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You are an auditor for Rodgers & Co. and have recently taken on a new client, ABC Manufacturing Company. You are in the initial stages and your manager asks you to respond to all inquiries regarding the audit evidence, the process of revenue and purchase cycle, and the audit report.

PART A: Audit evidence (8 marks)

During the planning phase, you come to the conclusion that analytical examination of some operating accounts, reveals the following facts: 

-  Sales growth is significant while the market is experiencing flow difficulties.
-  Receivable turnover ratio increased considerably and the accounts receivable balance at the closing date have doubled.
- Increase of inventories purchase paid in cash, while production remains at a stable level compared to that of the previous year.

Required: 

1- One purpose of performing analytical procedures in the planning phase of an audit is to assess the client's financial condition. Explain how the assessment of a client's financial condition can affect the auditor's decisions regarding evidence accumulation in later stages of the audit. (3 marks)

		Client’s financial conditions gives an indication of the management adherence to accounting standards applicable. Assessing this information gives an auditor of the levels of company compliance to accounting standards and enables the auditor plan well for the audit. Auditor planning will be informed of amount of evidence to seek for and also have a clue on the amount of time to spend on the client. The auditor also builds expectations on the client based on their findings in the assessment of a client’s financial condition.

2- Specify the worrying facts noted by the analytical examination (do not copy the text) and the necessary controls to be carried out and type of evidence. (3 marks)
· Sales growing while the market experiences flow difficulties may indicate that the management are reporting some transactions which are not actually sales, as sales. These sales can then be placed as accounts receivable which may remain pending at the end of the year and written off at later years when conditions improve. This should not be the case and the auditor should seek evidence for the same. Controls should be instituted to ensure that sales are well supported and different departments are involved to reduce the chances of manipulation.
· Increase in accounts receivable turnover together with the closing balances is an indication that the company is doing poorly in terms of collections. The company may also be reporting sales which may not be actual sales but just inflations to show a better performance. The auditor should seek permission to verify the key debtors by conducting them. Debtor policies should also be followed to ensure the maximum credit periods and amounts are strictly adhered to.
· Increase in cash purchase ought to be supported by an increase in production levels. Their increase with production levels remaining constant raises questions as to why the change in purchasing policies from cash was affected. It can be indication that new suppliers related to the management are being preferred. If this is the case, there are likelihood of price inflations. The auditor should seek to confirm the company suppliers and their terms. Controls should be put in place to ensure that suppliers are well appraised and their terms known. Changes to the terms should also be sanctioned by different parties and preferably a committee.
3- The trial balance taken from the books of ABC Company before year-end is presented as follows: 
	Accounts
	Debit
	Credit

	
Cash in bank
Accounts receivables 
Inventories                
Land                             
Building                    
Accounts payable       
Capital stock           
Retained earnings     
Sales                            
CGS                              
Interest payable
Collateral for loans      
  
Total     

	

90,000
345,000
225,000
465,000
440,000








1,565,000
	







235,000
200,000
210,000
500,000
300,000
20,000
100,000


1,565,000



Indicate which accounts should be confirmed with outside sources and by whom they should be confirmed?  (2 marks)
Accounts to be confirmed with external sources include;
1. Cash in bank – This should be confirmed through a statement from the bank by the auditor. He should however seek consent from the management.
2. Accounts receivable – The auditor should confirm account balances for the key debtors of the company. He should seek management consent and seek mostly from oldest debts, accounts written off and also those with overpayments. The idea should be to see if balances and dates of transactions as per their accounts are as reflected in the books of accounts of the company.
3. Accounts Payable – The auditor should confirm the existence of the creditors. The auditor should seek to know whether they qualify for the supplies, supply terms and their transaction history with the company. The auditor should also confirm the physical existence of the creditors. Controls which can be instituted around creditors is ensuring that there are proper approvals before authorizing supplies and ensuring that the goods supplied are confirmed. The controls should also extend to the credit terms and pricing of the goods.
4. Interest payable – The auditor should confirm the existence of the interest together with explanations as to why it has not been paid. They should also confirm the implication of the liability to the company in terms of risks.
5. Collateral on loans – The auditor should confirm the existence of the loan, authorization procedures followed and the purpose for which it was taken for. They should also confirm the loan terms and understand how it will impact on the cash flows of the company even in future.

PART B: The process of revenue and purchase cycle (9 marks)

In the audit of the acquisition and payment cycle, the main goal is to make sure that the goods and services acquired, along with any cash disbursement by ABC company, are presented fairly and comply with GAAP. In order to determine this, you must test the controls that are in place. These tests that will be administered to ABC company incorporate the business functions in a single cycle.

a- Discuss the business functions that comprise the acquisition and payment cycle. (3 marks)
The acquisition and payment cycle are mostly concerned with the steps that are followed mostly to secure goods and service from the need recognition up to the settlement of the credit which includes the following business functions: -
1. Determination of a need
2. Listing of suppliers
3. Appraising and selection of suppliers
4. Placement of an order
5. Receiving of goods and their confirmation
6. Confirmation of supplier invoices
7. Approval of supplier payments
8. Disbursement of payments to suppliers
 
b- During the audit, you detect a lapping of accounts receivable. Explain what lapping means, indicate the internal control deficiency that allows it to occur, and the procedures performed to detect lapping. (3 marks)
Lapping is the practice of delaying recording of payments from debtors. It is a fraudulent activity which involves using debtor payments for a need outside that of the organization and covering up the deficit with subsequent payments from other debtors. Deficiency in internal controls facilitating lapping includes client cash handling, management of accounts receivable by one sole person, failure to automate systems for prompt notification of payments even to the debtors. Lapping can be detected through confirmation with the debtors as to when they made their payments and comparing that to when banking or recording in systems was done. Periodically, the auditor should circularize accounts receivables to collect this information and detect lapping.
 
c- During auditing sales transaction, you have discovered the following misstatements: 
· Sales included in the journals for which there was no shipment;
· Sale recorded more than once;
· Shipments made to nonexistent customers and recorded as sales.

 Provide one potential audit test used to detect each misstatement. (3 marks)
Tests will include
1. Analytical tests to identify whether all sales recorded were actually approved and disbursed. I will also confirm if they were paid for or are in receivables (Johnstone, Rittenberg, and Gramling, 2019).
2. Trend analysis – This will help to identify how sales are moving and identify duplicate sales recordings. 
3. Due diligence – Through due diligence, I will be able to confirm physical existence of customers.
PART C: The audit report (8 marks)

During the audit, you detect that ABC has a material investment in XYZ Co., Foreign subsidiary whose net worth has been fully/ substantially eroded. The management has not provided any evidence of how they valued the investment to conclude on the carrying amount. The auditor was also unable to obtain sufficient appropriate audit evidence about the carrying amount of ABC Ltd’s investment in XYZ Co., because you were denied access to the financial information, management & the auditors of XYZ. 

a-  Indicate the conditions that must be met before an auditor can issue a standard unmodified opinion. (2 marks)
The conditions for an auditor to give a standard unmodified opinion includes;
1. Should have received all information and materials they needed for the audit
2. The auditor should have examined the accounts of the company and be satisfied that there are no material misstatements.
 
b- Explain the conditions for issuing audit reports with modified opinion while specifying the types audit opinion. (3 marks)
Conditions and types of modified opinion which can be issued by an auditor includes;
Qualification of audit report – this is given when the auditor has some reservations on some matters considered material in the financial statements. They include limitation in the scope of the audit work, disagreement with the client management, uncertainty in some items whose outcome is to be determined in future and which are not so material.
 Disclaimer opinion – this opinion is issued by an auditor in situations when they are not in a position to form any opinion. This can be occasioned by lack of sufficient audit evidence, limitation in scope of the audit and also through disagreement with the management (Ishak, and Yusof, M.A.M., 2020 pp.43-58). 
Adverse opinion – This opinion is issued in situations where the auditor has adversely disagreed with the management. The auditor in this case feels that just qualification will not be adequate to disclose the incompleteness and the misleading levels of the statements.
 
c- Based on the information above, identify the issues detected and the type of audit opinion that you would express in the report (Justify your answer). (3 marks)
Issues detected in the XYZ Company includes lack of sufficient evidence to support a subsidiary valuation from the management and also lack of evidence to form an opinion about the ABC subsidiary due to denial of access to the subsidiary books.
Audit opinion to issue
I would issue a disclaimer of opinion. This is because I’m unable to get access to the financial statements of the company subsidiary to be able to form an opinion and so I cannot form any opinion.
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