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are the engagement manager of Orion & Co., a mid-tier audit firm applying the International Standards on

Auditing (ISA). Your firm is planning the audit of Helios BioTech Co., L.td. (Helios) for the year ended
December 31, 20X5. Orion & Co. has audited Helios for the past two years.

Helios is a publicly listed pharmaceutical company engaged in biologics and vaccine development. The
company operates in a highly regulated environment and derives a substantial portion of its revenue from long-
term government supply contracts that include milestone-based payments. Helios capitalizes certain
development expenditures as intangible assets under IERS.

During 20X5, Helios reported 28% revenue growth, narrowly meeting analysts’ earnings expectations after two
consecutive years of operating losses.

Instructions
1.

Preliminary Risk Classification: Based only on the information provided below, assess the effect of
each information item (@ ~ e) on the risk of material misstatement (RMM) at the financial statement or
assertion level. Please apply professional judgment and consider materiality and changes from the prior
year.

For each item, indicate whether it would most likely:
® Increase (I) the risk of material misstatement
® Decrease (D) the risk of material misstatement
e Have No Effect (NE) on the risk of material misstatement

Each classification may be used more than once or not at all.
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Information Items:

a. In March 20XS5, Helios appointed a new Chief Financial Officer (CFO) with prior experience in
multinational pharmaceutical firms. Shortly after appointment, the CFO revised the company’s
revenue recognition methodology for milestone-based government contracts, asserting closer
alignment with IFRS 15. The change significantly increased fourth-quarter revenue and was
approved by the board; however, no retrospective analysis or external technical consultation was
performed.

b. Helios continues to lease its primary laboratory facility from an entity owned by the CEO’s family.
This lease was entered into five years ago, and the terms—including the fixed annual rent increase—
were audited and confirmed as arm’s-length in prior periods. There have been no modifications to
the contract, no new leases with this entity, and no changes in the use of the facility during 20X5.

c. Internal audit identified deficiencies in IT access controls over the revenue system, noting that
certain finance personnel could modify customer master data and milestone completion dates.
Management asserts that such changes are reviewed retrospectively by senior staff, but the audit
team observed that these reviews are informal and not supported by documented evidence.

d. Helios processes payroll ona biweekly basis using the same outsourced payroll service organization
as in prior years. The service organization providesan ISAE 3402 Type II report covering the entire
financial year, and prior audits identified no payroll-related control deficiencies or misstatements.

e. After two consecutive years of operating losses, Helios returned to profitability in 20X5. This
turnaround was driven primarily by increased government vaccine funding. Senior management
compensation includes earnings-based bonuses, and external analysts have publicly emphasized
Helios’s ability to meet market expectations as a key indicator of improved performance.

For the following Questions 2~8, select your response from the list of options provided below. Identify ALL
applicable responses; each option may be used more than ence or not at all.

2.  Which actions should the auditor take in response to the identified revenue-related risks?

3. Afier identifying deficiencies in inteinal control over revenue, and before determining the nature,
timing, and extent of substantive procedures, which of the following actions are the auditor required or
permitted to take in fulfilling responsibilities related to internal control?

4. Assuming the auditor has concluded that controls over revenue will not be relied upon, which of the
following actions are appropriate assertion-level responses when designing further audit procedures?

5.  When evaluating management judgment embedded in revenue recognition and capitalization decisions,
and before considering financial statement disclosures or auditor reporting, which of the following
auditor responses are required or appropriate?

6. Which of the following actions/evaluations should the auditor consider when evaluating Helios’s return
to profitability and financing structure?

7. Which matters identified in this case are most likely to be reported as Key Audit Matters?

8. Based on the audit circumstances described, identify appropriate auditor’s opinions that would be
issued under the specified conditions. Assume that each condition is independent of the others.




AIBGERE 115 58 RIHEBRATABRESE BLFREAM
FI2R - # 16 ]

# 2% B Py % 7 %) &R PR R 2 A 68 (B) Fui

SN RSN S

ZgrReroo

o

T

1.

(o eI © I

List of Options for Questions 2~8

Your answers should be provided using the following format; otherwise you will not get any points.

Increase professional skepticism and reassess fraud risk as an overall audit response
Perform additional substantive procedures focused on cut-off and timing

Rely primarily on analytical procedures

Modify the audit opinion due to scope limitation

Communicate a significant deficiency to those charged with governance

Matters that required significant auditor attention due to significant management judgment in revenue
recognition and related estimation uncertainty.

Reassess materiality thresholds

Obtain written representations as the primary source of audit evidence

Evaluate management’s assumptions for bias

Include an Emphasis of Matter paragraph

Perform tests of controls before relying on them

Assess the adequacy of disclosures related to uncertainty

Withdraw from the engagement

Evaluate the feasibility of management’s plans to mitigate events or conditions that may cast significant
doubt on the entity’s ability to confinue as a going coneern
Matters that involved heightened audit risk and required expanded substantive procedures, but did nof
involve significant management judgment or complex estimates
Matters for which management disclosures were considered particularly important to users’ understanding
of the financial statements, but which did not require significant auditor judgment

An unmodified (unqualified) opinion would be appropriate if the auditor has obtained sufficient appropriate
audit evidence, concludes that the financial statements are free from material misstatement, and determines
that disclosures regarding significant judgment and uncertainty are adequate.
A qualified opinion would be appropriate if the auditor concludes that a material misstatement exists relatedH
to revenue recognition, but the effects are material but not pervasive to the financial statements.

A disclaimer of opinion would be appropriate if the auditor identifies significant judgment and estimation|
uncertainty in revenue recognition, even though sufficient appropriate audit evidence has been obtained.

Classification Table
Effect on EMM (I1/ D/ NE)
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Kelsey Mead, CPA, was engaged to audit Jiffy Company's financial statements for the year ended August 31.
For the current year, Mead decided to use probability-proportional-to-size (PPS) to select accounts receivable
for confirmation because PPS uses each account in the population as a separate sampling unit. Mead expected
to discover many overstatements but presumed that the PPS sample size still would be smaller than the
corresponding sample size for classical variables sampling.

Mead reasoned that the PPS sample would automatically result in a stratified sample because each account
would have an equal chance of being selected for confirmation. Additionally, the selection of negative (credit)
balances would be facilitated without special considerations.

Mead computed the sample size using the risk of incorrect acceptance, the total recorded book amount of the
receivables, and the number of misstated accounts allowed. Mead divided the total recorded book amount of
the receivables by the sample size to determine the sampling interval and then calculated the standard deviation
of the dollar amounts of the accounts selected for evaluation of the receivables.

Mead's calculated sample size was 60 and the sampling interval was determined to be $10,000. However, only
58 different accounts were selected because two accounts were so large that the sampling interval caused each
of them to be selected twice. Mead proceeded to send confirmation requests to 55 of the 58 customers. Each of
the three accounts originally selected for the sample had insignificant recorded balances under $20. Mead
ignored these three small accounts and substituted the three largest accounts that had not been selected by the
random selection procedure. Each of these accounts had balances in excess of $7,000, so Mead sent

confirmation requests to these customers.
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The confirmation process revealed two differences. One account with an audited amount of $3,000 had been
recorded at $4,000. Mead projected this to be a $1,000 misstatement. Another account with an audited amount
of $2,000 had been recorded at $1,900. Mead did not count the $100 difference because the purpose of the PPS

procedure was to detect overstatements.

In evaluating the sample results, Mead decided that the accounts receivable balance was not overstated because

the projected misstatement ($1,000) was less than the allowance for sampling risk.

Required:

Describe each incorrect assumption, statement, and inappropriate application of the PPS sampling in Mead's

audit procedures discussed above. Itemize your answers; otherwise you will not get any points.

# wA (16 points)

Items a through / on the next two pages represent possible errors and fraud that you suspect may be present at
Rex Company. The accompanying List of Auditing Procedures below represents procedures that the auditor
would consider performing to gather evidence concerning possible errors and fraud. For each item, select one
best auditing procedure, as indicated, that the auditor most likely would perform to gather evidence in support

of that item. The procedures on the list may be selected once, more than once, or not at all.

List of Auditing Procedures

A.Compare the details of the cash receipts journal |L. Examine the entity's shipping documents to verify
entries with the details of the corresponding daily | that the merchandise that produced the receivable
deposit slips. was actually sent to the customer.

B. Scan the debits to the fixed asset accounts and vouch | M. Inspect the entity's correspondence files for
selected amounts to vendors' invoices and indications of customer disputes for evidence that
management's authorization. certain shipments were on consignment.

C.Perform analytical procedures that compare |N. Perform edit checks of data on the payroll
documented authorized pay rates to the entity's transaction system.
budget and forecast. O. Inspect payroll check endorsements for similar

D.Obtain the cutoff bank statement and compare the handwriting.
cleared checks to the year-end bank reconciliation. |P. Observe payroll check distribution on a surprise

E. Prepare a bank transfer schedule. basis.

F. Inspect the entity's deeds to its real estate. Q. Vouch data in the payroll register to documented

G.Make inquiries of the entity's attorney concerning authorized pay rates in the human resources
the details of real estate transactions. department's files.
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H.Confirm the terms of borrowing arrangements with {R. Reconcile the payroll checking account and

the lender.

I. Examine selected equipment repair orders and
supporting documentation to determine the
propriety of the charges.

J. Send requests to confirm the entity's accounts
receivable on a surprise basis at an interim date.

K.Send a second request for confirmation of the

receivable to the customer and make inquiries of a

. Determine that the

determine if there were unusual time lags
between the issuance and payment of payroll
checks.

. Inspect the file of prenumbered vouchers for

consecutive numbering and proper approval by
an appropriate employee.
details of selected

prenumbered vouchers match the related vendors'

reputable credit agency concerning the customer's invoices.
creditworthiness. U. Examine the supporting purchase orders and

receiving reports for selected paid vouchers.

Possible Misstatements Due to Exrors and Fraud

a. The auditor suspects that a kiting scheme exists because an accounting department employee who can issue
and record checks seems to be leading an unusually luxurious lifestyle.

b. An auditor suspects that the controller wrote several checks and recorded the cash disbursements just before
year-end but did not mail the checks until after the first week of the subsequent year.

c. The entity borrowed funds from a financial institution. Although the transaction was properly recorded, the
auditor suspects that the loan created a lien on the entity's real estate that is not disclosed in its financial
statements.

d. The auditor discovered an unusually large receivable from one of the entity's new customers. The auditor
suspects that the receivable may be fictitious because the auditor has never heard of the customer and because
the auditor's initial attempt to confirm the receivable has been ignored by the customer.

e. The auditor suspects that fictitious employees have been placed on the payroll by the entity's payroll
supervisor, who has access to payroll records and to the paychecks.

/- The auditor suspects that selected employees of the entity received unauthorized raises from the entity's
payroll supervisor, who has access to payroll records.

g. The entity's cash receipts of the first few days of the subsequent year were properly deposited in its general
operating account after the year-end. However, the auditor suspects that the entity recorded the cash receipts
in its books during the last week of the year under audit.

h. The auditor suspects that vouchers were prepared and processed by an accounting department employee for
merchandise that was neither ordered nor received by the entity.

i. The details of invoices for equipment repairs were not clearly identified or explained to the accounting
department employees. The auditor suspects that the bookkeeper incorrectly recorded the repairs as fixed

assets.




BABEAR 115 BEF FAIHBPHRIABES BAeFRRE
¥5(6FE £ 167

S Fit % AArBl ®IPARA FREM 2A68 (B) Fok

J. The auditor suspects that a lapping scheme exists because an accounting department employee who has
access to cash receipts also maintains the accounts receivable ledger and refuses to take any vacation or sick
days.

k. The auditor suspects that the entity is inappropriately increasing the cash reported on its balance sheet by
drawing a check on one account and not recording it as an outstanding check on that account and
simultaneously recording it as a deposit in a second account.

. The auditor suspects that the entity's controller has overstated sales and accounts receivable by recording

fictitious sales to regular customers in the entity's books.

Itemize and label your answers from a to I; otherwise you will not get any points.
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