 

the performance obligations, at the correct amount and in the correct period (accuracy 
and cut-off). (1) 
 

6. The revenue for all sources accounts comprises complex transactions, and there is a risk 
of errors being made (accuracy).  (1) 

 
7. Sales to retail outlets may be recognised incorrectly if magazines are delivered, instead 

of being treated as consignment goods (accuracy, occurrence and cut-off). (1) 
 

8. The sales to retail outlets and subscribers are made at a discount. There is a risk that 
discounts might not be excluded when accounting for revenue (accuracy). (1) 

 
9. There is a risk that revenue from the sale of magazines and advertising of clients' 

products in the magazines might not be disclosed or classified properly in terms of 
IFRS 15.   (1) 

Available   15 
Maximum    8 

 

 
 

MARKERS’ COMMENTS 
 
Part (a) 
 
• This part of the question dealt with significant risks at the financial statement level. 
 
• There were 20 possible marks with a maximum of 15 for the answer. 

 
• This part of the question was poorly answered although you could have earned marks 

easily. 
 
• Many students became confused, and formulated audit procedures instead of 

identifying risks. 
 
• Students do not understand the difference between risks at financial statement level 

and at assertion level. 
 
• Most students mentioned the risk factors instead of discussing the audit risk, which 

should include the impact/effect of the risk factor on the financial statements, should it 
materialise. 

 
• Some students made general comments such as “the risk is that we will have to rely on 

the work of other auditors”. In itself, this is of course not a risk if the student failed to 
demonstrate correctly why they perceive it as a risk, that is, that they might not be 
independent or competent enough, which would lead to material misstatements in the 
financial statements not being detected. 

 
• Some students gave recommendations instead of risks, thereby wasting precious time, 

as these were not asked. For instance, such students wrote “The company is planning 
to list on the JSE Ltd; therefore, the company will have to familiarise itself with stringent 
JSE regulations, or appoint an expert in this field.” This is incorrect. When you are 
asked to formulate a risk you are supposed to write: “The company is planning to list on 
JSE Ltd; therefore, there is a risk that the financial statements might be materially 
misstated to meet JSE requirements”. When wording an audit risk, think about what can 
go wrong with the financial information. 
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 Part (b)  
 
• This part of the question related to risks at the assertion level. 

 
• Students who battled with risk questions made the same mistake as in (a) above, by 

not wording the risk adequately enough to earn the mark. 
 
• Several students included all assertion level risks, even though the risk may not relate 

to revenue. 
 

• Even though the scenario clearly indicates that revenue would be prone to 
overstatement, students incorrectly included the completeness of revenue as a risk. 
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SELF-ASSESSMENT QUESTIONS 

 
The following questions are included in this tutorial letter. The questions are extracts from previous 
Unisa tests and Unisa examinations. Please note that the reading and the writing time were rounded 
up. As per SAICA you receive 30 minutes reading time for a 100-mark question and two and a half 
hours' writing time. 
 

NO  NAME SOURCE TOPICS COVERED MARKS SCENARIO 
PAGE 

SOLUTION 
PAGE 

1. Sepp Blatter 
Gianni 
Infantino 
Incorporated 

Unisa test 1 – 
2019  

Pre-engagement 
activities, business 
risks, risk at assertion 
level 

40 51 69 

2.  Hofflows Ltd 
Group 

Unisa test 2 – 
2018  

Appointment of 
auditors, audit strategy, 
audit approach and 
risks at assertion level  

40 56 74 

3. 
 

All4Toys Ltd Unisa test 1 – 
2017  

Weakness and 
business risks 

18 61 79 

4. Shop and Pay 
Ltd 

Unisa test 1 – 
2016  

Risk at overall financial 
statement level and 
business risks 

 9 63 80 

5. Dynamic Food 
Limited 

Unisa test 1 – 
2015 

Risk at overall financial 
statement level and 
assertion level and 
audit approach 

29 64 81 

6. Express 
Railway 
Services 
(ERS) Ltd 

Unisa test 2 – 
2014  

Risk at financial 
statement level and 
assertion level   

12 66 86 
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COMMENT 
 
We recommend that you approach these questions in the same way you would in a test 
and examination. Read the scenario first in the time allocated prior to reading the 
requirements. Do not look at the requirements until your reading time is up. Once the 
reading time is up, read the requirements, plan your answers and write down your 
answers in the same way you would in a test and examination. You should write down 
your answers in the time allocated (writing time). You need to stick to the writing time to 
train yourself in speed and adhering to time. When writing out your answers please do 
not refer to the suggested solution until you have finished writing. Once you have finished 
writing your answers down, refer to the suggested solution, which you would use to mark 
your own work. When marking your work, you should pay attention to the following: 
 
• Points included in the suggested solution, which you did not include when 

writing your answers: You should pay attention to these points, as they are an 
area of concern to you. You will need to identify why you omitted these points from 
your solution. During this process, you will easily identify and be able to explain why 
you missed some of these points in your solution. Make notes of them so that you 
don’t repeat the same mistake of omitting them (when applicable) in a test or 
examination. Some points, however, might require you to read the requirement and 
scenario again to identify what has led to the point being included in the suggested 
solution. If you are still not certain about why the points are included in the 
suggested solution, refer to the marker's comments included under the suggested 
solution for a possible explanation. If you are then still not clear about the reason for 
the inclusion of some points in the suggested solution, do not hesitate to contact us. 

 
• Points that you have written in your answer but that do not form part of the 

suggested solution: In this instance, you will follow the same process as indicated 
in the above comment. 

 
Spend enough time when marking your own work and don’t get anxious. This is when 
real learning occurs. Don’t be discouraged by low marks when attempting to answer 
these questions. The questions are included to evaluate the knowledge you have and 
assist you in identifying areas to which you need to pay more attention prior to the test 
and examination. 
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QUESTION 1   40 marks 
 

 

YOU HAVE 12 MINUTES TO READ THIS QUESTION. 
 

 
Introduction 
 
You are an assistant audit manager at Sepp Blatter Gianni Infantino Incorporated (SBGI), a medium-
sized audit firm. During August 2018 SBGI accepted the appointment as the external auditor of the 
FIFA-2019 group for the financial year ended 31 December 2018. The FIFA-2019 group consists of 
FIFA-2019 Ltd (FIFA-2019) and its subsidiary ProEvo 2019 (Pty) Ltd (ProEvo-2019). FIFA-2019 is 
listed on the Johannesburg Stock Exchange (JSE) and the FIFA-2019 group contributes towards 80% 
of SBGI’s revenue. The FIFA-2019 group believes that there is no need for an engagement letter and 
therefore it was not drafted. The appointment of SBGI as the auditors of the FIFA-2019 group was a 
direct result of the previous auditors filing a notice of resignation after enjoying a long association with 
the client. The previous auditors resigned because they were of the view that they did not have 
adequate resources to service the FIFA-2019 group. The FIFA-2019 group denied SBGI permission to 
contact the previous auditors. Your team comprises of five members: an audit partner, an audit 
manager and two trainee auditors in addition to yourself that have been assigned to the audit. In 
preparation for the audit, your audit manager presented you with the following information on the FIFA-
2019 group:  
 
FIFA-2019 group business background  
 
FIFA-2019 was established in 1980 and has a good reputation in the manufacturing industry. 
FIFA-2019’s manufacturing operations are situated in Marikana, the warehouses for storage & 
distribution are situated across South Africa and the head office is situated in Johannesburg. The 
finished goods consist of luxurious collectible items consisting of golden football boots, balls and 
souvenirs, which are embedded into transparent crystal boxes of various sizes through a 
manufacturing process. The transparent crystal boxes are imported from various suppliers across 
Europe. What makes FIFA-2019’s luxurious collectible items so unique, is that the transparent crystal 
boxes in which the golden football boots, balls and souvenirs are embedded are very expensive and 
contribute to the largest cost of the finished goods. FIFA-2019 purchases the gold locally and 
thereafter manufactures the golden football boots, balls and souvenirs from the gold, which are then 
embedded into the transparent crystal boxes. FIFA-2019 is the only company globally selling these 
luxurious collectible items with an annual capacity of one million tons of cargo movement. It is SGBI’s 
first time auditing a company in the manufacturing industry and FIFA-2019 has a number of complex 
transactions. 
 
FIFA-2019 acquired a 55% shareholding in ProEvo-2019 on 11 October 2017. At the time, the year 
end of ProEvo-2019 was on 31 March. To ensure consistency in group reporting, the financial year 
end of ProEvo-2019 was changed to 31 December. The core business of ProEvo-2019 is the 
purchasing of palladium, which is then melted through a manufacturing process for use in the 
customisation of printing on luxurious collectible items (consisting of football boots, balls and 
souvenirs). ProEvo-2019 has three manufacturing sites and a newly established warehouse in 
Mpumalanga. Pro-Evo-2019 has been charged with penalties relating to illegal contracts in purchasing 
pallidum from suppliers during the 2018 year. The warehouse has accounting staff responsible for 
capturing financial data. The head office of ProEvo-2019 is situated in Witbank.  
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During September 2018, the FIFA-2019 group was also affected by a labour union strike. The FIFA-
2019 group employs a workforce of 20 000 employees and a large percentage of employees also 
went on a strike during November 2018 over salary increases. This strike lasted for two weeks. The 
FIFA-2019 group was not able to export its luxurious collectible items to overseas customers during 
this period. These customers represent 80% of the group’s customer base. As a result, the group 
recorded a loss for the first time in 15 years in the 2018 financial year. 
 
Mr Messi, the audit partner was concerned as the service contract of both Mr Pogba, the 
chief executive officer (CEO) and Mr Mbappe, the chief operating officer (COO) of FIFA-2019 ended 
on 30 October 2018. The majority of shareholders decided at a general meeting not to renew their 
contracts. Both the CEO and COO had been employed by FIFA-2019 for more than 10 years and it 
has been reported in the business press that they are mainly to be credited for the financial success of 
FIFA-2019 over the years. The search is on for two candidates with the required skills, knowledge and 
experience to fill the vacant positions. In the meantime, Mrs Ronaldo, the financial director (FD) (who 
is also the sister of Mr Messi) is acting as both the CEO and COO.  
 
The acting CEO has informed SBGI that the shareholders require the audited financial statements of 
the FIFA-2019 group within one month after the financial year end to determine if the group might 
need to be steered into a different direction. 
 
The following working papers are available for the audit of FIFA-2019 Ltd: 
 

Working Paper 
Reference 

Working Paper Description 

WP100 System description: Ordering and receiving of inventory  

WP200 System description: Pertinent issues regarding inventory 
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Entity name: FIFA-2019 Ltd Year end:  30 December 2018 
WP100 

Page 1 of 1 
Prepared by: Assistant Manager (You) Date:  25 August 2018 

Reviewed by: Audit Manager Date:  30 August 2018 

Subject: System description: Ordering and receiving system of inventory  

A planning meeting was held on 25 August 2018 with the management of FIFA-2019. The CEO, 
Mr Pogba had expressed his concern relating to internal controls of FIFA-2019. Mr Pogba expressed 
his concern relating to the fast and unexpected growth of the company. He said that the growth of 
the company is very positive in the current economic environment but he thinks that FIFA-2019’s 
internal controls did not keep up with the growth, especially regarding the ordering and receiving of 
transparent crystal boxes that are imported. The company has been experiencing consistent 
problems with theft in the ordering and receiving department and this is causing unnecessary losses. 
He further said that he has strong reason to believe that there are fraudulent activities that are being 
committed by some of the company personnel because of the weaknesses in internal control. Mr 
Pogba furthermore stated that FIFA-2019 has changed inventory-purchasing systems during the 
current year due to strategic reasons. You have obtained an understanding of the ordering and 
receiving system and your notes are documented below: 
 
Ordering of transparent crystal boxes 
 
• Mr Griezman, the inventory manager of FIFA-2019, monitors the current overall sales and 

projected demand figures for the various transparent crystal boxes on a weekly basis. Based 
on these figures, he sends a list to the ordering department where the one of five ordering 
clerks places orders with the suppliers.  
 

• The list indicates the various sizes of crystal boxes and quantity needed as well as the 
preferred supplier, chosen from the authorised supplier list, from which one of the ordering 
clerks should order the transparent crystal boxes.  
 

• Overseas purchases are covered by forward exchange contracts and as a result, the rand 
value cost is calculated electronically as soon as orders are placed. This cost includes courier, 
delivery and all other customs and excise charges.  
 

• Once an order is placed with the supplier, the details thereof are manually captured on the 
system by one of the ordering clerks. A copy of the order with all the details is forwarded to the 
warehouse where the transparent crystal boxes are due for delivery.  

 
Receiving of transparent crystal boxes 
 
• The transparent crystal boxes are received at the entrance to the warehouse. The order details 

are recalled on a terminal in the entrance of the warehouse by one of the ten receiving clerks 
and the actual quantity of transparent crystal boxes received are entered.  
 

• The transparent crystal boxes are checked for quality and quantity by one of the receiving 
clerks and compared to the purchase order received from one of the ordering clerks.  
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Entity name: FIFA-2019 Ltd Year end:  30 December 2018 
WP200 

Page 1 of 1 
Prepared by: Assistant Manager (You) Date:  28 August 2018 

Reviewed by: Audit Manager Date:  30 August 2018 

Subject: System description: Pertinent issues regarding inventory  

A meeting was held with Mr Aguero, the inventory manager of FIFA-2019 and he has provided the 
following summary regarding the most pertinent issues regarding inventory specifically relating to the 
transparent crystal boxes: 
 
General 
 
• Inventory warehouses for storage & distribution are located across South Africa and inventory 

is distributed across the country. 
 
• Transportation costs are incurred in respect of distributing inventory across South Africa. 
 
• There are a number of large contracts for the inventory items. Most customers take the 

inventory on consignment as opposed to purchasing them due to the high value of the 
inventory items  

 
• The company discards obsolete inventory that has been damaged as a result of negligence in 

the warehouse. 
 
• Finished goods are valued independently. 
 
• During the current year, FIFA-2019 has changed inventory-purchasing systems due to 

strategic reasons. 
 
• There has been increase in customer complaints regarding inventory received during the year 

that was damaged. 
 

• Inventory is accounted for net of VAT (i.e. 15%) for all luxurious items.  
 
Specific to importation of the crystal boxes 
 
• The transparent crystal boxes used for packaging are imported from various suppliers in 

Europe. They are purchased free on board using the spot rate at the time of the transactions.  
 
• FIFA-2019 receives discounts for early payment to suppliers. 
 
• Transport, insurance and import duty costs are also incurred in respect of purchases. 
 
• Forward exchange contracts are entered into for purchases from Europe for the transparent 

crystal boxes. 
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YOU NOW HAVE 60 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

(a) With reference to the introduction and the FIFA-2019 group business background 
information, discuss the matters to consider and the concerns SBGI would have prior 
to accepting the FIFA-2019 group as an audit client. 

 
 

13 

(b) With reference to working paper WP100, based on the concerns raised by Mr Pogba 
as per your planning meeting: 
 

Identify and explain the potential business risks relating to the ordering and receiving 
of imported transparent crystal boxes as evident from the system. For each potential 
business risk identified, provide recommendations to mitigate the potential business 
risk.  

 
Your answer should be structured in the following table: 
 

Potential business risk Recommendations 

Maximum marks = 8 Maximum marks = 8 

 
Communication skills: tabular format  

 
 
 
 
 
 
 

16 
 
 
 
 
 
 
1 

(c) With reference to working paper WP200, write a memorandum to FIFA-2019’s 
management in which you describe the risks at the assertion level relating to the 
existence and valuation of inventory for FIFA-2019. 

 
Communication skills: memorandum format and layout                                        

 
 
9 
 

 1 

TOTAL 40 
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QUESTION 2    40 marks 
 

 

YOU HAVE 12 MINUTES TO READ THIS QUESTION. 
 

 
Background information 
 
You are an audit trainee at ZWE Incorporated (ZWE), a small firm of registered auditors. ZWE is 
situated in Pretoria with a broad client base in the real estate investments and services industry 
spread over the Gauteng province. ZWE was recently appointed as the auditors of the stand-alone 
financial statements of Hofflows Ltd (Hofflows) as well as the consolidated financial statements for the 
Hofflows Ltd Group (Hofflows Group) for the financial year ended 28 February 2018. The effective 
date of the appointment was 1 May 2017. 
 
As part of ZWE’s considerations to accept the appointment as the external auditors of Hofflows, 
permission was obtained from Hofflows to contact the predecessor auditor, JESS & Associates 
(JESS). The audit partner, Mrs Elsa Mulan and the audit manager, Mr Simba Mawela, assigned to the 
audit engagement of Hofflows, had a meeting with the audit partner at JESS. JESS was responsible 
for the audit of Hofflows for the past four years.  
 
Shortly after the meeting with the predecessor auditor, Mrs Elsa Mulan had a meeting with the 
engagement team where she expressed some of her concerns regarding the Hofflows audit. One of 
the main concerns raised by her, was that the audit software used by ZWE might not be compatible 
with Hofflows’ integrated computer system. She, however, indicated that she will find a way to work 
around it.  
 
The following audit working papers are available for your consideration:  
 

Working paper 
reference 

Description 

A100 Hofflows: Minutes of meeting held with predecessor auditor on 7 April 
2017 (extract) 

B100 Hofflows Group: Audit strategy for the Hofflows Ltd Group year end 
audit 

C100 Hofflows: Accounting policy – IFRS 15 – Revenue from contracts with 
customers (Extract) 
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Client: Hofflows Ltd Year end: 28/02/2018  
WP reference 

A100 
 Page 1 of 1 

Prepared by: Simba Mawela Date:  18/04/2017 

Reviewed by:  Date:  

Subject: Minutes of meeting held with predecessor auditor on 
7 April 2017 (extract) 

Minutes of meeting (extract) 
 
Venue:  JESS & Associates’ office – Eagle Boardroom 
Date:  6 April 2017 
Time:  09:00 am 
 
Attendance: 
The following people attended the meeting: 
 
Audit partner at ZWE – Mrs Elsa Mulan 
Audit manager at ZWE – Mr Simba Mawela 
Audit partner at JESS – Mrs Ursula Dey  
                                             
Matters discussed 
 
Matter 1: Access to audit working papers for the 2017 financial year 
At this point in time JESS will not be able to provide ZWE with the working papers for the audit of the 
previous financial year since there are unresolved accounting irregularities which were reported to 
the Independent Regulatory Board for Auditors (IRBA). Due to this unresolved matter, Hofflows’ 
management are refusing to pay the outstanding audit fees for the 2017 financial year end audit.  
 
Matter 2: Understanding the entity and its environment  
Mrs Ursula Dey provided ZWE with information relating to the entity and the environment in which it 
operates. Hofflows was established in 1978 by the current Chief Executive Officer (CEO), 
Mr Mark Jacobs. Hofflows experienced tremendous growth over the past five years acquiring five 
subsidiaries in the process. Hofflows expanded to the point where the Hofflows Group is now one of 
the largest providers of furniture and appliances in South Africa and Mozambique. Hofflows and its 
subsidiaries operate in the furniture and appliance retailing industry and the operations are wide 
spread in 14 cities in these 2 countries. Hofflows is listed on the Johannesburg Stock Exchange 
(JSE) and all of the companies in the group’s financial year end is 28 February.  
 
Matter 3: Other matters relating to the audit of Hofflows 
All of Hofflows’ operations, including the accounting function, are conducted on a fully integrated 
computerised system. Hofflows encourages a paperless environment in order to have a light carbon 
footprint on the environment. JESS used appropriate audit software in order to deal with Hofflows’ 
operations which are conducted in a highly computerised environment.  
 
In carrying out the audit, JESS relied on the work of Hofflows internal audit function for low and 
medium risk classes of transactions and account balances.  
 
JESS was only appointed as the auditors of Hofflows and three of its five subsidiaries. JESS placed 
reliance on the work of the component auditors for the other two subsidiaries. ZWE has also been 
appointed as the auditors of Hofflows’ and the three subsidiaries that JESS used to audit. 
 
Hofflows needs the audited financial statements by 30 March of each year as it is required by their 
bank who provided loans over the years to finance the acquisition of the five subsidiaries. Significant 
amounts of these loans are still outstanding.    



58 
AUE4862/102 
ZAU4862/102 
NAU4862/102 

 HJB 

 

Client: Hofflows Ltd Group Year end: 28/02/2018  
WP reference 

B100 
 Page 1 of 2 

Prepared by: Simba Mawela Date:  01/06/2017 

Reviewed by: Mrs Elsa Mulan Date: 08/06/2017 

Subject: Audit strategy for the Hofflows Ltd Group year end audit 

This working paper sets out the external audit strategy, taking into account all information available, 
for the 28 February 2018 financial year end audit of the Hofflows Group.   
 
Scope of the audit 
 
The following characteristics of the engagement are documented to determine the scope of the audit:  
 
• The financial statements are prepared in accordance with the International Financial Reporting 

Standards (IFRS).  
• There has been a significant decline in Hofflows’ share price due to the delay in the audited 

financial statements from JESS and the sudden resignation of the CEO, Mr Mark Jacobs during 
May 2017. 

• Hofflows has more than 50% shareholding in each of Hofflows’ five subsidiaries respectively.  
• All five subsidiaries are required to be audited in terms of the Companies Act No 71 of 2008.  
• Stand-alone financial statements will be prepared and audited for all five the subsidiaries, two of 

the five subsidiaries will be audited by component auditors.  
• Hofflows will prepare stand-alone and consolidated financial statements which will be audited by 

ZWE. 
• Internal control environment: 

 
During the financial year ending 28 February 2017, there was an override of internal control 
resulting in accounting irregularities. Hofflows is committed to design, implement and maintain a 
sound internal control environment and would want to rectify any deficiencies in internal control 
that could have played a role in the accounting irregularities. Further, they are willing to make all 
documentation available to ZWE, including any accounting records and the documentation of 
system descriptions and internal controls as Hofflows realise how important internal controls are 
in the successful operation of the entity. Reliance will be placed on internal controls over the 
material classes of transactions and account balances with a medium to high risk of material 
misstatement, due to the high volume of transactions and the desirability to supply Hofflows with 
value added comments.  

 
Timing 
 
The audit report on the consolidated financial statements of Hofflows Group needs to be issued by no 
later than 30 March 2018. A meeting will be scheduled later in the current financial year in which ZWE 
will discuss with management the nature, timing and extent of audit work to be performed. Further, it 
will be determined what communication management expect on the status of the audit work 
throughout the engagement and the following key dates will be set and agreed with management: 
 

Key step Key dates 

Year end interim audit to commence 2 January 2018 

Year end audit field work to commence 26 February 2018 

Communication of accumulated misstatements   26 March 2018 – 29 March 2018 

Final audit report to be issued 30 March 2018 
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Client: Hofflows Ltd Group Year end: 28/02/2018  
WP reference 

B100 
 Page 2 of 2 

Prepared by: Simba Mawela Date:  01/06/2017 

Reviewed by: Mrs Elsa Mulan Date: 08/06/2017 

Subject: Audit strategy for the Hofflows Ltd Group year end audit 

Direction 
 
Planning materiality 
Planning materiality (0.5% of revenue): R 1 200 000 
 
Nature, timing and extent of resources 
The engagement team for the Hofflows Group audit is as follows: 
 
Audit partner – Mrs Elsa Mulan 
Audit manager – Mr Simba Mawela 
Third year audit trainee – Mr Mickey Belle 
Second year audit trainee – Miss Minnie von Drake 
Second year audit trainee – You 
First year audit trainee – Mr Olaf Khumalo 
 
The following table illustrate the preliminary identification of material classes of transactions and 
account balances as well as team allocation. The detailed risk of material misstatement at the 
assertion level will be documented in working paper D100 (not provided in the scenario). 
Mrs Elsa Mulan will perform a final review once all the review notes that have been raised are 
cleared by the appropriate audit trainee.   
 

Class of transaction / 
Account balance 

Preliminary 
assessment of the 
risk of material 
misstatement at the 
assertion level 

Engagement team 
member responsible 

Review 

Revenue High Mr Olaf Khumalo Mr Mickey Belle/ 
Mr Simba Mawela* 

Cost of sales Medium Miss Minnie von Drake Mr Simba Mawela 

Accounts payable Medium You Mr Simba Mawela 

Inventory High Mr Mickey Belle Mr Simba Mawela 

Cash and cash 
equivalents 

Low Miss Minnie von Drake Mr Simba Mawela 

Property, plant and 
equipment 

Low You Mr Simba Mawela 

 
*Mr Mickey Belle will perform a first review in order to guide and mentor the first year trainee. There 
after Mr Simba Mawela will perform a second review.  
 
No other matters were considered in establishing the overall audit strategy. 
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Client: Hofflows Ltd Year end: 28/02/2018  
WP reference 

C100 
 Page 1 of 1 

Prepared by: Mickey Belle Date:  02/01/2018 

Reviewed by:  Date:  

Subject: Accounting policy – IFRS 15 – Revenue from contracts with 
customers (Extract) 

This working paper sets out the accounting policies applicable to Hofflows’ revenue in the financial 
statements for the year ending 28 February 2018.    
 
Hollows elected to early adopt IFRS 15 – Revenue from contracts with customers. 
 
Revenue from contracts with customers (Extract) 
 
Revenue is presented, net of value-added tax, rebates and discounts and are in terms of IFRS 15 
using the five steps. 
 
1. Identify the contract(s) with the customer. 
2. Identify the performance obligations in the contract. 
3. Determine the transaction price. 
4. Allocate the transaction price to the performance obligations. 
5. Recognise revenue as/when the entity satisfies a performance obligation (risks a.5.2, b.1.1.2, 

b.1.4)  

 
 

 

YOU NOW HAVE 60 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

1. With reference to the background information and working paper A100, discuss 
whether the appointment as the registered auditors of Hofflows Ltd for the 
28 February 2018 financial year end should have been accepted or not.   

Communication skills: logical argument 

 
 

  7 
  1 

2. Discuss any concerns that you may have relating to the audit strategy of the  
Hofflows Ltd Group audit for the year ended 28 February 2018.  

 
15 

3. Describe the risk of material misstatement at assertion level relating to the occurrence 
of revenue in the stand-alone financial statements of Hofflows Ltd for the year ended 
28 February 2018. 

 
 

  5 

4. Discuss your considerations in determining the nature and extent of the audit approach 
for revenue in the stand-alone financial statements of Hofflows Ltd for the year ended  
28 February 2018. 

Communication skills: clarity of expression 

 
 

11 
  1 

TOTAL 40 

(Unisa Test 2 – 2018, adapted) 
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QUESTION 3    18 marks 
 

 

YOU HAVE 6 MINUTES TO READ THIS QUESTION. 
 

 
Background information 
 
You are an audit manager at GiGi Auditors, a firm of registered auditors responsible for the audit of 
All4Toys Ltd (All4Toys). All4Toys is a retailer and distributer of a wide range of toys and the 
company’s financial year end is 28 February. 
 
All4Toys offers a wide variety of toys, which include action figures, board and electronic games, 
puzzles, dolls and building bricks and blocks. The company was established five years ago and has 
since grown at a rapid rate. Its head office and distribution centre is situated in Kyalami, Midrand and 
all of the toys are purchased from local and overseas suppliers. All4Toys has stores throughout 
South Africa and is planning to expand their business to include internet sales during 2017.  
 
During your planning meeting held 10 January 2017 with the management of All4Toys you have 
discussed the following matter: 
 
Matter 1 
 
Mr Lego, the founder and Chief Executive Officer of All4Toys, expressed his concern relating to the 
fast and unexpected growth of the company. He said that the growth of the company is very positive in 
the current economic environment but he thinks that All4Toys’ internal controls did not keep up with 
the growth. The company has been experiencing consistent problems with theft in the ordering and 
receiving department and this is causing unnecessary losses. He further said that he can’t shake the 
feeling that there are fraudulent activities that are being committed by some of the company personnel 
as a result of the weaknesses in internal control. You have obtained an understanding of the ordering 
and receiving system and your notes are documented in working paper G100.  
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Working paper 
 

Entity name: All4Toys Ltd Year end:  28 February 2017 
WP G100 

Page 1 of 1 
Prepared by: Audit manager Date:  10 January 2017 

Reviewed by: Audit partner Date:  18 January 2017 

Audit section: System description: Ordering and receiving system 

Ordering of toys 
 
• Mr Puzzle, the inventory manager of All4Toys, monitors the current overall sales and projected 

demand figures for the various toys on a weekly basis and based on these figures, he sends a 
list to the ordering department’s only ordering clerk from where the orders are placed with the 
suppliers. 

 
• The list indicates the inventory items and quantity needed as well as the preferred supplier, 

chosen from the authorised supplier list, from which the ordering clerk should order the toys. 
 
• All overseas purchases are covered by forward exchange contracts and as a result the rand 

value cost is calculated electronically as soon as orders are placed. This cost includes courier, 
delivery and all other customs and excise charges. 

 
• Once an order is placed with the supplier the details thereof are manually captured on the 

system by the ordering clerk. A copy of the order with all the details is forwarded to the 
warehouse where the toys are due for delivery. 

 
Receiving of toys 
 
• The toys are received at the entrance to the warehouse. The order details are recalled on a 

terminal in the entrance of the warehouse by one of the three receiving clerks and the actual 
quantity of toys received are entered. 

 
• The toys are checked for quality and quantity by one of the receiving clerks and compared to the 

purchasing order received from the ordering clerk.  

 
 

 

YOU NOW HAVE 27 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

Write a memorandum to All4Toys’ management in which you discuss their concerns as per 
your planning meeting as follows: 

 
 

Identify the weaknesses relating to the ordering and receiving of goods as evident from the 
system which might cause All4Toys’s personnel to commit fraudulent activities. For each 
weakness explain to management the potential business risk of the weakness. Present your 
answer in a tabular format. 

Communication skills: memorandum format and layout 
Communication skills: formulation of weaknesses and risk 

 
 
 

16 
 1 
 1 

Total 18 

(Unisa Test 1 – 2017, adapted) 
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QUESTION 4    9 marks 
 

 

YOU HAVE 3 MINUTES TO READ THIS QUESTION. 
 

 
You are a senior audit manager at Brilliant Auditors Incorporated (Brilliant), an audit firm with offices 
across South Africa. Brilliant has recently accepted the appointment as external auditor of 
Shop and Pay Ltd (SnP). You have many years of experience in the retail industry and have been 
assigned to the audit of SnP for the year ending 29 February 2016.  
 
Background information 
 
SnP is one of South Africa’s major retailers and has been in existence since 1966. The company listed 
on the Johannesburg Stock Exchange in 1977. SnP manages the sale of groceries, clothing, health 
and beauty products and general merchandise. The management of SnP is dedicated to the growth of 
the company and bonuses for directors and senior management are based on profitability. The 
company operates 1098 stores across South Africa, employs almost 40 000 people and products are 
supplied by more than 4 000 suppliers. Despite the competitive retail industry, SnP opened 
55 new stores in the 2016 financial year.  
 
SnP has thousands of sales transactions taking place daily and is therefore dependent on reliable 
information technology (IT) systems. As a result of the large amount of transactions, the growth 
experienced during the past few years as well a need to maintain a competitive advantage, the board 
of directors approved the implementation of a new accounting system during June 2015. A steering 
committee was formed to manage the conversion to the new system and after the performance of a 
feasibility study, it was decided to purchase a pre-developed accounting software package 
(off-the-shelf) rather than to develop the software in-house. The new system was implemented during 
November 2015. With the new accounting software all sales information are transmitted to the 
accounting system on a real time basis and as a result real time information for decision-making 
purposes is available. 
 
To ensure a convenient and accessible shopping experience, SnP is planning to launch its internet 
shopping business in June 2016. This will provide customers with the opportunity to shop online from 
their homes and have their products delivered to their front door. Management is of opinion that 
revenue from internet sales will increase sales by at least 15%. 
 
 

 

YOU NOW HAVE 14 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

1. Describe the risk of material misstatement due to fraud at the overall financial 
statement level for Shop and Pay Ltd for the year ended 29 February 2016. 

 
2. Describe the risk of material misstatement due to error at the overall financial 

statement level for Shop and Pay Ltd for the year ended 29 February 2016. 

 
 5 
 
 

 4 

Total  9 

(Unisa Test 1 – 2016, adapted) 
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QUESTION 5   29 marks 
 

 

YOU HAVE 9 MINUTES TO READ THIS QUESTION. 
 

 
BACKGROUND INFORMATION 
 
You are the audit senior assigned to the audit of Dynamic Food Limited (Dynamic) for the year ended 
28 February 2015. The audit firm where you work has been the auditor of Dynamic for the past three 
years and has been reappointed through a competitive tender process to complete the audit for the 
year ended 28 February 2015. 
 
Dynamic will be your first client in the manufacturing industry and you are looking forward to learn 
more about the industry. During a meeting you had with Mr Rupert, one of the co-founders and 
Chief Executive Officer (CEO) of Dynamic, you made some notes regarding the company, which are 
attached as Appendix A.  
 
You also came across the following article in the Pretoria News: 
 

Dynamic Food Limited seeks help from court over excessive fine 
 
Dynamic Food is once again heading to court over the excessive fine imposed on the company. 
 
Mr Rupert, CEO of Dynamic Food, said in an exclusive interview to Pretoria News that they are not 
appealing the verdict, which found them guilty, but are appealing the financial penalty of R46 million. 
They feel this amount is outrageous. 
 
“If we have to pay this amount we will have no other alternative than to let some of our personnel go. 
The court will just have to step in.” 
 
Dynamic Food has been fined earlier this month by the Competition Commission of South Africa after 
an investigation into collusion over tender contracts.  
 
Mr Rupert claims that they are not in a position to pay the fine, as an anticipated loss is expected for 
the 2015 financial year. This will be the first time in the history of the company that they make a loss. 
The main reasons for the expected loss is the downturn in the economy, and a downturn in sales as a 
result of a new competitor that is manufacturing a more cost-effective product. 

 
 
The following appendix and working paper, relating to the audit of Dynamic Food, has been prepared 
by you: 

 

 Reference number 

Summary of the meeting held with Mr Rupert Appendix 1 

Proposed changes to the current time recording and payroll application  Working Paper P1 

 
After performing your risk assessment procedures, you have decided to follow a combined audit 
approach for the audit of inventory. 
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APPENDIX A 

 
Summary of the meeting held with Mr Rupert 16 February 2015 
 
Dynamic Food is a food manufacturing and distribution company listed on the JSE Ltd. Dynamic Food 
specialises in the manufacturing of various instant food products. All manufactured products are 
instant products, which means that only water or milk needs to be added.  
 
The manufacturing department has been the cornerstone of the business since its inception 16 years 
ago when Mr Rupert and Dr Matsimela (in-house food scientist and operational director) started the 
food manufacturing company. The directors of Dynamic Food collectively own 20% of the company’s 
shares and performance bonuses are paid based on the financial results of the company.  
 
The company has all the necessary committees as required by King IV and the Companies Act. 
Mr Rupert is the chairman of the board of directors and Mr Matsimela has recently been appointed as 
the chairman of the audit committee. 
 
Dynamic Food specialises in the manufacturing of instant porridges such as instant maize porridges, 
instant sorghum porridges and instant high-protein oats porridges. The company also manufactures 
powder for energy drinks such as high-protein shakes and powdered cold drinks. During the 2015 
financial year, Dynamic Food also introduced its instant desserts range which includes custard powder 
and instant yogurts. 
 
Dynamic Food provides food through tender manufacturing, which is predominantly government 
related through the National School Nutritional Programme, and through contract manufacturing for 
retail or wholesale customers such as Pick n Pay, Checkers and Dis-Chem. 
 
Currently, Dynamic Food manufactures more than 200 various instant food products, some of which 
are manufactured exclusively for the Department of Education through the 
National School Nutritional Programme and the rest for retail or wholesale customers. Dynamic Food 
manufactured approximately 15 000 tons of food products for the 2015 financial year.  
 
The manufacturing plant is situated in Centurion, Gauteng, with distribution warehouses in the 
Eastern Cape, Mpumalanga and Limpopo. Two more distribution warehouses will be opening in other 
provinces in the coming months.  
 
Because the majority of instant food products have an adequate shelf life with expiry dates within 
12 months of manufacture, there are a number of large contracts which involve the selling of these 
products on consignment. Dynamic Food has a policy to discard and destroy all unsold food products 
after the expiry date. 
 
Inventory is the largest balance on the statement of financial position and consists of raw materials, 
work in progress and finished goods. Raw materials are purchased from both local and foreign 
suppliers. Dynamic Food takes out foreign exchange contracts to protect itself against adverse foreign 
currency fluctuations. Inventory from foreign suppliers is purchased free on board. Despite the 
favourable discount negotiations with retail and wholesale customers, there has been a reduction in 
the inventory turnover during the year and an increase in the number of customer complaints. 
 
During February 2014, Dynamic Food launched its initiative of “going paperless”. Through this 
initiative, all functions within the company will be computerised in order to minimise the use of 
hard-copy documents. 
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On 1 March 2014 Dynamic Food installed a new fully computerised, integrated sales and purchases 
application. This has resulted in changes to both the general and the application information 
technology (IT) controls throughout the organisation. The internal audit department was involved in the 
conversion project and gave positive feedback on the implementation of the new IT controls. 
Mr Rupert requested us to also include the testing of the general and the application controls as part 
of our audit of inventory, as he would value our feedback. 
 
The next step in the “going paperless” initiative will be the installation of a fully computerised, 
integrated time recording and payroll application.  
 
 

 

YOU NOW HAVE 44 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

(a) Describe the risks of material misstatement at the overall financial statement level for 
Dynamic Food Limited, which are evident from the information provided. 

 
10 

(b) Describe the risks at assertion level relating to the existence and valuation of inventory 
for Dynamic Food Limited. 

 
 8 

(c) Discuss the reasons why you would have decided on a combined audit approach for 
the audit of inventory. Also discuss the timing and extent of the planned audit 
procedures for inventory. 
You are not required to discuss the type of audit procedure in your solution. 

Communication skills: Logical argument 

10 
 
 
 

 1 

Total 29 

(Unisa Test 1 – 2015, adapted) 
 
QUESTION 6   12 marks 
 

 

YOU HAVE 4 MINUTES TO READ THIS QUESTION. 
 

 
BACKGROUND INFORMATION 
 
You are a first-year trainee accountant at Effortless Auditing Incorporated (EA), a medium-sized audit 
firm in Pretoria. The firm aims to be at the cutting edge of information technology and uses advanced 
information technology in its audit engagements. EA has recently been appointed as the auditors of 
Express Railway Services (ERS) Ltd. Mr DJ Wolf is the partner in charge of the audit engagement.  
 
ERS is at the forefront of transforming South Africa’s railway transport services. ERS has two main 
sources of income: daily luxury express train services in the main business centres of the country and 
long distance inter-city rail services. Currently, ERS operates only within the borders of South Africa.  
 
ERS has entered into various public-private partnerships with the South African government to 
upgrade railway infrastructures across the country. Increases in fuel prices over the last five years 
have led to an increased demand for alternative means of transport for the average South African 
consumer. ERS’s ability to provide affordable and reliable services has enabled them to show steady 
increases in their profits, and the company’s share price has responded positively. The share price of 
ERS currently trades at R41,40 per share on the JSE.  
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Information technology (IT) has been one of ERS’s cornerstones since its inception ten years ago. 
Significant investments are being made in developing IT systems. Currently 90% of its ticket sales 
take place via the internet.  
 
ERS has a 28 February year end. 
 

Upgrade of the internet-based reservation system 
 
Owing to the excellent growth in revenue and passenger numbers over the years, internet traffic and 
system load have increased dramatically. ERS is in the process of upgrading its website and plans for 
the upgraded system to be operational by the end of April 2014. You have held discussions with the 
financial manager of ERS, Mrs Phutago, who is responsible for the systems upgrade. She mentioned 
that the company’s board of directors had basically given her an open cheque book and only wanted 
to receive feedback once the project has been signed off. She also mentioned that the 
Chief Information Officer (CIO), Mr T Kahal, reports directly to her office as the success of the upgrade 
will have a direct impact on the integrity of the financial reporting system.     
 
The following user requirements were developed by ERS’s business analysts: 
 
• A web page that allows customers to perform a search on the availability and costs of seats on 

the trains of their choice.  
 

• A customer who identifies an available seat on a train is able to book the seat by providing his or 
her name, surname, ID or passport number, cell phone number, e-mail address and method of 
payment. Customers should also specify whether or not it is for a one-way or return ticket. A 
2,5% discount is applicable to all bookings that are made on a return basis. Weekly and monthly 
coupons are offered at a 5% discount to passengers using the luxury express trains.   

 
According to ERS’s policy, unaccompanied passengers of younger than 12 are not allowed to travel 
on any of its trains. The fares for passengers of younger than 12, accompanied by an adult, are 50% 
less than the normal fare.   
 
Ticket fees are determined monthly by the Fees Committee and forwarded to the IT department on the 
last day of each month to ensure that it is effective from the first day of the following month. A railway 
levy has to be paid by every passenger and it must therefore be added to the train fare. These levies 
are calculated based on the stations of departure and arrival. For example, if the destination is 
Durban, the passenger has to pay the Durban station levy.  
 
Once a customer confirms a booking on the website, he/she has 48 hours to pay for the ticket. 
Payment may be made either online by way of a credit card transaction (via a secure connection) or 
by an electronic funds transfer (EFT) when making the booking; proof of payment must be faxed to the 
head office. The customer may also pay directly at a kiosk at the train station, but only if the booking is 
done at the kiosk. The payment method at the kiosk is either cash or credit card. The ticket fee is 
recognised immediately as revenue at the time when payment is made by a customer. The database 
is updated immediately and the seat is reserved. The ticket is issued electronically (via e-mail) to the 
customer shortly after payment has been made. At the end of each day, the passenger transaction file 
(PTF) is updated to the general ledger 
 
Train tickets for long-distance routes may be cancelled by customers if ERS is notified of the 
cancellation in writing, at least two days prior to the departure date. A penalty amounting to 10% of the 
ticket fee is payable upon cancellation. The balance of the ticket fee is then refunded to the customer.   
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All the train stations on ERS routes are equipped with state-of-the-art electronic turnstiles. The system 
controlling the operation of the turnstiles is integrated with the IT systems of ERS. A customer may 
only board the train once he or she has presented a valid ticket at the turnstile, which then allows 
access to a secured platform where the passengers board the train.   

 
The installation of the turnstiles was one of the public-private projects that ERS entered into with the 
Department of Transport. The turnstiles allow ERS to confirm the number of passengers that have 
departed from and arrived at the stations which they selected when booking. Five minutes before the 
train is scheduled to depart, the turnstile closes and a passenger list is generated by the system. This 
list contains the names of the passengers on board the train. The passenger list is transferred 
electronically via a secure direct link between ERS and the Department of Transport. The process was 
approved by both parties, as it would automatically calculate the station levy that is payable to the 
Department of Transport. This calculation is done by matching the passenger list with the PTF. Any 
difference should be followed up by management before payment can be processed. 
 
An automatic EFT is generated by the system on a weekly basis. This EFT has to be authorised by 
Mrs Phutago after she has agreed the amount on the EFT voucher to the amount displayed on the 
system. The payment may only be released from a dedicated terminal and the financial director as 
well as the operations director should approve the EFT payment voucher electronically. 
 
ERS elected to early adopt IFRS 15 – Revenue from contracts with customers. Revenue in terms of 
IFRS I5 uses the five steps revenue model as such: 
 
1. Identify the contract(s) with the customer. 
2. Identify the performance obligations in the contract. 
3. Determine the transaction price. 
4. Allocate the transaction price to the performance obligations. 
5. Recognise revenue as/when the entity satisfies a performance obligation. 
 
 

 

YOU NOW HAVE 18 MINUTES TO ANSWER THIS QUESTION. 
 

 

REQUIRED Marks 

Discuss the risks of material misstatement at the overall financial statement level as well 
as the risk of the recognition of revenue at the assertion level for ERS for the year ended 
28 February 2014.  

 
 

12 

(Unisa Test 2 – 2014, adapted) 
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SELF-ASSESSMENT SOLUTIONS  

 
QUESTION 1 
 
(a) With reference to the introduction and the FIFA-2019 group business background 

information, discuss the matters to consider and the concerns SBGI would have prior to 
accepting the FIFA-2019 group as an audit client. 
 
(i) Competence, capabilities and resources 

 
• SBGI should have considered whether it has the necessary and sufficient 

competencies and resources (skills, resources and time) to render a service to the 
FIFA-2019 Group.  (1) 

 
• There is a concern about the number of people (i.e.: only 5) assigned to the audit in 

that they do not have sufficient resources to perform the audit of the FIFA-2019 
group that operates in geographically spread areas. (1) 

 
• The deadline for the audit work seems tight; consequently, SBGI might not have 

adequate time to complete the audit. (1) 
 
• SBGI was only appointed during August 2018 and there might not be adequate 

time to perform an interim audit or to gain an understanding of the business. (1) 
 
• SBGI should consider engaging an expert for the audit of complex transactions 

relating to manufacturing as this is the first time SGBI is auditing a company in the 
manufacturing industry (1) 
 

• SBGI should have considered whether it has sufficient knowledge of and 
experience in the legal and regulatory environment of the company. (1) 

 
(ii) Relevant ethical requirements 

 
• SBGI should consider the auditor’s independence. (1) 

 
• SGBI should have considered the independence of the audit partner and of the 

audit firm appears as the FIFA-2019 group contributes towards 80% of SBGI’s 
revenue.  (1) 

 
• SGBI should have considered the independence of the Mr Messi, the audit partner 

as Mrs Ronaldo, the financial director (FD) of FIFA-2019 is the sister of Mr Messi. 
(1) 

 
(iii) Integrity of the client’s principal owners, key management and those charged with 

governance. 
 

• SBGI should consider the integrity of the client’s principal owners, key management 
and those charged with governance. (1) 
 

• There appears to be concerns about the integrity of the client, as ProEvo-2019 is 
involved in illegal mining. (1) 
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• However, it should be a concern that considered that the previous auditors 

resigned due to their lack of resources and not because they had concerns about 
management’s integrity. (1) 

 
• It is a be a concern that FIFA-2019 group denied us in terms of contacting the 

previous auditors. (1) 
 
• FIFA-2019 seems capable of paying the audit fee based on its growth and 

performance in successive financial years. Losses made in the current year do not 
appear significant enough to hinder FIFA-2019’s ability to pay the audit fee. (A 
candidate may be awarded the mark if stated that the client may not be able to pay 
for the audit fee and appropriately justifies it)  (1) 

 
(iv) Other significant matters 

 
• Determine whether there are any reasons for the firm not to establish a 

professional relationship with the client. Certain factors suggest that such a 
relationship would in fact be desirable, namely (1) 
− FIFA-2019 has a good reputation in the industry. (1) 
− The previous auditors enjoyed a long association with the company. (1) 

 
• Determine whether there is a legal vacancy. The fact that the previous auditors 

resigned could possibly indicate that there is a legal vacancy in terms of section 91 
of the Companies Act. (1) 

 
• Establish the professional and legal responsibilities in terms of sections 45 and 46 

of the Auditing Profession Act due to possible reportable irregularities resulting from 
illegal mining operations by ProEvo-2019 (forming part of the FIFA-2019 Group). (1) 

 
(v) Terms of the engagement  

 
• There is no engagement letter detailing the terms of the engagement that are 

agreed on highlighting the responsibility of the auditors and that of management. (1) 
 
• With no engagement letter, it is of concern that no highlight of the auditors' 

responsibility to report reportable irregularities are included. (1) 
Available   21 

Maximum   13 
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(b) With reference to working paper WP100, based on the concerns raised by Mr Pogba as 

per your planning meeting: 
 
Identify and explain the potential business risks relating to the ordering and receiving of 
imported transparent crystal boxes as evident from the system. For each potential 
business risk identified, provide recommendations to mitigate the potential business 
risk. 
 
Your answer should be structured in the following table: 

 

Potential business risk Recommendations 

Maximum Marks = 8 Maximum Marks = 8 

 

Potential business risks Recommendations 

Without an official order form, the entity would 
have no means of performing a reconciliation 
between orders placed and orders received and 
would have no proof that an order was not placed. 
This could expose the entity to certain losses. (1) 

There should be use of official documents, 
such as a pre-numbered internal order 
form to facilitate the start of the order. (1) 

Without authorisation, orders might be placed for 
incorrect or unnecessary goods, resulting in 
liquidity problems for the company.  (1) 
 
The order clerks might order unauthorised goods 
through fraudulent activity, which could result in 
losses for the entity. (1) 

There should be authorisation of orders 
placed by the buying department’s order 
clerk.   (1) 

A lack of isolation of responsibilities could lead to 
ordering clerks ordering imported transparent 
crystal boxes (goods) and using it for private 
purposes as it will be difficult for management to 
isolate responsibility for the goods received. This 
could lead to losses for the entity. (1) 

There should be isolation of responsibilities 
by the five ordering clerks. (1) 

Without an authorised prise list, it could lead to 
the entity to pay unnecessarily high prices for 
imported transparent crystal boxes (goods) and 
could have a negative financial impact. (1) 

There should be authorised price lists 
available which indicates the prices of the 
items. The prices of the items are also not 
included in the list received from 
Mr Griezman. (1) 

Possible fraud and irregularities could go 
undetected as the order clerk could place orders 
for private purposes. (1) 
 
There is no independent comparison of the list 
sent by Mr Griezman and the order placed by the 
order clerk. Without this comparison, orders might 
be unfilled, not filled on time, filled for the 
incorrect imported transparent crystal boxes and 
not be picked up by the entity, which could 
negatively impact on the financial position and 
reputation of the entity. (1) 

There should be independent comparison 
of the list sent by Mr Griezman and the 
order placed by the order clerk. (1) 
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Potential business risks Recommendations 

Orders not followed up could lead to the entity not 
receiving the orders and having a situation where 
the entity is out of stock, which could negatively 
impact on the reputation of the company.  (1) 
 
This could result in the entity paying for imported 
transparent crystal boxes (goods) which they did 
not receive which could negatively impact on the 
financial position of the company. (1) 

There should be follow-up on long 
outstanding orders, imported transparent 
crystal boxes (goods) that was not 
delivered or delivered short. (1) 

Incorrect translation or currency could lead to 
inventory not being recorded at the correct values 
and could have an influence on the costing of 
inventory.  (1) 

The rand value of the overseas purchases 
should be calculated when the risk and 
rewards of ownership passes to 
FIFA-2019.  (1) 

Without pre-numbered good received notes, it 
could lead to receiving clerks receiving the goods 
but not entering it on the system and taking it for 
personal use. This could lead to financial losses. 

 (1) 

There should be pre-numbered goods 
received notes that is used when the 
inventory are received to ensure that all 
receipts of inventory are recorded. (1) 
 
There should be review of the quantities 
captured by the receiving clerk. (1) 

A lack of reconciliations could lead to receiving 
clerks receiving the imported transparent crystal 
boxes (goods) and making mistakes when 
entering the goods or keeping it for themselves. 
This could lead to inaccurate inventory records.(1) 

There should be reconciliation between the 
orders placed, imported transparent crystal 
boxes (goods) received and the quantities 
captured by the receiving clerk.   (1)  

A lack of isolation of responsibilities could lead to 
receiving clerks receiving imported transparent 
crystal boxes (goods) and using it for private 
purposes as it will be difficult for management to 
isolate responsibility for the goods ordered 
received. This could lead to losses for the entity. 

 (1) 

There should be isolation of responsibilities 
by the ten receiving clerks. (1) 

A lack of appropriate security controls could 
expose the entity to theft from outsiders (the risk 
of armed robbery) as there is no physical security. 
This would lead to financial losses for the entity. 

 (1) 

There should be separate demarcated 
receiving area/there should be physical 
security controls in place for receiving the 
imported transparent crystal boxes 
(goods).  (1) 

Communication skills: tabular format (1) 
Available   27 
Maximum  17 
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(c) With reference to working paper WP200, write a memorandum to FIFA-2019’s 
management in which you describe the risks at the assertion level relating to the 
existence and valuation of inventory for FIFA-2019. 
 
(Note to markers: It was not required from the students to present their answer per assertion.) 
 
TO:  Management of FIFA-2019 
FROM:  Assistant manager 
SUBJECT: Aspects discussed at the planning meeting   
DATE:  15 November 2018      
RE: Risks at the assertion level  
 
There is a risk that the inventory included in the annual financial statements might not exist 
due to the following:  
 
1. Inventories are distributed from warehouses across South Africa and it could therefore be 

double counted or missing inventory may be incorrectly counted.  (1) 
 

2. Inventories are out on consignment. Inventory could be double counted or sold inventory 
could still be included in the balance. (1) 
 

3. Some inventory is imported from overseas and is purchased free on board; this might 
result in problems in identifying when ownership has passed (also rights and obligations).  

(1) 
 

4. The company discards obsolete inventory because of damage, and some of these 
discarded inventory items might still be included in the inventory balance at year end. 
(The mark for inventory obsolescence may be awarded for the valuation assertion if a 
candidate provides appropriate reasoning. However only one mark in total may be 
awarded for obsolescence, either as existence or valuation) (1) 
 

There is a risk that inventory included in the annual financial statements might be valued 
incorrectly due to the following:  
 
5. The importation of transparent crystal boxes might not be converted at the correct spot 

rate at year end.  (1) 
 
6. There is a risk that costs such insurance and import duties to get the inventory into the 

country may be incorrectly accounted for. (1) 
 
7. There are risks relating to misallocating costs of manufacturing relating to embedding the 

golden football boots, balls and souvenirs into finished products. (1) 
 
8. There is a risk of inappropriate accounting treatment of transportation costs for the 

distribution of inventory across South Africa. (1) 
 

9. The company has finished goods of the luxurious collectible items that are valued 
independently for the football boots, balls and souvenirs including the transparent crystal 
boxes, therefore inventory might not be recorded at the lower of cost and net realisable 
value.   (1) 

 
10. The profit or loss on the forward exchange contract might be incorrectly accounted for, 

resulting in an incorrect valuation of inventory as it may be incorrectly capitalised to the 
inventory as apposed to being realised through profit/loss. (1)  
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11. The valuation calculation is complex due to the company having company finished goods 

of the luxurious collectible items that are valued independently for the football boots, balls 
and souvenirs including the transparent crystal boxes and manufacturing costs may be 
incorrectly opposed to an incorrect inventory category.  (1) 

 
12. There is a risk that inventory might not be recorded net of VAT. (1) 
 
13. There is a risk that discounts may be incorrectly calculated resulting in incorrect inventory 

valuation.           (1) 
 
There is a risk that inventory included in the annual financial statements might not exist or be 
valued incorrectly due to the following:  
 
14. The conversion to the new purchases system could result in errors in the inventory 

balance.    (1) 
 

15. There is an increased risk of obsolete inventory because there has been increase in 
customer complaints regarding inventory received during the year that was damaged as 
a result of negligence in the warehouse.   (1) 

Communication skills: memorandum format and layout (1) 
Available   16 
Maximum  10 

Total for paper 40 
 
 
QUESTION 2 
 
1. With reference to the background information and working paper A100, discuss whether 

the appointment as the registered auditors of Hofflows Ltd for the 28 February 2018 
financial year end should have been accepted or not.   

 

 Marks 

The following factors are an indication that the appointment as the Registered Auditors of 
Hofflows Limited for the 28 February 2018 financial year end should not have been accepted: 

 

Competence, capabilities and resources of the engagements team  

ZWE seems not to have the necessary capacity (resources) to audit Hofflows, as it is a large 
client and is geographically dispersed, whereas ZWE is a small audit firm with its offices in 
Pretoria and their client base only being in Gauteng.  

 
 
1 

Mrs Elsa Mulan determined that the audit software is not compatible with the integrated 
computer system used by Hofflows, which will impact the audit quality. 

 
1 

ZWE currently only operate in the real estate investments and services industry and therefore 
none of the audit partners might be familiar with the retail industry. The firm does not seem to 
have the necessary knowledge and professional competence of the retail industry (skills and 
resources). 

 
 
 
1 

Given the size of the audit firm and considering the deadline of the audit (1 month after the 
financial year end) ZWE might not have sufficient resources to complete the audit in time. 

 
1 
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 Marks 

Integrity of the principal owners, key management and those charged with governance 
of the entity  

 

Given the refusal to pay JESS the audit fees relating to the 2017 financial year, it seems that 
there is a possibility that Hofflows might not be able to pay the audit fee (ability to pay fees). 

 
1 

JESS indicated that the audit fee relating to the 2017 financial year is still outstanding due to 
an unresolved matter. This could possibly indicate that Hofflows might not pay the audit fee 
should there be any disagreements with the auditors (attitude towards paying fees). 

 
 
1 

There appears to be concerns about the integrity of Hofflows’ management, as there are 
accounting irregularities at Hofflows which resulted in the auditors who reported the matter to 
IRBA being replaced. 

 
 
1 

Other significant matters   

Due to a continuing reportable irregularity and outstanding audit fees, JESS is refusing 
access to prior year working papers. 

 
1 

There is a risk that the accounting irregularities that were unresolved two months after year 
end may still continue, risking that ZWE will also be responsible to report a reportable 
irregularity to IRBA.  

 
 
1 

Conclusion  

Taking the above into consideration, ZWE should have declined the appointment as 
Registered Auditors of Hofflows for the 28 February 2018 financial year end. 

 
1 

Communication skills: logical argument 1 

Available 11 

Maximum 8 

 
 
2. Discuss any concerns that you may have relating to the audit strategy of the Hofflows Ltd 

Group audit for the year ended 28 February 2018. 
 

 Marks 

Scope: characteristics of the engagement  

The expected audit coverage was not addressed in the audit strategy, since Hofflows and its 
subsidiaries are wide spread (14 cities in 2 countries) and ZWE only has offices in 
 one province in South Africa the expected audit coverage may not be sufficient.  

 
 

1 

Since Hofflows is not only operating in South Africa, the laws and regulations of Mozambique 
should be considered as part of the audit strategy.  

 
1 

It seems that none of the partners are familiar with the retail industry as ZWE currently only 
audit the real estate investments and services industry and from the audit strategy they 
omitted to consider industry specific reporting requirements. 

 
 
1 

Since Hofflows is not only operating in South Africa the reporting currency and the need for 
currency translation was not determined as part of the audit strategy. 

 
1 

No consideration was given to the opening balances – ZWE do not have access to the prior 
year working papers and this should have been considered.  

 
1 
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 Marks 

The effect of information technology was not considered taking into account that Hofflows is 
paperless and ZWE is a small audit firm which might not have the appropriate accounting 
software to make use of computer assisted audit techniques. 

 
 
1 

No consideration has been given regarding the availability of the work of internal auditors, 
certain functions can be requested to make use of internal auditor taking into account the 
tight audit deadline.  

 
 
1 

No consideration has been given regarding the reliance on the component auditors’ work.  1 

Reporting objectives  

No consideration was given regarding how and when communication with component 
auditors will take place regarding the expected types and timing of reports to be issued and 
other communications in connection with the audit of components.  

 
 
1 

No consideration was given to the expected nature and timing of communications among 
engagement team members, team meetings and timing of the review of work performed 
especially taking into account the tight audit deadline.   

 
 
1 

No consideration of any other expected communications with third parties including any 
statutory or contractual reporting responsibilities arising from the audit especially taking into 
account the history of accounting irregularities which might continue.   

 
 
1 

Risk: Factors that are significant in directing the engagement team  

No consideration was given to the audit team’s independence and quality control procedures.  1 

No determination of the materiality figure for the components in the audit strategy.  1 

No preliminary determination of the significant components. 1 

The impact of the assessed risk of material misstatement at the overall financial statement 
level on the supervision, direction and review was not determined.  

 
1 

No documentation in the audit strategy with regard to the engagement team on the manner in 
which the auditor will emphasise the need to maintain a questioning mind and to exercise 
professional scepticism in gathering and evaluating audit evidence, especially taking into 
account the history of accounting irregularities.  

 
 
 
1 

Nature, timing and extent of resources  

No engagement quality control reviewer assigned to the audit of Hofflows. Hofflows is a listed 
company with current ongoing accounting irregularities and reliance will be placed on the 
audit report by financial institutions.  

 
 
1 

The first year trainee has been assigned to the audit of revenue, which is a significant 
account with a high risk of material misstatement. Even though the third year trainee will 
perform a review of the work of the first year trainee accountant, it does not seem that a team 
member with appropriate experience is assigned to this area with a higher risk of material 
misstatement.  

 
 
 
 
1 

There seems to be no assignment of team members with the appropriate knowledge of 
complexed computer systems and/or the need to appoint an IT expert.  

 
1 

No consideration was given to the engagement budget, including the consideration of the 
appropriate amount of time to set aside for areas where there may be higher risk of material 
misstatement (revenue and inventory).  

 
 
1 

Available 20 

Maximum 15 
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3. Describe the risk of material misstatement at assertion level relating to the occurrence of 

revenue in the stand-alone financial statements of Hofflows Ltd for the year ended 
28 February 2018. 

 

 Marks 

Risks at the assertion level for revenue (occurrence)   

There is a risk that management might recognise fictitious sales due to the JSE listing: 
• to meet stringent listing requirements; and  
• attract shareholder investment/meet shareholder expectations of rapid growth. 

 
1 
1 

There is a risk of fictitious sales due to there being a history of accounting irregularities which 
might continue. (Management lack integrity resulting in potential fictitious sales). 

 
1 

There is a risk that revenue might be recognised in the incorrect financial years.  1 

There is a risk that errors might occur due to the fact that there is a high volume of 
7transactions (also accuracy and completeness). 

 
1 

There is a risk that revenue will be recognised inclusive of value added tax, discounts and 
rebates (also accuracy). 

 
1 

There is a risk of material misstatement due to revenue recognition that has an inherent risk 
of fraud (ISA 240) making it a significant risk. 

 
1 

There is a risk that revenue may be factiously recorded based on incorrect treatment for 
identifying the contract(s) with the customer/Identifying the performance obligation in the 
contract. 

 
 
1 

There is a risk that revenue may be fictitiously recorded based on it being recognised without 
the entity satisfying the performance obligations. 

 
1 

Available 9 

Maximum 5 

 
 
4. Discuss your considerations in determining the nature and extent of the audit approach 

for revenue in the stand-alone financial statements of Hofflows Ltd for the year ended 
28 February 2018. 

 

 Marks 

A combined audit approach which includes test of controls and substantive procedures will 
be followed due to the following: 

 
1 

Nature  

Test of controls will be performed due to the following: 
 
Necessity: 
• Due to there being a high volume of transactions, it will be necessary to do tests of 

controls as it would be very time consuming to only do substantive procedures alone. 
• Hofflows conducts its business using IT as all of their operations, including the 

accounting function, are conducted on a fully integrated computerised system (ISA 330 
par A24). 

• Due to the paperless environment, no/very little documentation of transactions are 
expected to be produced or maintained and therefore it would be necessary to do tests 
of controls (ISA 330 par A24). 

 
 
 
 
1 
 
 
1 
 
 
1 
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 Marks 

• The auditor must test controls at least once in every third audit if there were no changes 
that will affect the audit evidence obtained in previous years. Since ZWE is appointed 
only in the current financial year and ZWE does not have access to prior year working 
papers it will be necessary to do tests of controls. 

• If the auditor intends to rely on controls over a risk the auditor has determined to be a 
significant risk – revenue is a significant risk due to the inherent risk of fraud (ISA 330 
par 15). 

Possibility: 
It seems that tests of controls may not be possible due to the following (consider necessity 
first which result in a combined approach): 
• There seems to be a history of accounting irregularities and an override of internal 

control due to the accounting irregularities which was not prevented; 
• ZWE’s computer software is not compatible with Hofflows’ integrated system. 
 
Desirability: 
It is desirable to test controls due to the following: 
• providing Hofflows with comments that add value (increasing the possibility to be re-

appointed in future years);  
• saving audit time and costs as far as detailed testing of year end-balances are required; 

and 
• if controls are effective in current audit, tests of controls might be reduced in future 

year’s audit (consider necessity first). 
 
Substantive procedures must be performed due to the following: 
• revenue is a significant risk (ISA 330 par 21); and 
revenue is also a material class of transaction (ISA 330 par 18). 

 
 
 
1 
 
 
1 
 
 
 
 
1 
1 
 

 
 

 
1 
 
1 
 
1 
 
 
1 
1 

Extent  

Due to the weak control environment and the audit software which is not compatible with 
Hofflows’ integrated computer system but due the necessity to do tests of controls, less test 
of controls will be performed.  

 
 
1 

Due to the weak control environment and the audit software which is not compatible with 
Hofflows’ integrated computer system, more test of details will be performed. 

 
1 

Due to the weak control environment, less analytical procedures will be performed.  1 

Communication skills: clarity of expression 1 

Available 17 

Maximum 13 
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QUESTION 3  
 
Write a memorandum to the management of All4 Toys in which you discuss their concerns as 
per your planning meeting as follows: 
 
TO:   Management of All4Toys 
FROM:   Audit manager 
SUBJECT:   Aspects discussed at the planning meeting   
DATE:   15 February 2017 

Communication skills: memorandum format and layout (1) 
 
Identify the weaknesses relating to the ordering and receiving of goods as evident from the system 
which might cause All4Toys’s personnel to commit fraudulent activities. For each weakness explain to 
management the potential business risk of the weakness. 
 

Weakness Potential risk 

There is no use of official documents, such 
as a pre-numbered internal order form to 
facilitate the start of the order. (1) 

Without an official order form the entity would have no 
means of performing a reconciliation between orders 
placed and orders received and would have no proof 
that an order was not placed. This could expose the 
entity to certain losses. (1) 

There is no authorisation of orders placed 
by the buying department’s order clerk. (1) 

Orders might be placed for incorrect or unnecessary 
goods, resulting in liquidity problems for the company. 
The order clerks might order unauthorised goods 
through fraudulent activity which could result in losses 
for the entity. (1) 

There is no authorised price lists available 
which indicates the prices of the items. The 
prices of the items is also not included in the 
list received from Mr Puzzle. (1) 

This could lead to the entity to pay unnecessarily high 
prices for goods and could have a negative financial 
impact.  (1) 

There is no independent comparison of the 
list sent by Mr Puzzle and the order placed 
by the order clerk. (1) 

Possible fraud and irregularities could go undetected 
as the order clerk could place orders for private 
purposes. 
Without this comparison orders might be unfilled, not 
filled on time, filled for the incorrect goods and not be 
picked up by the entity which could negatively impact 
on the financial position and reputation of the entity. (1) 

There is no follow-up on long outstanding 
orders, goods that was not delivered or 
delivered short. (1) 

This could lead to the entity not receiving the orders 
and having a situation where the entity is out of stock 
which could negatively impact on the reputation of the 
company. 
This could result in the entity paying for goods which 
they did not receive which could negatively impact on 
the financial position of the company. (1) 

The rand value of the overseas purchases 
is not calculated when the risk and rewards 
of ownership passes to All4Toys. (1) 

This could lead to inventory not being recorded at the 
correct values and could have an influence on the 
costing of inventory. (1) 
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Weakness Potential risk 

There is no pre-numbered goods received 
notes that is used when the toys are 
received to ensure that all receipts of 
inventory are recorded. 
There is no review of the quantities 
captured by the receiving clerk. (1) 

This could lead to receiving clerks receiving the goods 
but not entering it on the system and taking it for 
personal use. This could lead to financial losses. (1) 

There is no reconciliation between the 
orders placed, goods received and the 
quantities captured by the receiving clerk.(1)  

This could lead to receiving clerks receiving the goods 
and making mistakes when entering the goods or 
keeping it for themselves. This could lead to 
inaccurate inventory records. (1) 

There is no isolation of responsibilities by 
the three receiving clerks. (1) 

This could lead to receiving clerks receiving goods and 
using it for private purposes as it will be difficult for 
management to isolate responsibility for the goods 
received. This could lead to losses for the entity. (1) 

There is no separate demarcated receiving 
area/ there is no physical security controls 
in place for receiving the goods. (1) 

This could expose the entity to theft from outsiders 
(the risk of armed robbery) as there is no physical 
security. This would lead to financial losses for the 
entity.  (1) 

Communication skills: formulation of weaknesses and risks (1) 
Available   21 

      Maximum  18 
 

 
 

MARKERS’ COMMENTS 
 
This part of the question was poorly answered although students could have earned marks 
easily. Students were not familiar with the acquisition and payment cycle. Students also do 
not know how to formulate a weakness and a risk. Students quoted the words from the 
scenario when identifying a weakness, rather than interpreting the information at a higher 
level. The obvious weaknesses were identified but many students failed to identify the 
more difficult weaknesses. Also note that if a weakness is incorrect a mark can’t be 
awarded for the risk. 

 
 
QUESTION 4 
 
1. Discuss the risks of material misstatement due to fraud at the overall financial statement 

level for the year ended 29 February 2016. 
 

1.1 This is a new audit engagement and management might manipulate (fraudulently) the 
financial statements as they know that the auditors have limited knowledge of the entity. 
   (1) 
 

1.2 SnP is listed on the JSE  
• There could be pressure on management to fraudulently overstate profits in order 

to present favourable results to the public (increase its share price). (1) 
• Management might fraudulently manipulate the financial statements in order to 

meet the stringent listing requirements. (1) 
 

1.3 The directors and senior management receive performance bonuses based on 
profitability and they therefore have an incentive to engage in fraudulent financial 
reporting in order to overstate profits to increase their bonuses. (1) 
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1.4 SnP operates in the food retail industry which is much regulated (National Health act, 

consumer protection act), non-compliance to any laws could be an indicator of fraud. (1) 
 

1.5 Mr Cadbury is the chief financial officer and main shareholder. He might engage in 
fraudulent financial reporting in order to overstate the profits. (1) 

 
1.6 SnP’s operations are geographically wide spread and they also expanded during the 

year, which could lead to manipulation of the financial statements as control over 
operations at each of the stores is difficult. (1) 

     Available    7  
     Maximum   5  
 

2. Discuss the risks of material misstatement due to error at the overall financial statement 
level for the year ended 29 February 2016. 

 
2.1 The new accounting system is being updated on a real time basis, and if the system is 

not operating correctly it could cause errors in the financial information. (1) 
 

2.2 SnP’s operations are geographically wide spread and they also expanded during the 
year, which could lead to errors in the financial statements as control over operations at 
each of the stores is difficult. (1) 

 
2.3 SnP converted to a new accounting system  

• There is a risk for errors in the financial statements as the general and application 
controls changed during the year. (1) 

• There is a risk for errors in the financial statements as the conversion to the new 
system increases the risk for errors/loss of data/duplication of data. (1) 
 

2.4 Complex accounting treatment in the financial statements increases the risk of errors in 
the financial statements for example IAS 2- Inventory, IFRS 15- Revenue. (1) 

     Available   5  
     Maximum  4  

 

 
QUESTION 5 
 
(a) Describe the risks of material misstatement at the overall financial statement level for 

Dynamic Food Limited evident from the information provided in the scenario. 
 
1. The company is listed on the JSE Ltd. 

• Management might fraudulently manipulate the financial statements in order to 
meet the stringent JSE Ltd listing requirements. (1) 

• Management might fraudulently manipulate the financial statements in order to 
increase the company's share price. (1) 
 

2. The annual financial statements of Dynamic might be misstated, as the company might 
not be in compliance with the JSE Ltd requirements, resulting in possible delisting of the 
company, which could affect the going concern. (1) 

 
3. There is non-compliance with KING IV regarding the composition of the board and the 

audit committee, as Mr Rupert and Mr Matsimela are chairman of the board and the audit 
committee, respectively, but they are not independent. Management’s integrity is 
questionable, which increases the risk of fraudulent financial reporting at a management 
level.    (1) 



82 
AUE4862/102 
ZAU4862/102 
NAU4862/102 

 HJB 

 
4. There is non-compliance with KING IV regarding the suitability of Mr Matsimela as a 

member of the audit committee, as he is a food scientist and does not have any financial 
background. Management’s integrity is questionable, which increases the risk of 
fraudulent financial reporting at management level. (1) 

 
5. Dynamic has been fined for collusion over tender contracts.  

• Management’s integrity is questionable and this might affect the control 
environment, as the tone at the top does not create a good control environment. (1) 

• Management’s integrity is questionable and there may be non-compliance with all 
Acts relating to the food industry (National Health Act, Consumer Protection Act, 
etc), as the company is in the food manufacturing industry, which increases the 
risk of a reportable irregularity. This may result in a modification of our audit 
opinion.  (1) 

• There is possible non-compliance with other laws and regulations throughout the 
business, which increases the risk of a reportable irregularity. This will result in a 
modification of our audit opinion. (1) 

• The going concern principle might not be appropriately addressed in the financial 
statements, as Dynamic is not in a position to pay the fine. (1) 
 

6. Dynamic’s operations is decentralised (distributed warehouses around the country), 
which may create opportunities for fraudulent transactions and errors in the financial 
statements, as the controls might not be functioning properly and consistently at the 
various warehouses. (1) 

 
7. The directors own 20% of the company’s shares. The directors of Dynamic have an 

incentive to engage in fraudulent financial reporting in order to overstate the net asset 
value and profits.  (1) 

 
8. The directors receive bonuses based on financial results. The directors of Dynamic have 

an incentive to engage in fraudulent financial reporting in order to overstate the net asset 
value and profits.  (1) 

 
9. Complex accounting requirements increase the risk that errors may occur in the financial 

statements due to, for example, IAS 2 – Inventory,  IAS 21 – Foreign exchange and 
IAS 39 – Hedging. (1) 

 
10. The company’s net profit has decreased and losses are anticipated for the year under 

review, which increases the risk of fraudulent financial reporting (a potential 
overstatement of assets and understatement of liabilities). (1) 

 
11. The company’s net profit has decreased and losses are anticipated for the year under 

review, which indicates that the going concern basis may be inappropriate for the 
preparation of the annual financial statements. (1) 

 
12. Dynamic implemented a new computerised system.  

• There is an increased risk for errors in the financial statements, as the general and 
application controls changed during the year. (1) 

• There is an increased risk for errors/loss of data/duplication of data due to the 
conversion from the old to the new system (1) 

Available   17 
Maximum  10 
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(b) Describe the risks at assertion level relating to the existence and valuation of inventory 

for Dynamic Foods Limited. 
 
(Note to markers: It was not required from the students to present their answer per assertion.) 
 
There is a risk that the inventory included in the annual financial statements might not exist 
due to the following:  
 
1. Inventories are distributed from warehouses around the country and it could therefore be 

double counted.  (1) 
 

2. Inventories are out on consignment. Inventory could be double counted or sold inventory 
could still be included in the balance. (1) 

 
3. Some inventory is imported from overseas and is purchased free on board; this might 

result in problems in identifying when ownership has passed (also rights and obligations). 
      (1) 
 

4. The company discards all unused or unsold food products after their expiry date, and 
some of these discarded inventory items might still be included in the inventory balance 
at year end.  (1) 
 

There is a risk that inventory included in the annual financial statements might be valued 
incorrectly due to the following:  
 
5. The importation of raw materials might not be converted at the correct spot rate at year 

end.    (1) 
 
6. The appropriate accounting for all costs to get inventory into the country also presents a 

problem, that is, transport, insurance and import duty costs. (1) 
 
7. As the company is a manufacturer, there are risks relating to misallocating all costs of 

manufacture to finished products. (1) 
 
8. The inappropriate treatment of transportation costs between Centurion, where the goods 

are manufactured, and the warehousing facilities elsewhere. (1) 
 

9. The company produces food items with 12-month expiry dates; thus, inventory may not 
be recorded at the lower of cost and net realisable value. (1) 

 
10. The profit or loss on the forward exchange contract may be incorrectly accounted for, 

resulting in an incorrect valuation of inventory. (1)  
 

11. The valuation calculation may possibly be complex due to the extensive (200) product 
range.   (1) 

 
12. There is a risk that inventory might not be recorded net of VAT and discount. (1) 
 
There is a risk that inventory included in the annual financial statements might not exist or be 
valued incorrectly due to the following:  
 
13. The conversion to the new purchases system may result in errors in the inventory 

balance.    (1) 
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14. There is an increased risk of food obsolescence because of the reduced inventory 

turnover, new competitors, and increase in customer complaints. (1) 
Available   14 
Maximum    8 

 
(c) Discuss the reasons why you have decided on a combined audit approach for the audit 

of inventory. Also, discuss the timing and extent of the planned audit procedures for 
inventory. 

 
General 
 
By deciding on a combined approach, I would include the use of tests of controls and 
substantive procedures. (1) 
 
Test of controls  
 
I would want to test (necessity) the controls in the new integrated applications because of the 
following: 
 
• The new system is highly complex; therefore, it is not possible to perform substantive 

procedures only (ISA 330, par A24). (1) 
 

• It is a highly automated system and therefore I would want to test the system to obtain an 
understanding thereof (ISA 315, par 30). (1) 
 

• Changes in the controls were caused by the replacement of the system at the beginning 
of the financial year (ISA 330, par 14(a)). (1) 
 

• There is a going-paperless initiative which minimises the use of hard copy documents 
(ISA 330, par A24). (1) 
 

• We, as external auditors, were not involved in testing the conversion process. (1) 
 

It is possible to test the controls as 
 

• the report from the internal audit department states that the controls can be relied upon. 
    (1) 

 
It is desirable to test the controls for the following reasons: 
 
• Mr Rupert requested us to give feedback on the controls, and therefore, I could provide 

Mr Rupert with value-added comments. (1) 
 

• As we are appointed annually through a tender process, adding value-added comments 
could increase our chances of being re-appointed. (1) 

 
• If the controls are tested in the current financial year and it is concluded that we can rely 

on it, it might decrease our audit work in the following financial year. (1) 
 

Substantive procedures 
 
I should perform (necessity) substantive procedures, as inventory can be considered as a 
material balance (ISA 330, par 18 – Irrespective of the risk of material misstatement, the 
auditor shall design and perform substantive procedures for each material class of account 
balance).    (1)  
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Extent of audit procedures 
 
• This is a manufacturing company and inventory is a material amount. The more material, 

the larger the extent of testing. (1) 
 

• The extent of testing of computerised controls will not increase because of the 
consistency in the performance of the automated controls (ISA 330, par A29). (1) 
 

• As the controls can be relied upon, as according to the internal auditor’s report, the 
reliance on analytical procedures will be increased. (1) 

 
• As controls can be relied upon, as according to the internal audit report, test of details will 

be decreased.  (1) 
 
Timing of audit procedures 

 
• Tests of controls will be performed at year end, for example controls over the physical 

inventory count, as well as for the whole period under review. (2) 
 

• The substantive tests of detail will be performed at year end, for example stock count. (1) 
 
• The substantive analytical procedures will be performed at year end. (1) 

Communication skills: Logical argument (1) 
(Note to markers: The communication mark is for the students' motivation of “why” the auditor 
should follow a combined approach.) __ 

Available   20 
Maximum  11 

 

 
 

MARKERS’ COMMENTS 
 
Part (a) 
 
Students performed well in this part of the question. Some students only identified the 
indicator from the scenario and did not relate it to its effect on the financial statements. 
Please remember that you have to link the indicator to the risk of material misstatement at 
the overall financial statement level. Material misstatement may be due to fraud or error. 
It is therefore important that you should link your indicator to either fraudulent financial 
reporting or error.  
 
Part (b) 
 
Students performed well in this part of the question. However, some of the students did 
not limit the risks to only the existence and valuation of inventory. This has caused them 
to waste valuable time. 
 
Part (c) 
 
Students did not perform well in this part of the question. Most students did not write 
enough to obtain the maximum marks. Please work through the solution, especially the 
references (as indicated on the memorandum) to ISA 330. Students only focused on 
whether the controls are functioning as intended or not. There are, however, more things 
that the auditor should consider when deciding on an appropriate audit approach than 
only the functioning of the controls.  
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 Students did not receive the maximum marks with regard to the timing and extent of the 
audit procedures. Please note that when the auditor is performing a combined approach, 
the auditor should consider the timing and extent of test of controls, tests of details and 
substantive analytical procedures separately. 

 

 
QUESTION 6 
 

Discuss the risks of material misstatement at the overall financial statement level as well as the 
risk of the recognition of revenue at the assertion level for ERS for the year ended 
28 February 2014. 
 
RISK AT OVERALL FINANCIAL STATEMENT LEVEL 

 
 New audit client  

The AFS may be materially misstated due to the opening balances containing errors.  (1) 
 

 Listed on JSE Ltd 
The AFS may be materially misstated, as management may engage in fraudulent financial 
reporting to manipulate the share price. (1) 
 
The AFS may be materially misstated, as the company might not comply with the JSE Ltd 
regulations, resulting in the delisting of the company and affecting the going concern of the 
company.   (1) 

 
 Non-compliance with King IV 

The AFS may be materially misstated, as management integrity might be lacking, which is 
evident from the poor implementation of corporate governance principles as the financial 
manager run the upgrade of the new internet-based system on her own and the board of 
directors is not providing any oversight and approval. (1) 
 
The AFS may be material misstated due to a weak control environment evident from the poor 
implementation of corporate governance principles as the financial manager run the upgrade of 
the new internet-based system on her own and the board of directors is not providing any 
oversight and approval . (1) 
 

 Heavy reliance on technology and online trading 
The AFS may be materially misstated because of losing clients during down-time affecting the 
going concern.   (1) 
 
The AFS may be materially misstated if the website upgrading is not done properly, resulting in 
errors in the financial statements. (1) 

 
 Increased clientele 

The going concern risk is decreased because the clientele of ERS has increased due to the 
fuel price increases. (1) 

 
 The new website and internet sales system hold the risk of  

 loss of data;  (1)  
 continuity problems if the system does not function effectively;  (1)  
 risk of unauthorised access if firewalls are not effective;  (1)  
 risk of errors if staff are not properly trained; and  (1)  
 changes in technology.  (1)  
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The facts above could increase the risk of the company not being able to operate at full 
capacity, which will affect the going concern assumption, which in turn, would lead to the AFS 
being materially misstated.  

 
RISK AT ASSERTION LEVEL 
 
 There is a risk that revenue is recognised before commuters travel since revenue is recognised 

when payment is made instead of at the journey date. (Recognise revenue as/when the entity 
satisfies a performance obligations) (occurrence). (1) 

 
 There is a risk that revenue is recognised in the wrong period because the travel dates are 

spread over the year end (e.g. weekly coupon) (cut-off).  (1) 
 
 There is a risk that revenue is recognised in full on cancellation instead of at a 10% penalty 

(occurrence and accuracy). (1) 
 
 There is a risk that sales might not be accurately accounted for as a result of station levies and 

discount not properly accounted for as well as paid over to the respective parties (accuracy). (1) 
 
 There is a risk that not all ticket sales or commuters are accounted for due to possible 

inefficiencies in the system, for example system down-time (completeness). (1) 
 
 There is a risk that revenue on adults accompanying minors below the age of 12 is recognised 

at normal prices instead of at a fee less than 50% of the normal fare (accuracy). (1) 
 

 There is a risk that fictitious revenue might be recorded to inflate sales for commuters 
(occurrence).    (1) 
 

 There is a risk that revenue may be fictitiously recorded based on incorrect treatment for 
identifying the contract(s) with customers/identifying the performance obligations in the contract 
for travels (occurrence). (1) 
 

 There is a risk that revenue may be fictitiously recorded for travels based on it being 
recognised without the entity satisfying the performance obligations (occurrence). (1) 
 

 There is a risk that the transaction price for travel in respect of all revenue sources are not 
determined correctly (accuracy). (1) 
 

 There is a risk that revenue from travel may not be properly recognised in terms of the 
performance obligations, at the correct amount and in the correct period (accuracy and cut-off). 
    (1) 

Available   24 
Maximum  12 
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MARKERS’ COMMENTS 
 
Students displayed poor examination technique by NOT differentiating between the risk 
at the overall financial statement level and the risk at the assertion level.  
 
Students still tended to include risks at assertion level under the risk at the overall 
financial statement level. Remember to ask yourself the question of whether the risk you 
have identified affects one or a few balances/transactions?  
 
Students struggle to link the identified risks to the information in the scenario.  
 
Some students were not able to identify all the risks from the scenario. Some obvious 
risks were not identified, for example “new client – risk of opening balances misstated”. 

 


