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Question Bank - Chapter 1 Compiled by Neeraj Arora and TEAM

Chapter 1 - Nature, Objective and Scope of Audit - Question Bank

Part | : Descriptive Questions
Meaning of Auditing

Q1.

“An audit is independent examination of financial information of any entity, whether profit oriented or not, and irrespective of
its size or legal form, when such an examination is conducted with a view to expressing an opinion thereon.” Explain stating
clearly how the person conducting this task should take care to ensure that financial statements would not mislead anybody.
(MTP1, Nov 2019, 4 Marks)

OR
The person conducting the audit should take care to ensure that financial statements would not mislead anybody. Explain
stating clearly the meaning of Auditing.(RTP, May 2020, NA) (MTP1, Nov 2021, 4 marks)

“An audit is independent examination of financial information of any entity, whether profit oriented or not, and irrespective
of its size or legal form, when such an examination is conducted with a view to expressing an opinion thereon.”

Analysis of the definition:
e Audit is an independent examination of financial information.

e Audit applies to various entities, including non-profits (e.g., NGOs, trusts), regardless of size or legal form (e.g., sole
proprietorships, partnerships, LLPs, private/public companies, societies, trusts).

e The purpose of the audit is to express an opinion on the financial statements.

The person conducting this task should take care to ensure that financial statements would not mislead anybody. This he
can do honestly by satisfying himself that:

1. the accounts have been drawn up with reference to entries in the books of account;
2. the entries in the books of account are adequately supported by sufficient and appropriate evidence;

3. none of the entries in the books of account has been omitted in the process of compilation and nothing which is
not in the books of account has found place in the statements;

4. theinformation conveyed by the statements is clear and unambiguous;

5. the financial statement amounts are properly classified, described and disclosed in conformity with accounting
standards; and

6. the statement of accounts presents a true and fair picture of the operational results and of the assets and
liabilities.

Objectives of Audit

Q2.

Lalji Bhai has purchased shares of a company listed on NSE. The audited financial statements of the company provide a
picture of healthy financial performance having robust turnover, low debt and good profits. On the above basis, he is
absolutely satisfied that money invested by him is safe and there is no chance of losing his money. Do audited results and
audit reports of companies provide such assurance to investors like Lalji Bhai? Is thinking of Lalji Bhai correct?

(ICAI Study Material- Test Your Understanding)

e An audit does not provide assurance to investors in shares regarding safety of his money. Share prices of securities
are affected by a range of factors.

e An audit only provides reasonable assurance that financial statements are free from material misstatement
whether due to fraud or error.

Conclusion: Lalji Bhai is not correct.

Q3.

CA N is the auditor of SR Ltd. The auditor expressed his opinion on the financial statements without ascertaining as to
whether the financial statements as a whole were free from material misstatements or not. In your opinion, whether CA N
has complied with objectives of audit considering the applicability of relevant SA? (SA, May 2022, 3 marks)

OR
CA Jatin is the auditor of JP Ltd. The auditor expressed his opinion on the financial statements without ascertaining as to
whether the financial statements as a whole were free from material misstatements. Explain w.r.t SA 200.
(MTP2, May 2023, 3 marks)
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OR
Explain the overall objective of the auditor as contained in SA 200. (RTP, May 2019, NA) (RTP, May 2020, NA)
OR

Mr. Z, auditor of the Company, Different and Capable Limited for the financial year 2023-24, explained to audit team
members about the objectives of the Independent Auditor in accordance with the relevant Standard on Auditing. Explain
those objectives (RTP, Nov 2023, NA)

Overall Objectives of the Independent Auditor:
As per SA 200 “Overall Objectives of the Independent Auditor”, in conducting an audit of financial statements, the overall
objectives of the auditor are:

e To obtain reasonable assurance about whether the financial statements as a whole are free from material
misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion on whether the
financial statements are prepared, in all material respects, in accordance with an applicable financial reporting
framework; and

e To report on the financial statements, and communicate as required by the SAs, in accordance with the auditor’s
findings.

In the given case, the auditor expressed his opinion on the financial statements of the company without obtaining
reasonable assurance about whether the financial statements as a whole are free from material misstatement or not.
Therefore, it can be concluded that the auditor did not comply with the objective of audit as stated in SA 200

Q4.

The auditor of PQR LTD. is unable to obtain sufficient appropriate audit evidence and also the auditor thinks that the possible
effects of undetected misstatements on the financial statements would be both material and pervasive. The auditor
perceives the situation involving multiple uncertainties there by the auditor concludes that it is not possible to form an
opinion on the financial statements due to the potential interaction of the uncertainties and their possible cumulative effect
on the financial statements. Advise and explain the type of opinion the auditor would issue in the given circumstances. You
are also required to explain the meaning of pervasive in this regard. (MTP2, May 2018, 5 marks)

The auditor shall disclaim an opinion when the auditor is unable to obtain sufficient appropriate audit evidence on which to
base the opinion, and the auditor concludes that the possible effects on the financial statements of undetected
misstatements, if any, could be both material and pervasive.

The auditor shall disclaim an opinion when, in extremely rare circumstances involving multiple uncertainties, the auditor
concludes that, notwithstanding having obtained sufficient appropriate audit evidence regarding each of the individual
uncertainties, it is not possible to form an opinion on the financial statements due to the potential interaction of the
uncertainties and their possible cumulative effect on the financial statements.

Meaning of Pervasive — A term used, in the context of misstatements, to describe the effects on the financial statements of
misstatements or the possible effects on the financial statements of misstatements, if any, that are undetected due to an
inability to obtain sufficient appropriate audit evidence.

Pervasive effects on the financial statements are those that, in the auditor’s judgment:
i) Are not confined to specific elements, accounts or items of the financial statements

ii) Even if it is confined to a specific element the effect can be considered as pervasive if it represent a substantial
proportion of financial statements

iii) In relation to disclosures, are fundamental to users' understanding of the financial statements.

Test Checking and Judgment

Qs.

"Professional judgment is essential to the proper conduct of an audit." Discuss.
(MTP1, Nov 2020, 3 Marks) (SA, Nov 2018, 5 Marks)

Meaning of Professional Judgment : The application of relevant training, knowledge and experience, within the context
provided by auditing, accounting and ethical standards, in making informed decisions about the courses of action that are

appropriate in the circumstances of the audit engagement.

Relevant SA : SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
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Standards on Auditing”

The auditor shall exercise professional judgment in planning and performing an audit of financial statements.

Professional judgment is essential to the proper conduct of an audit. This is because interpretation of relevant ethical
requirements and the SAs and the informed decisions required throughout the audit cannot be made without the application
of relevant knowledge and experience to the facts and circumstances. Professional judgment is necessary in particular
regarding decisions about:

Materiality and audit risk.

The nature, timing, and extent of audit procedures used to meet the requirements of the SAs and gather audit
evidence.

Evaluating whether sufficient appropriate audit evidence has been obtained, and whether more needs to be done to
achieve the objectives of the SAs and thereby, the overall objectives of the auditor.

The evaluation of management’s judgments in applying the entity’s applicable financial reporting framework.

The drawing of conclusions based on the audit evidence obtained, for example, assessing the reasonableness of
the estimates made by management in preparing the financial statements.

Assertions
Q6. Name the assertions for the following audit procedures:
i) Year end inventory verification.
ii) Depreciation has been properly charged on all assets.
iii) The title deeds of the lands disclosed in the Balance Sheet are held in the name of the company.
iv) All liabilities are properly recorded in the financial statements.
V) Related party transactions are shown properly.

i)
i)
ii)

iv)

(SA, May 2018, 5 Marks) (MTP2, May 2021, 5 Marks) (RTP, Nov 2022, NA)

OR

Name the assertions for the following audit procedures:

Year end inventory verification.

Depreciation has been properly charged on all assets.

The title deeds of the lands disclosed in the Balance Sheet are held in the name of the company.
All liabilities are properly recorded in the financial statements

(MTP2, Nov 2023, 4 marks)

i)
if)

i)

Existence Assertion i.e. Inventory recognized in the balance sheet actually existed as at the period end.

Valuation Assertion i.e. all the assets have been valued appropriately and as per generally accepted accounting
policies and practices. This assertion checks whether the depreciation expense has been correctly calculated and
allocated among the assets over their useful lives. It ensures that the assets are not over or under-valued in the
financial statements as a result of incorrect depreciation charges.

Rights & Obligations Assertion i.e. the entity has valid legal ownership rights over the land claimed to be held by the
entity and recorded in the financial statements

Completeness assertion i.e. all the liabilities that were supposed to be recorded have been recognized in the
financial statements.

Presentation & Disclosure i.e. whether related party transactions have been disclosed appropriately as per the
requirements of AS 18 — Related Party Disclosures.

NOTE: In ICAI suggested answers, only the assertion name is mentioned. However, the assertion can be explained briefly.
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Q7. State assertions that are implied in the extract of financial statement given below:
5
Plant & Machinery (at Cost) 4,00,000
Less Depreciation
Up to Previous year 1,40,000
For the year 26,000 1.66.000
2,34,000
i) Indicate assertions in respect of transactions and events for the period relating to PPE.
ii) State specific assertions relating to the above extract of financial statements.
(MTP2, May 2019, 6 Marks) (MTP1, May 2021, 6 Marks) (MTP1, Nov 2023, 6 Marks)
i) Assertions about transactions and events for the period relating to fixed assets :
e Occurrence—transactions and events relating to fixed assets have been recorded, have occurred and
pertain to the entity.
e Completeness—all transactions and events relating to fixed assets that should have been recorded have
been recorded.
e Accuracy—amounts and other data relating to recorded transactions and events have been recorded
appropriately.
e Cut-off—transactions and events have been recorded in the correct accounting period.
e Classification—transactions and events have been recorded in the proper accounts.
ii) Specific assertions are as follows:
e Rights and Obligation assertion:
o the firm owns the plant and machinery;
o the asset is being utilised in the business of the company productively;
e Completeness : the historical cost of plant and machinery is ¥ 4 lacs;
e Valuation assertion:
o total charge of depreciation on this asset is ¥ 1,66,000 to date on which ¥ 26,000 relates to the
year in respect of which the accounts are drawn up; and
o the amount of depreciation has been calculated on recognised basis and the calculation is
correct
e Existence assertion: the plant and machinery physically exists;
NOTE: ICAI has not mentioned the assertion names in the suggested answers of (ii) part
Q8. What are the obvious assertions in the following items appearing in the Financial Statements?

i) Statement of Profit and Loss
Travelling Expenditure ¥ 50,000
ii) Balance Sheet
Trade receivable ¥ 2,00,000
(MTP1, Nov 2019, 3 Marks)

i) Travelling Expenditure ¥ 50,000
e  Occurrence: Expenditure has been actually incurred for the purpose of travelling.
e Completeness: Total amount of expenditure incurred is ¥ 50,000 during the year.
e  Cut-off: Travelling has been undertaken during the year under consideration.
e Classification: It has been treated as revenue expenditure and charged to Statement of Profit and Loss.

NOTE : ICAI has not written anything about Accuracy Assertion

ii) Trade receivable ¥ 2,00,000
e Completeness:
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o These have been recorded properly, they actually exist and occurred during the year.
o These include all sales transactions that occurred during the year.
e Rights and Obligations : These constitute assets of the entity.

e Valuation: These have been shown at proper value, i.e. after showing the deduction on account of
provision for bad and doubtful debts.

Q9.

Name the assertion that the auditor will check by performing the following audit procedures.

a) Employees benefit expense in respect of all personnel have been fully accounted for.

b) Discounts on sales has been properly adjusted/ accounted for.

¢) Employee benefit expense recorded during the period relates to the current accounting period only
(MTP1, May 2023, 3 marks)

a) Completeness - all transactions and events that should have been recorded have been recorded)

b) Measurement - Transactions have been recorded accurately at their appropriate amounts in the financial
statements. There have been no errors while preparing documents or in posting transactions to ledger. The figures
and explanations are not misstated

c) Cut Off - transactions and events have been recorded in the correct accounting period)

NOTE: In ICAI suggested answers, only the assertion name is mentioned. However, the assertion can be explained briefly.

Scope

of Audit

Q10.

Good deeds Limited is engaged in business of recycling of wastes from dumping grounds of municipal corporation of Indore
to usable manure. It is, in this way, also, helping to make the city clean. During course of audit by Zoha & Zoha, a firm of
auditors, it is observed by auditors that company has received a notice from Central Bench of National Green Tribunal for not
following certain environmental regulations involving imposition of hefty monetary penalty on the company. The company is
yet to reply to the notice. The auditors point out that same is not stated in notes to accounts in financial statements. The
company points out that auditors are going beyond scope of their work. Does such a matter fall within scope of audit?

(ICAI Study Material- Test Your Understanding)

Scope of Audit
The following points are included in scope of audit of financial statements: -

1. Coverage of all aspects of entity : Audit of FSs should be organized adequately to cover all aspects of the entity
relevant to the FSs being audited.

2. Reliability and sufficiency of financial information : The auditor should be reasonably satisfied that information
contained in underlying accounting records and other source data (like bills, vouchers, documents etc.) is reliable
and provide sufficient basis for preparation of financial statements.

3. Proper disclosure of financial information: The auditor must ensure FSs adequately disclose relevant information
and comply with statutory requirements, verifying that they accurately summarize recorded transactions and
considering management's judgments in their preparation.

Conclusion: Proper disclosure of financial information is well within scope of audit.

Q11.

A huge fire broke out in NOIDA plant of KT Limited. Plant assets comprising building, machinery and inventories were insured
from branch of a public sector insurance company. Apart from an insurance surveyor who was deputed for assessing loss,
the regional office of insurance PSU also appointed a CA for verification of books of accounts/ financial records of the
company and circumstances surrounding the loss. He was also requested to submit an early report. Would the report by CA
in nature of audit report? (ICAI Study Material- Test Your Understanding)

e An audit is independent examination of financial information of any entity, whether profit oriented or not, and
irrespective of its size or legal form, when such an examination is conducted with a view to expressing an opinion
thereon

e An audit is not an official investigation into alleged wrongdoing.

e Inthe given case, appointment of CA for verification of books of accounts/financial records and circumstances
surrounding the loss is for a specific objective to determine genuineness of loss and any issue affecting liability of
insurance company.

Conclusion: Services rendered by CA are in the nature of investigation and therefore his report will not be in the nature of
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audit report.

Q12. | “Choosing of appropriate accounting policies in relation to accounting issues is responsibility of management”. Do you
agree? Discuss duty of auditor, if any, in relation to accounting policies. (ICAI Study Material - Test Your Knowledge)

e Choosing appropriate accounting policies is the responsibility of management. The role of auditor lies in evaluating
selection and consistent application of accounting policies by management

e The auditor evaluates management's judgments in FS preparation, including the selection and consistent
application of accounting policies, such as depreciation methods for fixed assets and inventory valuation, ensuring
proper choice and period-to-period consistency.

Q13. | An audit is distinct from investigation. However, it is quite possible that sometimes investigation results from the prima facie
findings of the auditor. Discuss. (RTP, May 2023, NA)

e Auditis distinct from investigation. Investigation is a critical examination of the accounts with a special purpose.
For example, if fraud is suspected and it is specifically called upon to check the accounts whether fraud really
exists, it takes character of investigation.

e The objective of audit is to obtain reasonable assurance about whether the financial statements as a whole are free
from material misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion.

e Therefore, audit is never started with a preconceived notion about state of affairs; about wrong-doing; about some
wrong having been committed. The auditor seeks to report what he finds in the normal course of examination of
accounts.

e However, it is quite possible that sometimes investigation results from the prima facie findings of the auditor. It
may happen that the auditor has given some findings of serious concern. Such findings may prompt for calling an
investigation

Benefits of Audit
Q14. | RAG is proprietorship firm engaged in the manufacturing of textile and handloom products. It sells its finished products both

in the domestic as well as in the international market. The company is making total turnover of Rs. 30 crores. It has also
availed cash credit limit of Rs. 5 crores from Canara Bank. In the year 2023-24, proprietor of the firm is worried about the
financial position of the company and is under the impression that since he is out of India, therefore firm might run into
losses. He approaches a CA about advantages of getting his accounts audited throughout the year so that he may not suffer
due to accounting weaknesses. Advise regarding advantages of getting accounts audited.

(MTP1, May 2018, 5 Marks) (MTP2, Nov 2018, 5 Marks)
OR

The chief utility of audit lies in reliable financial statements on the basis of which the state of affairs may be easy to
understand. Apart from this obvious utility, there are other advantages of audit. Some or all of these are of considerable
value even to those enterprises and organisations where audit is not compulsory. Explain. (RTP, Nov 2018, NA)

Advantages of audit of Financial statements:

e Audited accounts provide high quality information. It gives confidence to users that information on which they are
relying is qualitative and it is the outcome of an exercise carried out by following Auditing Standards recognized
globally.

e In case of companies, shareholders may or may not be involved in daily affairs of the company. The FSs are
prepared by management consisting of directors. As shareholders are owners of the company, they need an
independent mechanism so that financial information is qualitative and reliable. Hence, their interest is
safeguarded by an audit.

e An audit acts as a moral check on employees from committing frauds for the fear of being discovered by audit.

e Audited FSs are helpful to government authorities for determining tax liabilities.

e Audited FSs can be relied upon by lenders, bankers for making their credit decisions i.e. whether to lend or not to
lend to a particular entity.

e An audit may also detect fraud or error or both.

e An audit reviews the existence and operations of various controls operating in any entity. Hence, it is useful at
pointing out deficiencies.
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Inherent Limitations of Audit

Q15.

Zeeba Products is a partnership firm engaged in trading of designer dresses. The firm has appointed JJ & Co, Chartered
accountants to audit their accounts for a year. The auditors were satisfied with control systems of firm, carried out required
procedures and necessary verifications. In particular, they carried out sample checking of purchases, traced purchase bills to
GST portal and also made confirmations from suppliers. They were satisfied with audit evidence obtained by them as part of
audit exercise. An audit report was submitted to the firm giving an opinion that financial statements reflected true and fair
view of state of affairs of the firm. However, later on, it was discovered that purchase manager responsible for procuring
dresses from one location was also booking fake purchases of small values by colluding with unethical dealers. Payments to
these dealers were also made in connivance with accountant through banking channel.

The partners of firm blame auditors for futile audit exercise. Are partners of firm correct in their view point? Imagine any
probable reason for such a situation. (ICAI Study Material- Test Your Understanding)

e The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain absolute
assurance that the financial statements are free from material misstatement due to fraud or error. This is because
there are inherent limitations of an audit.

e Circumstances given in the question is an example of failure of internal controls of the firm. The internal control
has not operated due to collusion between employees which is a limitation of internal control itself. The auditor has
relied upon internal controls. It is very nature of financial reporting that management is responsible for devising
suitable internal controls.

Conclusion: The view of the partners is not correct. This is an inherent limitation of audit.

Q6.

An audit does not provide absolute assurance. Discuss how nature of audit procedures itself is one of the reasons due to
which audit cannot provide absolute assurance. (ICAl Study Material - Test Your Knowledge) (MTP2, Nov 2023, 3 marks)

OR
There are practical and legal limitations on the auditor’s ability to obtain audit evidence. Explain with examples.
(RTP, May 2020, NA) (MTP1, Nov 2020, 3 Marks) (RTP, Nov 2021, NA) (RTP, Nov 2023, NA)

The Nature of Audit Procedures

e An auditor does not test all transactions and balances. He forms his opinion only by testing samples. It is an
example of practical limitation on auditor's ability to obtain audit evidence.

e Management may not provide complete information as requested by auditor. There is no way by which auditor can
force management to provide complete information as may be requested by auditor. In case he is not provided with
required information, he can only report. It is an example of legal limitation on auditor’s ability to obtain audit
evidence.

e The management may consist of dishonest and unscrupulous people and may be, itself, involved in fraud. It may be
engaged in concealing fraud by designing sophisticated and carefully organized schemes which may be hard to
detect by the auditor. It may produce fabricated documents before auditor to lead him to believe that audit evidence
is valid. However, in reality, such documents could be fake or non-genuine.

e Itis quite possible that the entity may have entered into some transactions with related parties. Such transactions
may be only paper transactions and may not have actually occurred. The auditor may not be aware of such related
party relationships or audit procedures may not be able to detect probable wrong doings in such transactions.

Q17.

The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain absolute assurance that the
financial statements are free from material misstatement due to fraud or error. This is because there are inherent limitations
of an audit. Explain. (RTP, Nov 2018, NA)

The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain absolute assurance that
the financial statements are free from material misstatement due to fraud or error. This is because there are inherent
limitations of an audit. The inherent limitations of an audit arise from:

1. The Nature of Financial Reporting: Preparation of financial statements involves making many judgments by
management. These judgments may involve subjective decisions or a degree of uncertainty. Therefore, auditor
may not be able to obtain absolute assurance that financial statements are free from material misstatements due
to frauds or errors

2. The Nature of Audit Procedures: There are practical and legal limitations on the auditor’s ability to obtain audit
evidence. For example,
e an auditor does not test all transactions and balances. He forms his opinion only by testing samples. It is
an example of a practical limitation on an auditor's ability to obtain audit evidence.
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e Management may not provide complete information as requested by auditor. There is no way by which
auditor can force management to provide complete information as may be requested. In case he is not
provided with required information, he can only report. It is an example of legal limitation on auditor’s
ability to obtain audit evidence.

Not in nature of investigation: An audit is not an official investigation. Hence, auditor cannot obtain absolute
assurance that financial statements are free from material misstatements due to frauds or errors

Timeliness of Financial Reporting and the Balance between Benefit and Cost: The relevance of information
decreases over time and auditor cannot verify each and every matter. Therefore, a balance has to be struck
between reliability of information and cost of obtaining it.

Future events: Future events or conditions may affect an entity adversely. Adverse events may seriously affect an
entity's ability to continue its business. The business may cease to exist in future due to change in market
conditions, emergence of new business models or products or due to onset of some adverse events.

Q18.

There are practical and legal limitations on the auditor’s ability to obtain audit evidence. Explain giving examples. Also
explain the difference between audit and investigation. (RTP, Nov 2022, NA)

The Nature of Audit Procedures: There are practical and legal limitations on the auditor’s ability to obtain audit evidence. For

example,

An auditor does not test all transactions and balances. He forms his opinion only by testing samples. It is an
example of practical limitation on auditor’s ability to obtain audit evidence.

Management may not provide complete information as requested by auditor. There is no way by which auditor can
force management to provide complete information as may be requested by auditor. In case he is not provided with
required information, he can only report. It is an example of legal limitation on auditor’s ability to obtain audit
evidence.

The management may consist of dishonest and unscrupulous people and may be, itself, involved in fraud. It may be
engaged in concealing fraud by designing sophisticated and carefully organized schemes which may be hard to
detect by the auditor. It may produce fabricated documents before auditor to lead him to believe that audit evidence
is valid. However, in reality, such documents could be fake or non-genuine.

It is quite possible that the entity may have entered into some transactions with related parties. Such transactions
may be only paper transactions and may not have actually occurred. The auditor may not be aware of such related
party relationships or audit procedures may not be able to detect probable wrong doings in such transactions.

Difference between audit and investigation

An audit is not an official investigation into alleged wrongdoing. He does not have any specific legal powers of
search or recording statements of witness on oath which may be necessary for carrying out an official
investigation.

Investigation is a critical examination of the accounts with a special purpose. For example, if fraud is suspected
and it is specifically called upon to check the accounts whether fraud really exists, it takes character of
investigation.

The objective of audit is to obtain reasonable assurance about whether the financial statements as a whole are free
from material misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion.

The scope of audit is general and broad whereas scope of investigation is specific and narrow

Interdisciplinary Nature of Auditing relationship with Diverse Subjects

Q19.

Both accounting and auditing are closely related with each other. Explain (RTP, Nov 2020, NA)

Both accounting and auditing are closely related with each other as auditing reviews the financial statements which
are nothing but a result of the overall accounting process.

Auditing begins when accounting ends.

It requires that the auditor must have a thorough and sound knowledge of generally accepted principles of
accounting before he can review the financial statements.
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Assurance Engagement

Q20. | The management of Exotic Tours and Travels Limited requests its auditor Raja & Co.to provide an assurance report on the
financial information for first quarter of a year by skipping required detailed procedures. Can Raja & Co. provide such a
report? What would be nature of such a report? Would it be necessary for them to obtain sufficient appropriate evidence in
such a case? (ICAI Study Material- Test Your Understanding)
In the given case, Raja & Co. can provide a review report. Review is a limited assurance engagement and it provides
assurance which is lower than that provided by audit. It is due to the fact that review involves fewer procedures as compared
to audit.
Therefore, Raja & Co can provide a report as requested by the management of the company. Such a report would be in the
nature of “review”.
Raja & Co is required to obtain sufficient appropriate evidence based on limited procedures performed.

Q21. | Assurance engagements are not restricted to audit of financial statements alone. Discuss.
(ICAI Study Material - Test Your Knowledge)

e “Assurance engagement” means an engagement in which a practitioner expresses a conclusion designed to
enhance the degree of confidence of the intended users other than the responsible party about the outcome of the
evaluation or measurement of a subject matter against criteria.

e Scope of Assurance engagements is not restricted to audit of financial statements only, it also extends to
examination of prospective financial information and examination of internal controls.

e Example of assurance engagement

o  Audit of financial statements - Reasonable assurance engagement

o Review of financial statements - Limited assurance engagement

o Examination of Prospective financial information - Provides assurance regarding reasonability of
assumptions forming basis of projections and related matters

o Report on controls operating at an organization - Provides assurance regarding design and operation of
controls

Q22. | An assurance engagement involves a three party relationship. Discuss meaning of three parties in such an engagement
(ICAI Study Material - Test Your Knowledge)

A three party relationship involving a practitioner, a responsible party, and intended users

e Practitioner: A practitioner is a person who provides assurance. The term practitioner is broader than auditor. Audit
is related to historical information whereas practitioner may provide assurance not necessarily related to historical
financial information.

e Responsible party: A responsible party is the party responsible for preparation of subject matter.

e Intended users: Intended users are the persons for whom an assurance report is prepared. These persons may use
the report in making decisions.

Q23. | A Chartered Accountant is specifically asked to check accounts whether fraud exists. State with reasons whether it is an

example of reasonable assurance engagement. (ICAI Study Material - Test Your Knowledge)

e “Assurance engagement” means an engagement in which a practitioner expresses a conclusion designed to
enhance the degree of confidence of the intended users other than the responsible party about the outcome of the
evaluation or measurement of a subject matter against criteria.

e Reasonable assurance is a high level of assurance but it is not absolute assurance
e Inthe given case, a Chartered Accountant is specifically asked to check accounts whether fraud exists.
e Itis not a reasonable assurance engagement. It is in the nature of investigation.

Qualities of Auditor

Q24.

Explain qualities of an Auditor. (RTP, May 2019, NA) (MTP1, May 2021, 4 Marks) (MTP1, Nov 2021, 4 Marks)
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Qualities of an Auditor:

e Tact, caution, firmness, good temper, integrity, discretion, industry, judgment, patience, clear headedness and
reliability are some of qualities which an auditor should have. In short, all those personal qualities that go to make a
good businessman contribute to the making of a good auditor.

e He must have the highest degree of integrity backed by adequate independence.

e The auditor, who holds a position of trust, must have the basic human qualities apart from the technical
requirement of professional training and education.

o Knowledge of an expert. He is called upon constantly to critically review FSs and it is obviously useless for him to
attempt that task unless his own knowledge is that of an expert.

e An exhaustive knowledge of accounting in all its branches is the sine qua non of the practice of auditing. He must
know thoroughly all accounting principles and techniques.

Quality Control and Engagement Standards

Q25. | CA. P Babuis conducting an audit of financial statements of Quick Buy Private Limited. He was not able to obtain external
confirmations from certain debtors due to practical difficulties and peculiar circumstances. However, such a procedure is
mandated under one of Standards on Auditing. Unable to obtain external confirmations from these debtors, he relied upon
sale details to these parties, e-invoices, e-way bills and also traced payments from these parties in bank accounts of the
company. He was reasonably satisfied with audit evidence obtained. Is there any other reporting duty cast upon him relating
to not following a mandated procedure in one of Standards on Auditing? (ICAI Study Material- Test Your Understanding)

e Itisthe duty of professional accountants to see that Standards are followed in engagements undertaken by them.
Ordinarily, these are to be followed by professional accountants.

e However, a situation may arise when a specific procedure as required in Standards would be ineffective in a
particular engagement. In such a case, professional accountant is required to

o Document how alternative procedures performed achieve the purpose of the required procedure.
o Reason for departure has to be documented
o Report should draw attention to such departures

Conclusion: Hence, CA. P Babu is required to follow the above procedure.

Q26. | Standards on Auditing (SAs) apply in “audit of historical financial information” whereas Standards on Review Engagements
(SREs) apply in “review of historical financial information.” Explain in detail giving examples. (RTP, May 2022, NA)

Standards on auditing apply in “audit” of historical financial information which is a reasonable assurance engagement
whereas Standards on Review Engagements apply in “review” of historical financial information which is a limited assurance
engagement only.

“Historical financial information” means information expressed in financial terms in relation to a particular entity, derived
primarily from that entity’s accounting system, about economic events occurring in past time periods or about economic
conditions or circumstances at points in time in the past.

“Audit” and “Review” are two different terms. Audit is a reasonable assurance engagement, and its objective is reduction in
assurance engagement risk to an acceptably low level in the circumstances of the engagement. However, “review” is a
limited assurance engagement, and its objective is a reduction in assurance engagement risk to a level that is acceptable in
the circumstances of the engagement,

Standards on Auditing have been issued on wide spectrum of issues in the field of auditing including (but not limited to)
overall objectives of independent auditor, audit documentation, planning an audit of financial statements, identifying and
assessing risk of material misstatement, audit evidence, audit sampling, going concern and forming an opinion and
reporting on financial statements. Some examples of Standards on Auditing are :
e SA 200 Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with Standards on
Auditing
e  SA 230 Audit Documentation

e SA 315 Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and its
Environment

e SA 500 Audit Evidence
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e SA 700 Forming an Opinion and Reporting on Financial Statements

Examples of Standards on Review engagements are
e SRE 2400 (Revised) Engagements to Review Historical Financial Statements
e  SRE 2410 Review of Interim Financial Information Performed by the Independent Auditor of the Entity

Part ll: Correct/Incorrect Questions

Q1.

The basic objective of audit does not change with reference to nature, size or form of an entity.
(ICAI Study Material- Test Your Knowledge)

Correct. An audit is independent examination of financial information of any entity, whether profit oriented or not, and
irrespective of its size or legal form, when such an examination is conducted with a view to expressing an opinion thereon. It
is clear that the basic objective of auditing, i.e., expression of opinion on financial statements does not change with
reference to nature, size or form of an entity.

Q2.

The purpose of an audit is to enhance the degree of confidence of intended users in the financial statements.
(ICAI Study Material- Test Your Knowledge) (MTP1, May 2023, 2 marks)

Correct. As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”, the purpose of an audit is to enhance the degree of confidence of intended users in the financial
statements. This is achieved by the expression of an opinion by the auditor on whether the financial statements are
prepared, in all material respects, in accordance with an applicable financial reporting framework.

Q3.

The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain absolute assurance that the
financial statements are free from material misstatement due to fraud or error. (ICAI Study Material- Test Your Knowledge)

Correct. As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”, the auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain
absolute assurance that the financial statements are free from material misstatement due to fraud or error. This is because
there are inherent limitations of an audit, which result in most of the audit evidence on which the auditor draws conclusions
and bases the auditor’s opinion being persuasive rather than conclusive.

Q4.

Assertions refer to the representations by the auditor to consider the different types of the potential misstatements that may
occur. (ICAI Study Material- Test Your Knowledge) (MTP1, Nov 2020, 2 Marks) (SA, July 2021, 2 Marks) (RTP, May 2023,
NA) (MTP1, May 2023, 2 marks)

Incorrect. Assertions refer to representations by management that are embodied in the financial statements as used by the
auditor to consider the different types of the potential misstatements that may occur.

Qs.

Mr. S, one of the new team members of the auditor of Extremely Effective Limited was of the view that for the purpose of
conducting an audit, only knowledge of direct tax is required whereas no knowledge of indirect tax is required.

(Old ICAI Study Material)

Incorrect.The viewpoint of Mr. S is incorrect because for the purpose of conducting an audit, proper knowledge of both
direct tax as well as indirect tax is required.

Q6.

According to Mr. H, one of the team members of the auditor of Very Essential Limited was of the view that no relation exists
between accounting and auditing from the point of view of a company. (Old ICAI Study Material)

Incorrect. The viewpoint of Mr. H is incorrect because there exists a proper relation between accounting and auditing from
the point of view of a company. Audit is conducted for financial statements of a company and those financial statements are
prepared with the help of books of accounts of that company. In order to properly conduct an audit of a company, an auditor
is required to be aware of accounting principles and accounting policies of that company.

Q7.

The term “Engagement Standards” refer to Standards on Auditing only. (Old ICAI Study Material)
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Incorrect. Engagement Standards refer not only to Standards on auditing but also to Standards on review engagements,
Standards on assurance engagements and Standards on related services.

Q8.

The objective of audit is to obtain absolute assurance and to report on the financial statements. (RTP, May 2018, NA)

OR
As per SA 200 “Overall Objectives of the Auditor”, in conducting an audit of financial statements, the overall objectives of the
auditor is to obtain absolute assurance about whether the financial statements as a whole are free from material
misstatement due to fraud. (RTP, May 2023, NA)

Incorrect. As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”, in conducting an audit of financial statements, the overall objectives of the auditor are:

e To obtain reasonable assurance about whether the financial statements as a whole are free from material
misstatement; whether due to fraud or error, thereby enabling the auditor to express an opinion on whether the
financial statements are prepared, in all material respects, in accordance with an applicable financial reporting
framework; and

e To report on the financial statements, and communicate as required by the SAs, in accordance with the auditor’s
findings

Q9.

As explained in SA 200, absolute assurance is obtained when the auditor has obtained sufficient appropriate audit evidence
to reduce audit risk. (MTP2, May 2018, 2 Marks)

Incorrect. As explained in SA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance
with Standards on Auditing”, reasonable assurance is obtained when the auditor has obtained sufficient appropriate audit
evidence to reduce audit risk (i.e., the risk that the auditor expresses an inappropriate opinion when the financial statements
are materially misstated) to an acceptably low level. The sufficiency and appropriateness of audit evidence are interrelated.

Q10.

Misstatements in the financial statements can arise from fraud only.

(MTP1, May 2018, 2 Marks) (MTP1, Nov 2018, 2 Marks) (MTP2, Nov 2018, 2 Marks)
OR

Misstatement in the financial statement is always because of fraud

(SA, July 2021, 2 Marks)

Incorrect. Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor between
fraud and error is whether the underlying action that results in the misstatement of the financial statements is intentional or
unintentional. The ‘fraud’ deals with intentional misrepresentation but, ‘error’, on the other hand, refers to unintentional
mistakes in financial information.

Q11.

The preparation of financial statements does not involve judgment by management in applying the requirements of the
entity’s applicable financial reporting framework to the facts and circumstances of the entity.

(RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. The preparation of financial statements involves judgment by management in applying the requirements of the
entity’s applicable financial reporting framework to the facts and circumstances of the entity. In addition, many financial
statement items involve subjective decisions or assessments or a degree of uncertainty, and there may be a range of
acceptable interpretations or judgments that may be made.

Q12.

An audit is an official investigation into alleged wrongdoing. (RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. An audit is not an official investigation into alleged wrongdoing. Accordingly, the auditor is not given specific legal
powers, such as the power of search, which may be necessary for such an investigation.

Q13.

Management of the organization is solely responsible for the compliance of auditing standards while preparing financial
statements. (SA, Nov 2018, 2 Marks)

Incorrect. The management is responsible for the preparation of the financial statements in accordance with the applicable
financial reporting framework. Management is responsible for the compliance of accounting standards. The auditor is
responsible for the compliance of standards on auditing while auditing the financial statements of the entity.
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Q14.

The objective of audit is to obtain absolute assurance about whether the financial statements as a whole are free from
material misstatement. (MTP2, May 2019, 2 Marks)

OR
The auditor is expected to and can reduce audit risk to zero. (MTP1, May 2020, 2 Marks)

Incorrect. As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”,, the objective of audit is to obtain reasonable assurance about whether the financial statements as a
whole are free from material misstatement. In auditing, reasonable assurance can be given which is high level assurance but
not absolute assurance. The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain
absolute assurance that the financial statements are free from material misstatement due to fraud or error. This is because
there are inherent limitations of an audit.

Q15.

The Auditor is expected to reduce audit risk to zero and can therefore obtain absolute assurance that the financial
statements are free from material misstatement due to fraud or error. (SA, Jan 2021, 2 Marks) (MTP2, Nov 2022, 2 Marks)

OR
The auditor is expected to, and can, reduce audit risk to zero and can therefore obtain absolute assurance.
(MTP1, Nov 2021, 2 Marks)

Incorrect. As per SA 200 “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”, The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain
absolute assurance that the financial statements are free from material misstatement due to fraud or error. This is because
there are inherent limitations of an audit.

Q6.

There are inherent limitations of an audit, which result in most of the audit evidence on which the auditor draws conclusions
and bases the auditor's opinion being conclusive rather than persuasive. (MTP2, May 2021, 2 Marks)

Incorrect. As per SA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing”, the auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain

absolute assurance that the financial statements are free from material misstatement due to fraud or error.

This is because there are inherent limitations of an audit, which result in most of the audit evidence on which the auditor
draws conclusions and bases the auditor’s opinion being persuasive rather than conclusive.

Q17.

Audit procedures used to gather audit evidence may be effective for detecting an intentional misstatement.
(RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. Fraud may involve sophisticated and carefully organized schemes designed to conceal it. Therefore, audit
procedures used to gather audit evidence may be ineffective for detecting an intentional misstatement.The auditor is neither
trained as nor expected to be an expert in the authentication of documents.

Q18.

The preparation of financial statements involves judgment by management.
(MTP2, Nov 2021, 2 Marks) (MTP1, May 2022, 2 marks)

Correct.The preparation of financial statements involves judgment by management in applying the requirements of the
entity’s applicable financial reporting framework to the facts and circumstances of the entity. In addition, many financial
statement items involve subjective decisions or assessments or a degree of uncertainty, and there may be a range of
acceptable interpretations or judgments that may be made.

Q19.

Pervasive is a term used, in the context of misstatements, to describe the effects on the financial statements of
misstatements or the possible effects on the financial statements of misstatements, if any, that are detected by obtaining
sufficient appropriate audit evidence. (SA, May 2022, 2 Marks)

Incorrect. Pervasive is a term used, in the context of misstatements, to describe the effects on the financial statements of
misstatements or the possible effects on the financial statements of misstatements, if any, that are undetected due to an
inability to obtain sufficient appropriate audit evidence.

Q20.

There is no difference between “audit” and “review.” (RTP, Nov 2022, NA)

Incorrect. “Audit” and “Review” are two different terms. Audit is a reasonable assurance engagement, and its objective is
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reduction in assurance engagement risk to an acceptably low level in the circumstances of the engagement. However,
“review” is a limited assurance engagement, and its objective is a reduction in assurance engagement risk to a level that is
acceptable in the circumstances of the engagement

Q21.

For auditor’s opinion, reasonable assurance is an absolute level of assurance. (RTP, Nov 2022, NA) (RTP, Nov 2023, NA)

Incorrect. Reasonable assurance is a high level but not an absolute level of assurance, because there are inherent
limitations of an audit which result in most of the audit evidence on which the auditor draws conclusions and bases the
auditor’s opinion being persuasive rather than conclusive.

Q22.

Negative assertions, encountered in the financial statements, may be expressed or implied.
(RTP, Nov 2022, NA) (MTP2, Nov 2023, 2 marks)

Correct. Negative assertions are also encountered in the financial statements and the same may be expressed or implied.
For example, if it is stated that there is no contingent liability it would be an expressed negative assertion; on the other
hand, if in the balance sheet there is no item as “building”, it would be an implied negative assertion that the entity did not
own any building on the balance sheet date.

Q23.

Misstatements in the financial statements can arise from either fraud or error. (MTP1, Nov 2022, 2 Marks)

Correct. Misstatements in the financial statements can arise from either fraud or error. The distinguishing factor between
fraud and error is whether the underlying action that results in the misstatement of the financial statements is intentional or
unintentional. Hence misstatement can arise from error or fraud.

Q24.

Historical financial information relates to financial information based on assumptions about occurrence of future events and
possible actions by an entity. (SA, Nov 2022, 2 marks) (MTP2, Nov 2023, 2 marks)

Incorrect. Historical financial information relates to information expressed in financial terms of an entity about economic
events, conditions or circumstances occurring in past periods. Whereas financial information based on assumptions about
occurrence of future events and possible actions by an entity relates to prospective financial information.

Part Ill: Multiple Choice Questions

Q1. Which of the following is not an advantage of audit?
(a) It provides high quality financial information.
(b) It acts as a moral check on employees.
(c) It enhances risk of management bias.
(d) It helps in safeguarding interests of shareholders.
(ICAI Study Material - Test Your Knowledge)
Correct answer: (c) It enhances risk of management bias
Explanation: Advantages of Audit are- provides high quality financial information, acts as a moral check on employees, helps
in safeguarding interests of shareholders, helpful to government authorities, relied upon by lenders, detect fraud or error, and
reviews existence and operations of various controls. “It enhances risk of management bias” is not an advantage of audit.
Q2. Which of the following is NOT TRUE about an assurance engagement?

(a) It relates to providing assurance about historical financial information only.
(b) The practitioner obtains sufficient appropriate evidence.

(c) There is some information to be examined by practitioner.

(d) A written assurance report in appropriate form is issued by practitioner.
(ICAI Study Material - Test Your Knowledge)

Correct answer: (a) It relates to providing assurance about historical financial information only.

Explanation: Assurance can also be related to matters other than historical financial information. Such an assurance may
relate to prospective financial information. It may relate to providing assurance on internal controls in an entity. Hence,
statement 1 is incorrect.
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Q3. Which of the following is TRUE about Engagement Standards?
(a) Engagement standards ensure proper rights to practitioners in course of performance of their duties.
(b) Engagement standards ensure preparation and presentation of financial statements in a standardized manner.
(c) Engagement standards ensure uniformity by practitioners in course of performance of their duties.
(d) Engagement standards ensure savings in resources of clients
(ICAI Study Material - Test Your Knowledge)
Correct answer: (c) Engagement standards ensure uniformity by practitioners in course of performance of their duties
Explanation: Standards are needed for carrying out audits against established benchmarks, for improving quality of financial
reporting, for promoting uniformity, for equipping professional accountants with professional knowledge & skill and for
ensuring audit quality.
Q4. Consider following statements in relation to “Limited assurance engagement”:-
Statement | - It involves obtaining sufficient appropriate evidence to draw reasonable conclusions.
Statement Il - Review of interim financial information of a company is an example of limited assurance engagement.
(a) Statement | is correct. Statement Il is incorrect.
(b) Both Statements | and Il are correct.
(c) Both Statements | and Il are incorrect.
(d) Statement | is incorrect. Statement Il is correct.
(ICAI Study Material - Test Your Knowledge)
Correct answer: (d) Statement | is incorrect. Statement Il is correct
Explanation: In reasonable assurance engagements, the practitioner obtains sufficient appropriate evidence to be able to
draw reasonable conclusions. Whereas, in Limited assurance engagements, the practitioner obtains sufficient appropriate
evidence to be able to draw limited conclusions. Therefore, statement 1 is incorrect. Example of SRE is SRE 2410 Review of
Interim Financial Information Performed by the Independent Auditor of the Entity
Q5. Which of the following is TRUE about Standards on auditing?
(a) These deal mainly with voluntary responsibilities of auditors.
(b) These deal mainly with mandatory responsibilities of auditors.
(c) Their sole purpose is to help government authorities in augmenting revenues.
(d) These deal mainly in carrying out audit according to legal provisions
(ICAI Study Material - Test Your Knowledge)
Correct answer: (b) These deal mainly with mandatory responsibilities of auditors.
Explanation: Engagement Standards issued under the authority of Council of ICAI deal with responsibilities of
auditor/practitioner.
Q6. As explained in SA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with

Standards on Auditing”, is obtained when the auditor has obtained sufficient appropriate audit evidence to reduce
audit risk (i.e., the risk that the auditor expresses an inappropriate opinion when the financial statements are materially
misstated) to an acceptably low level.

(a) absolute assurance

(b) limited assurance

(c) reasonable assurance

(d) reasonable or absolute assurance
(Sample MCQs) (ICAI MCQs)

Correct answer: (c) reasonable assurance
Explanation:

e Absolute assurance means that there is absolutely no misstatement in the financial statement and thus financial
statements are absolutely reliable and relevant for the user of financial statements.

e On the other hand, reasonable assurance is also a high level of assurance but it means that auditor has conducted
the audit in a way that he is reasonably sure (to the best possible extent) that financial statements are free from
material misstatement but there might be some misstatements that go undetected due to inherent limitations of an
audit.
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Q7.

Which of the following is not an assertion about presentation and disclosure?
(a) Occurrence and rights and obligations

(b) Completeness

(c) Classification and understandability

(d) Existence

(Sample MCQs)

Correct answer: (d) Existence
Explanation:
e Existence is not an assertion about presentation and disclosure. It is an assertion for account balance.

e Assertions about presentation and disclosure: Occurrence and rights and obligations, Completeness, Classification
and understandability, Accuracy and valuation

Qs.

Which of the following Assertion is not related to assertion about presentation and disclosure:
(a) Occurrence and rights and obligations

(b) Completeness

(c) Classification and understandability

(d) Valuation and allocation

(Sample MCQs)

Correct answer: (d) Valuation and allocation
Explanation:

e Valuation and allocation is not related to assertion about presentation and disclosure. It is an assertion for account
balance.

e Assertions about presentation and disclosure: Occurrence and rights and obligations, Completeness, Classification
and understandability, Accuracy and valuation

Qo.

As per SA-200 “Overall Objectives of the Independent Auditor”, in conducting an audit of financial statements, the overall
objectives of the auditor are:

(a) To obtain reasonable assurance

(b) To report on the financial statements
(c) Both (a)and (b) above

(d) to obtain absolute assurance.

(ICAI MCQs)

Correct answer: (c) Both (a) and (b) above

Explanation: The objective of the auditor as per SA 200 is to obtain reasonable assurance about whether FS as a whole are
free from material misstatement, whether due to fraud or error and to report on FS and communicate as required by SAs.

Q10.

An employee of Fruits and Vegetables Limited was of the opinion that auditor of a company is required to express an
opinion. On which one of the following the auditor of a company is required to express an opinion:

(a) Only Balance Sheet of the Company.

(b) Financial Statements of the Company.

(c) Only Profit and Loss Account of the Company.
(d) Only Cash Flow Statement of the Company.
(ICAI MCQs)

Correct answer: (b) Financial Statements of the Company.

Explanation: The auditor is required to express an opinion on the Financial Statements. Financial statements include
Balance Sheet, Profit and Loss Account and Cash Flow Statement.

Q11.

The auditor of Delicious Sweets Limited was of the opinion that the objective of audit of financial statements of a company
is to provide reasonable assurance that financial statements of that company are free from misstatements. Which type of
misstatements are mentioned by auditor of Delicious Sweets Limited:

(a) Simple
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(b) Material
(c) Easy

(d) Competent
(ICAI MCQs)

Correct answer: (b) Material

Explanation: The objective of audit is to obtain reasonable assurance about whether the financial statements as a whole are
free from material misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion.

Q12. along with other disciplines such as accounting and law, equips you with all the knowledge that is required to
enter into auditing as a profession.
(a) Auditing
(b) Taxation
(c) Finance
(d) Law
(ICAI MCQs)
Correct answer: (a) Auditing
Q13. | No business or institution can effectively carry on its activities without the help of proper
(a) Audit
(b) Record and accounts
(c) neither (a) nor (b)
(d) both (a) and (b)
(ICAI MCQs)
Correct answer: (b) Record and accounts
Q14. | Which of the following is the responsibility of the auditor:
(a) Preparation and presentation of the financial statements in accordance with applicable financial reporting
(b) Design, implementation and maintenance of internal controls
(c) Express an opinion on the Financial Statements
(d) To obtain limited assurance
(ICAI MCQs) (MTP2, May 2022, 1 mark)
Correct answer: (c) Express an opinion on the Financial Statements
Explanation:

e The responsibility of the auditor is to obtain reasonable assurance about whether the FSs as a whole are free from
material misstatement, whether due to fraud or error, thereby enabling the auditor to express an opinion on whether
the FSs are prepared, in all material respects, in accordance with AFRF;

e Management is responsible for design, implementation and maintenance of IC and preparation and presentation of
the FS as per AFRF.

Q15. refers to a difference between the amount, classification, presentation, or disclosure of a reported financial

statement item and the amount, classification, presentation, or disclosure that is required for the item to be in accordance
with the applicable financial reporting framework.

(a) Misstatement

(b) Error

(c) Fraud

(d) Any of the above

(Sample MCQs) (ICAI MCQs) (MTP2, May 2019, 1 Mark) (MTP1, Nov 2019, 1 Mark)

Correct answer: (a) Misstatement
Explanation:
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e Misstatement refers to a difference between the amount, classification, presentation, or disclosure of a reported
financial statement item and the amount, classification, presentation, or disclosure that is required for the item to
be in accordance with the applicable financial reporting framework. Misstatements in the financial statements can
arise from either fraud or error.

e  Fraud can be committed by anyone such as management, TCWG, employees and third parties. Such an act has
been committed using unfair means and is an intentional activity (deliberate action) to gain personal benefit directly
or indirectly illegally. While errors are acts of unintentional mistakes or negligence which can be detected easily.

Q16. | One of your junior audit team members is confused with the term ‘material misstatement’. You explain to him that a material
misstatement is untrue information in a financial statement that could affect the financial decisions of one who relies on the
statement. Which of the following would constitute material misstatement?

(1) An error of ¥ 5,000 in relation to assets of ¥ 20 lakhs.

(2) A payroll fraud of 100 in a company where profit before tax is 11,000.
(3) Non-disclosure of a material uncertainty.

(4) Financial statements have been prepared on a going concern basis when the company is in the process of being
liquidated.

(a) 1and 2

(b) 3and 4

(c)2and 3

(d)1and 4

(MTP2, May 2019, 2 Marks)

Correct answer: (b) 3 and 4

Explanation:

e Anerror of ¥ 5,000 i.e. an unintentional mistake in the financial information does not constitute a material
misstatement. Payroll fraud of ¥ 100 is immaterial.

e However, Non-disclosure of a material uncertainty and financial statements have been prepared on a going concern
basis when the company is in the process of being liquidated would constitute material misstatement as such
misstatements can impact the economic decisions of the users of the financial statements.

e A material misstatement is information in the financial statements that is sufficiently incorrect that it may impact
the economic decisions of the users of the financial statements.

e There are some factors that can be considered while deciding if a misstatement is material or not. Factors are: the
comparative size of the misstatement, the nature of the misstatement, the relationship to other misstatements, the
inherent character of the mistake.

Q17. | Which of the following is correct :

(a) The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain absolute assurance that
the financial statements are free from material misstatement due to fraud or error.

(b) The auditor is expected to and can reduce audit risk to zero and can therefore obtain absolute assurance.

(c) The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain reasonable assurance
that the financial statements are free from material misstatement due to fraud or error.

(d) The auditor is expected to and can reduce audit risk to zero and can therefore obtain reasonable assurance that the
financial statements are free from material misstatement due to fraud or error.

(MTP2, May 2019, 1 Mark)

Correct answer: (a) the auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain
absolute assurance that the financial statements are free from material misstatement due to fraud or error.

Q18. | M/s KYC & Co. is a reputed Audit firm in Mumbai. They are appointed as Statutory Auditors of Blessed Ltd. Which of the

below is the responsibility of M/s KYC & Co.

(a) Preparation of financial statements

(b) Designing, implementation and maintenance of internal control system
(c) Reporting on true and fair view of financial statements

(d) Compliance with the applicable law and regulation
(RTP, Nov 2020, NA)
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Correct answer : (c) Reporting on true and fair view of financial statements

Explanation: The responsibility of M/s KYC & Co. i.e. audit firm is to express opinion as to whether the financial statements
exhibit a true and fair view of the affairs of the entity. The management is responsible for preparation of financial
statements, designing, implementation and maintenance of internal control systems and compliance with the applicable law
and regulation.

Q19. | The persons with responsibility for overseeing the strategic direction of the entity and obligations related to the
accountability of the entity are :
(a) Management
(b) those charged with governance
(c) audit committee
(d) board of directors
(RTP, May 2021, NA) (MTP1, May 2021, 1 Mark ) (RTP, Nov 2021, NA) (RTP, Nov 2023, NA) (MTP2, Nov 2023, 1 mark)
Correct answer: (b) those charged with governance
Explanation:

e Management : The person(s) with executive responsibility for the conduct of the entity’s operations. Management is
responsible for the day to day work and implementing the policies framed by TCWG.

e Those charged with governance: TCWG are responsible for strategic decisions. TCWG supervises the work done by
the management and is responsible for approving the financial statements. TCWG is a higher authority. For
example - Board of Directors, corporate trustee

e Management and TCWG can be the same in some entities, say in small organisations.

Q20. refer to representations by management, explicit or otherwise, that are embodied in the financial statements, as
used by the auditor to consider the different types of potential misstatements that may occur.
(a) Assertions
(b) Positive Confirmation
(c) Written representation
(d) Audit Evidence.
(MTP1, May 2021, 1 Mark)
Correct answer: (a) Assertion
Explanation: Assertions refer to representations by management, explicit or otherwise, that are embodied in the financial
statements as used by the auditor to consider the different types of the potential misstatements that may occur
Q21. | Owing to the limitations of an audit, thereis______ risk that some material misstatements of the financial
statements will not be detected, even though the audit is properly planned and performed in accordance with the SAs.
(a) Inherent, unavoidable
(b) Inherit, complete
(c) Management, unavoidable
(d) Regulatory, control
(MTP1, May 2022, 1 mark)
Correct answer: (a) Inherent, unavoidable
Q22. | Consider the following statements pertaining to nature and meaning of “assertions”:-

Statement I: Assertions are representations by the management which are present in financial statements.
Statement Il : The assertions have to be necessarily explicit.

Which of the following is correct?

(a) Only Statement | is true.

(b) Only Statement Il is true.

(c) Both statements | and Il are true.

(d) Both statements | and Il are false.

(MTP1, May 2022, 1 mark)
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Correct answer: (a) Only Statement | is true.

Explanation: Assertions refer to representations by management, explicit or otherwise, that are embodied in the financial
statements, as used by the auditor to consider the different types of potential misstatements that may occur

Q23. | With respect to auditing, which of the following statement is correct:

(a) Audited financial statements are absolutely free from all material misstatement due to fraud or error.

(b) An audit is an official investigation into alleged wrongdoing and auditor has specific legal powers to conduct
investigation

(c) The auditor can obtain only a reasonable assurance about whether the financial statement as a whole are free from
material misstatement and report on it.

(d) An auditor’s opinion is an assurance as the future viability of the enterprise or the efficiency or effectiveness of the
management.

(MTP2, May 2023, 1 mark)

Correct answer: (c) The auditor can obtain only a reasonable assurance about whether the financial statement as a whole
are free from material misstatement and report on it.

Explanation:

e Statement 1 is incorrect as Audited financial statements are not absolutely free from all material misstatement due
to fraud or error. The auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore obtain
absolute assurance that the financial statements are free from material misstatement due to fraud or error. This is
because there are inherent limitations of an audit.

e Statement 2 is incorrect as an audit is not an official investigation into alleged wrongdoing and the auditor is not
given specific legal powers, such as the power of search, which may be necessary for such an investigation.

e Statement 4 is incorrect as the user should not assume that the auditor’s opinion is an assurance as to the future
viability of the enterprise or the efficiency or effectiveness with which management has conducted the affairs of the
enterprise.

Q24. | Consider the following data appearing in financial statements of a firm: -

Particular Amount in Rs Amount in Rs
Machinery (at cost) XXX 10,00,000
Less: Depreciation of earlier years 6,00,000 XXX
Less: Depreciation of year 60,000 6,60,000
WDV at end of year XXX 3,40,000

Read the following statements on basis of above: -
i The firm owns machinery.
ii. The machinery is being utilized in business of firm productively.
iii. The machinery physically exists.

Which of following would be obvious assertions on the basis of above data?
(a) Only assertions (i) and (ii) can be inferred.

(b) Only assertions (ii) and (iii) can be inferred.

(c) Only assertions (i) and (iii) can be inferred.

(d) All assertions (i), (ii) and (iii) can be inferred.

(MTP2, Nov 2022, 1 Mark)

Correct answer: (d) All assertions (i), (ii) and (iii) can be inferred.
Explanation: The assertions are as follows
e the firm owns the machinery;
the historical cost of plant and machinery is ¥ 10 lacs;
the machinery physically exists;
the asset is being utilized in the business of the company productively;

total charge of depreciation on this asset is ¥ 6,60,000 to date on which ¥ 60,000 relates to the year in respect of
which the accounts are drawn up; and
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e the amount of depreciation has been calculated on a recognised basis and the calculation is correct.
e The above assertions are implicit
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Chapter 2 - Audit Strategy, Audit Planning and Audit Programme

Part | : Descriptive Questions
Auditor’s Responsibility to Plan an audit of Financial Statements

Q1. MG & Co, a firm of auditors, having a standing of 30 years is appointed as a statutory auditor of company engaged in
manufacturing of defence equipment. Due to opening of defence sector by government to private players in recent times,
many new companies have entered the fray to manufacture sophisticated defence equipment. Considering technical and
complex nature of operations, the auditors recognize that involvement of experts in the audit is required. Does consideration
for involvement of experts by auditors fall in the domain of planning audit?

(ICAI Study Material - Test Your Understanding)
Involvement of experts while planning an audit:

e Planning an audit involves establishing the overall audit strategy for the engagement and developing an audit plan

e While planning an audit, the auditor would have to consider whether involvement of experts is necessary.

e Inthe stated case, the company is involved in technical and complex operations. Therefore, while planning an audit,
the auditor would have to consider whether involvement of expert is necessary

Conclusion: Consideration for involvement of experts by auditors falls within the domain of planning.

Q2. CA Kartik is planning for audit of a company engaged in manufacturing of cosmetics. Considering nature of operations of
the company, he had planned to include testing of controls of the company over purchases, sales and inventories. One fine
day, he reaches the corporate office and asks for manuals and required documentation to ensure surprise element in testing.
He had never shared with management his intention to carry out above procedures. Is approach of CA Kartik proper?

(ICAI Study Material- Test Your Understanding)
Discussion of elements of planning with entity’s management:

e The auditor may decide to discuss elements of planning with the entity’'s management to facilitate the conduct and
management of the audit engagement. When discussing matters included in the overall audit strategy or audit plan,
care is required in order not to compromise the effectiveness of the audit.

e Inthe given case, CA Kartik has reached the office of the company without sharing with management his intention
to test the controls. Sharing details of visit to test controls does not compromise effectiveness of audit. It is for the
better facilitation and conduct of audit.

Conclusion: The approach of CA Kartik is not proper.
Q3. Discuss how performing preliminary engagement activities as part of planning an audit assists the auditor.
(ICAI Study Material- Test Your Knowledge)
As per SA 300, “Planning an audit of Financial Statements”, the auditor shall undertake the following activities at the
beginning of the current audit engagement

a. Performing procedures required by SA 220, “Quality Control for an Audit of Financial Statements” regarding the
continuance of the client relationship and the specific audit engagement;

b. Evaluating compliance with ethical requirements, including independence, as required by SA 220 ; and

c. Establishing an understanding of the terms of the engagement, as required by SA 210.

Performing preliminary engagement activities assists the auditor in identifying and evaluating events or circumstances that
may affect the auditor's ability to plan and perform audit engagement.

Q4. Discuss how an engagement partner ensures that firm complies with relevant ethical requirements including independence

in relation to the client. (ICAI Study Material- Test Your Knowledge) (Please cover this question with SA 220)

The engagement partner shall form a conclusion on compliance with independence requirements that apply to the audit
engagement. In doing so, the engagement partner shall: -
i) Obtain relevant information from the firm to identify and evaluate circumstances and relationships that create
threats to independence
i) Evaluate information on identified breaches, if any, to determine whether they create a threat to independence for
the audit engagement
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iii) Take appropriate action to eliminate such threats or reduce them to an acceptable level by applying safeguards, or,
if considered appropriate, to withdraw from the audit engagement.

iv) The engagement partner shall promptly report to the firm any inability to resolve the matter for appropriate action.

Q5. Surya and Chand Ltd is a manufacturing company engaged in the production of miscellaneous electrical goods. Trilochan
and Co. has been appointed as the auditors to carry out its audit. Auditor thinks that Planning an audit would involve
establishing the overall audit strategy for the engagement and developing an audit plan. Also, Adequate planning benéefits the
audit of financial statements in several ways. Analyse and Advise explaining the benefits of adequate planning.

(RTP, May 2018, NA)
OR
"An adequate planning benefits the audit of financial statements." Discuss.
(SA, Nov 2018, 5 Marks) (MTP1, Nov 2022, 4 Marks) (RTP, May 2023, NA)
OR
Explain the benefits of planning in the audit of financial statements. (RTP, May 2019, NA)
OR
Engagement partner of Audit Firm MKC AND COMPANY thinks that Planning an audit would involve establishing the overall
audit strategy for the engagement and developing an audit plan. Also, Adequate planning would benefit the audit of financial
statements in several ways. Analyse explaining the benefits of adequate planning. (RTP, Nov 2019, NA)
OR
Planning an audit involves establishing the overall audit strategy for the engagement and developing an audit plan. Adequate
planning benefits the audit of financial statements in several ways. Explain clearly those ways.
(RTP, Nov 2021, NA) (MTP1, May 2023, 4 marks)
Planning an audit involves
e establishing the overall audit strategy for the engagement and
e developing an audit plan.
As per SA 300, “Planning an Audit of Financial Statements”, adequate planning benefits the audit of financial statements in
several ways, including the following:
e Helping the auditor to devote appropriate attention to important areas of the audit.
e Helping the auditor identify and resolve potential problems on a timely basis.
e Helping the auditor properly organize and manage the audit engagement so that it is performed in an effective and
efficient manner.
e Assisting in the selection of engagement team members with appropriate levels of capabilities and competence to
respond to anticipated risks, and the proper assignment of work to them.
e Facilitating the direction and supervision of engagement team members and the review of their work.
e Assisting, where applicable, in coordination of work done by auditors of components and experts.
Q6. "Planning is not a discrete phase of an audit, but rather a continual and iterative process." Discuss.

(SA, Nov 2018, 5 Marks)
OR

Planning is not a discrete phase of an audit, but rather a continual and iterative process that often begins shortly after the
completion of the previous audit and continues until the completion of the current audit engagement. Analyse and Explain.
(RTP, Nov 2019, NA)

OR
Planning is not a discrete phase of an audit, but rather a continual and iterative process that often begins shortly after the
completion of the previous audit and continues until the completion of the current audit engagement. Planning includes the
need to consider certain matters prior to the auditor's identification and assessment of the risks of material misstatement.
Explain clearly stating those matters also. (RTP, May 2021, NA)

As per SA 300, “Planning an Audit of Financial Statements”, Planning is not a discrete phase of an audit, but rather a
continual and iterative process that often begins shortly after (or in connection with) the completion of the previous audit
and continues until the completion of the current audit engagement.

Planning, however, includes consideration of the timing of certain activities and audit procedures that need to be completed
prior to the performance of further audit procedures. For example, planning includes the need to consider, prior to the
auditor’s identification and assessment of the risks of material misstatement, such matters as:
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The analytical procedures to be applied as risk assessment procedures.

Obtaining a general understanding of the legal and regulatory framework applicable to the entity and how the entity
is complying with that framework.

The determination of materiality.
The involvement of experts.
The performance of other risk assessment procedures.

Q7.

Discuss the matters to be considered while establishing overall audit strategy and audit plan for initial audit engagements.
(SELF)

e The purpose and objective of planning the audit are the same whether the audit is an initial or recurring
engagement.
e However, for an initial audit, the auditor may need to expand the planning activities because the auditor does not
ordinarily have the previous experience with the entity that is considered when planning recurring engagements.
e For initial audits, additional matters the auditor may consider in establishing the overall audit strategy and audit
plan include the following:
o  Performing procedures required by SA 220 regarding the acceptance of the client relationship and specific
audit engagement.
o  Unless prohibited by law or regulation, arrangements to be made with the predecessor auditor, for
example, to review the predecessor auditor’s working papers.
o  Other procedures required by the firm's system of quality control for initial audit engagements (for
example, review of the overall strategy by senior partner before starting the audit)

Audit Strategy

Qs.

CA Shubhendu is statutory auditor of a social media company. Due to change in information technology regulations by
government, it has become mandatory for such companies to constitute “grievance redressal mechanism” for users of
social media platform of the company. Failure to comply with regulations can potentially lead to civil and criminal liabilities
against the company. Is above factor to be considered by auditor while framing audit strategy?

(ICAI Study Material- Test Your Understanding)

Consideration of changes in law while establishing audit strategy:
e As per SA 300 “Planning an Audit of Financial Statements”, 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.
e Changes in laws and regulations affecting the company is a factor to be considered while establishing overall audit
strategy.
e There has been change in information technology regulations applicable to the company. Non-compliance of the
same can have implications in the form of civil and criminal liabilities.
Conclusion: Matter concerning changes in laws and regulations is to be considered by the auditor while establishing overall
audit strategy.

Q9.

The auditor T of Hand Fab Ltd is worried as to management of key resources to be employed to conduct audit. How the audit
strategy would be helpful to the auditor? (ICAlI Study Material- lllustration)

OR

The engagement partner of AST AND ASSOCIATES, firm of Chartered Accountants appointed as auditor of Fabric India Ltd is
considering as to management of key resources to be employed to conduct audit. Discuss how overall audit strategy would
assist the auditor. (MTP1, May 2018, 5 Marks) (MTP2, Nov 2018, 5 Marks)

OR

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. Discuss stating the process of establishing the overall audit strategy that would assist the
auditor to determine key matters. (RTP, Nov 2018, NA)

OR
Describe how the process of establishing the overall audit strategy assists the auditor in marshalling his human resources.
(SA, May 2019, 4 Marks)

OR
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Overall audit strategy sets the scope, timing and direction of the audit, and guides the development of the more detailed
audit plan. The process of establishing the overall audit strategy assists the auditor to determine such matters as for
example - the resources to deploy for specific audit areas, such as the use of appropriately experienced team members for
high risk areas or the involvement of experts on complex matters. Explain the other three such matters.

(RTP, May 2020, NA)

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. The process of establishing the overall audit strategy assists the auditor to determine, subject
to the completion of the auditor’s risk assessment procedures, such matters as:

e The resources to deploy for specific audit areas, such as the use of appropriately experienced team members for
high risk areas or the involvement of experts on complex matters;

e The amount of resources to allocate to specific audit areas, such as the number of team members assigned to
observe the inventory count at material locations, the extent of review of other auditors’ work in the case of group
audits, or the audit budget in hours to allocate to high risk areas;

e When these resources are to be deployed, such as whether at an interim audit stage or at key cut-off dates; and

e How such resources are managed, directed and supervised, such as when team briefing and debriefing meetings
are expected to be held, how engagement partner and manager reviews are expected to take place (for example,
on-site or off-site), and whether to complete engagement quality control reviews.

Q10.

In establishing overall audit strategy, the auditor shall ascertain the reporting objectives of the engagement to plan the timing

of the audit and the nature of the communications required. Elucidate those cases by which auditor can ascertain the

reporting objectives of the engagement. (SA, Nov 2019, 4 Marks) (MTP2, Nov 2021, 4 Marks) (MTP2, May 2023, 4 marks)
OR

In establishing the overall audit strategy, the auditor shall ascertain the reporting objectives of the engagement. Explain with

examples. (RTP, Nov 2023, NA)

In establishing the overall audit strategy, the auditor shall ascertain the reporting objectives of the engagement to plan the
timing of the audit and the nature of the communications required. The cases by which auditor can ascertain the reporting
objectives of the engagement are:
e The entity’s timetable for reporting
e Organization of meetings to discuss of nature, timing and extent of audit work with management
e Discussion with management regarding the expected type and timing of reports to be issued including the auditor’s
report
e Discussion with management regarding the expected communications on the status of audit work throughout the
engagement.
e Expected nature and timing of communications among engagement team members, including the nature and
timing of team meetings and timing of the review of work performed

Q11.

“In establishing the overall audit strategy, the auditor shall, among other considerations, ascertain the nature, timing and
extent of resources necessary to perform the engagement” Explain those considerations in detail.
(MTP1, Nov 2021, 3 Marks)

OR

You have been appointed as an auditor of MKP Ltd. for the first time. Discuss briefly, the factors to be considered by you
while establishing overall audit strategy. (MTP2, May 2022, 4 marks) (RTP, Nov 2023, NA)

As per SA 300, “Planning an Audit of Financial Statements”, 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. In establishing the overall audit
strategy, the auditor shall:

o Identify the characteristics of the engagement that define its scope;

e Ascertain the reporting objectives of the engagement to plan the timing of the audit and the nature of the
communications required.

e Consider the factors that, in the auditor’s professional judgment, are significant in directing the engagement team'’s
efforts;

e Consider the results of preliminary engagement activities and, where applicable, whether knowledge gained on
other engagements performed by the engagement partner for the entity is relevant; and

e Ascertain the nature, timing and extent of resources necessary to perform the engagement
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Q12.

In establishing the overall audit strategy, the auditor shall identify the characteristics of the engagement that define its
scope. Explain with example. (RTP, May 2023, NA)

It is important for an auditor to identify scope of the engagement. Only a well identified scope can lead to establishment of a
sound audit strategy. There are many characteristics of engagement defining its scope. Some of characteristics are as
under: -

e Applicable financial reporting framework applicable to the entity

e Nature of business segments to be audited including the need for specialized knowledge
e Industry specific reporting requirements required by industry regulators

e Expected use of audit evidence obtained in previous audits

Audit Planning

Q13.

W, the auditor of SKM Ltd. asks its finance and audit head to prepare audit strategy for conducting audit of SKM Ltd. W also
insists him to draw detailed audit procedures. On the request of auditor W completes audit strategy as well as audit
procedures as prepared by finance head of the company. Subsequently, auditor realizes that effectiveness of the audit is
compromised and it was his responsibility to prepare the overall audit strategy. Comment

(ICAI Study Material - lllustration)

e The overall audit strategy and the audit plan remain the auditor’s responsibility. It is the auditor who is responsible
for establishing overall audit strategy and developing audit plan

e The auditor may decide to discuss elements of planning with the entity’'s management to facilitate the conduct and
management of the audit engagement. When discussing matters included in the overall audit strategy or audit plan,
care is required in order not to compromise the effectiveness of the audit.

e Inthe given case, on the request of auditor, audit strategy as well as audit procedures are prepared by finance head
of the company.

Conclusion: Approach of W was wrong and he should have prepared overall audit strategy and detailed audit procedures

Q14.

CA Mary, while planning audit of a company, feels that she would inquire from inhouse legal counsel of the company status
of pending litigation matters against the company to identify and assess risks of material misstatements. Considering above
description, are you able to identify said procedures? Where these identified procedures are included in planning in
accordance with SA-300? (ICAI Study Material - Test Your Understanding) (Cover this with Chapter of Audit Evidence)

As per SA 300 “Planning an Audit of Financial Statement” the audit plan shall be include a description of
e The nature, timing and extent of planned risk assessment procedures, as determined under SA 315.

e The nature, timing and extent of planned further audit procedures at the assertion level, as determined under SA
330.

e Other planned audit procedures that are required to be carried out so that the engagement complies with SAs.

In the given case, the auditor would like to inquire from in-house legal counsel of the company as to the status of pending
litigation matters against the company to identify and assess the risks of material misstatements.

The objective of planned inquiry of inhouse legal counsel is to identify and assess risk of material misstatement.

Conclusion: Planned risk assessment procedures are included in the audit plan in accordance with SA 300.

Q15.

An auditor of a company fails to document audit strategy and audit plan. Briefly outline consequences of such failure.
(ICAI Study Material - Test Your Knowledge)

e The documentation of the overall audit strategy is a record of the key decisions considered necessary to properly
plan the audit and to communicate significant matters to the engagement team.

e The documentation of the audit plan is a record of the planned nature, timing and extent of risk assessment
procedures and further audit procedures at the assertion level in response to the assessed risks. It also serves as a
record of the proper planning of the audit procedures that can be reviewed and approved prior to their performance.

e Arecord of the significant changes to the overall audit strategy and the audit plan, and resulting changes to the
planned nature, timing and extent of audit procedures, explains why the significant changes were made, and the
overall strategy and audit plan finally adopted for the audit. It also reflects the appropriate response to the
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significant changes occurring during the audit.

An auditor of a company cannot conduct an audit in an effective and efficient manner or demonstrate that the audit was
planned and carried out in compliance with SAs if the audit strategy and plan are not documented.

Q6.

SA 300 states that auditor shall plan the nature, timing and extent of direction and supervision of engagement team
members and the review of their work. Discuss few factors affecting such supervision and review of work of engagement
team members. (ICAI Study Material - Test Your Knowledge)

OR
The auditor shall plan the nature, timing and extent of direction and supervision of engagement team members and the
review of their work. Explain the factors due to which above varies. (MTP1, May 2020, 4 Marks) (RTP, Nov 2020, NA)

OR
“The nature, timing and extent of the direction and supervision of engagement team members and review of their work vary
depending on many factors.” Explain. (RTP, Nov 2021, NA) (RTP, Nov 2022, NA)

The auditor shall plan the nature, timing and extent of direction and supervision of engagement team members and the
review of their work.

The nature, timing and extent of the direction and supervision of engagement team members and review of their work vary
depending on many factors, including:

e The size and complexity of the entity.

e The area of the audit.

e The assessed risks of material misstatement

e The capabilities and competence of the individual team members performing the audit work.

Q17.

The auditor shall document the overall audit strategy, the audit plan and any significant changes made during the audit
engagement to the overall audit strategy or the audit plan, and the reasons for such changes. Explain

(RTP, Nov 2018, NA) (MTP1, Nov 2018, 5 Marks) (RTP, Nov 2020, NA)

Documentation of Audit plan:
e The auditor shall document:
o the overall audit strategy;
o the audit plan; and

o any significant changes made during the audit engagement to the overall audit strategy or the audit plan,
and the reasons for such changes.

e The documentation of the overall audit strategy is a record of the key decisions considered necessary to properly
plan the audit and to communicate significant matters to the engagement team.

e The documentation of the audit plan is a record of the planned nature, timing and extent of risk assessment
procedures and further audit procedures at the assertion level in response to the assessed risks. It also serves as a
record of the proper planning of the audit procedures that can be reviewed and approved prior to their performance.

e Arecord of the significant changes to the overall audit strategy and the audit plan, and resulting changes to the
planned nature, timing and extent of audit procedures, explains why the significant changes were made, and the
overall strategy and audit plan finally adopted for the audit. It also reflects the appropriate response to the
significant changes occurring during the audit.

Q18.

The auditor shall update and change the overall audit strategy and the audit plan as necessary during the course of the audit.
Explain (RTP, Nov 2018, NA)

OR

As a result of unexpected events, changes in conditions, or the audit evidence obtained from the results of audit procedures,
the auditor may need to modify the overall audit strategy and audit plan. Explain. (RTP, Nov 2019, NA)

OR
Plans should be further developed and revised as necessary during the course of the audit. Explain. (RTP, May 2020, NA)

e The auditor shall update and change the overall audit strategy and the audit plan as necessary during the course of
the audit as a result of

o unexpected events,
o changes in conditions, or
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o the audit evidence obtained from the results of audit procedures,

e the auditor may need to modify the audit plan & planned nature, timing and extent of further audit procedures,
based on the revised consideration of assessed risks.

e This may be the case when information comes to the auditor’s attention that differs significantly from the
information available when the auditor planned the audit procedures.

e For example, audit evidence obtained through the performance of substantive procedures may contradict the audit
evidence obtained through tests of controls

Q19.

The establishment of the overall audit strategy and the detailed audit plan are closely interrelated. Explain
(MTP1, May 2019, 3 Marks)

e Audit strategy sets the broad overall approach to the audit whereas audit plan addresses the various matters
identified in the overall audit strategy.

e Audit strategy determines scope, timing and direction of audit. Audit plan describes how the strategy is going to be
implemented.

e The audit plan is more detailed than the overall audit strategy that includes the nature, timing and extent of audit
procedures to be performed by engagement team members. Planning for these audit procedures takes place over
the course of the audit as the audit plan for the engagement develops.

e The establishment of the overall audit strategy and the detailed audit plan are not necessarily discrete or

sequential processes, but are closely interrelated since changes in one may result in consequential changes to the
other

Q20.

Engagement Partner CA Hitesh Kapur of Kapur and Associates wanted to develop an audit plan of Sampurna Fabrics Ltd.
Discuss the matters to be described in such an audit plan. (RTP, May 2022, NA)

OR

The audit plan includes the nature, timing and extent of audit procedures to be performed by engagement team members.
Explain. (RTP, Nov 2023, NA)

As per SA 300 “Planning an Audit of Financial Statement”, the auditor shall develop an audit plan that shall include a
description of :

e The nature, timing and extent of planned risk assessment procedures, as determined under SA 315

e The nature, timing and extent of planned further audit procedures at the assertion level, as determined under SA
330

e Other planned audit procedures that are required to be carried out so that the engagement complies with SAs.

The audit plan is more detailed than the overall audit strategy that includes the nature, timing and extent of audit procedures
to be performed by engagement team members. Planning for these audit procedures takes place over the course of the
audit as the audit plan for the engagement develops.

Planning of the auditor’s risk assessment procedures occurs early in the audit process. However, planning the nature, timing
and extent of specific further audit procedures depends on the outcome of those risk assessment procedures

Q21.

Explain what do you mean by documentation of audit plan. Discuss the purpose served by it and also elaborate the tools
used by the auditor to reflect the particular engagement circumstances (RTP, Nov 2022, NA)

e The documentation of the audit plan is a record of the planned nature, timing and extent of risk assessment
procedures and further audit procedures at the assertion level in response to the assessed risks.

e Italso serves as a record of the proper planning of the audit procedures that can be reviewed and approved prior to
their performance.

e The auditor may use standard audit programs and/or audit completion checklists, tailored as needed to reflect the
particular engagement circumstances.

Audit Programme

Q22.

Rohit, undergoing practical training, is part of an engagement team conducting audit of a company engaged in
manufacturing of paints. He has been provided with audit programme pertaining to sales. It lists out various items to be
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checked and verified by him including invoices, rate lists, posting in debtors accounts, correlation of invoices with e-way bills
on sample basis etc. During verification, he notices that many e-way bills have been cancelled by the company within 24
hours of their generation in month of March. There is no specific instruction in audit programme in this regard. He keeps
mum. |s attitude of Rohit proper? (ICAIl Study Material- Test Your Understanding)

Assistant to keep an open mind:
e The assistants engaged should be encouraged to keep an open mind beyond the programme given to him.
e They should be instructed to note and report significant matters coming to their notice, to seniors or to the partners
or proprietor of the firm.
e Inthe given case, Rohit notices that many e-way bills have been canceled by the company within 24 hours of their
generation in the month of March.
Conclusion: Attitude of Rohit is not proper. Reasons for cancellation of many e-way bills in the month of March need to be
looked into. Matter should be informed to the engagement partner.

Q23. | “Purported disadvantages of an audit programme can be overcome”. Do you agree?
(ICAI Study Material- Test Your Knowledge)
Purported disadvantages of the audit programme may be eliminated by
e imaginative supervision of the work carried on by the assistants;
e the auditor must have a receptive attitude as regards the assistants;
e the assistants should be encouraged to observe matters objectively and bring significant matters to the notice of
supervisor/principal.
Q24. | Evolving one audit programme applicable to all audit engagements under all circumstances is not practicable. Explain
(RTP, May 2018, NA) (RTP, May 2019, NA) (RTP, Nov 2020, NA)
One Audit Programme - Not Practicable For All Businesses
e All businesses are not same
e They vary in nature, size, capital raised and on other parameters also
e Some might have a formal and working internal control, while some may not have internal control at all.
e Applicability of different laws and regulation also differentiate the scope of services to be given by auditor
e Because of the reasons for variations mentioned above it is not possible to develop one audit program applicable to
all businesses under all circumstances.
e  Every audit programme must have details of the nature of work to be done as per the nature, size and other
parameters of the business. This will help in saving time and special matters and situations will not be overlooked.
Q25. | Arpana Hospitals Ltd having Gross Professional Charges of ¥ 50 crores is engaged in providing healthcare services. STP &

Co., a firm of auditors is appointed as its auditors. Advise what special points to be kept in mind for the purpose of
construction of an Audit programme. Explain. (RTP, May 2018, NA)

OR
List out the points that should be kept in mind by the auditor for the purpose of constructing an audit programme.
(SA, May 2019, 3 Marks)
OR
Discuss the points to be considered by auditor for the purpose of constructing an audit programme.
(SA, Nov 2019, 4 Marks)
OR
While developing an audit programme, the auditor may conclude that relying on certain internal controls is an effective and
efficient way to conduct his audit. Explain stating clearly the points to be kept in mind while developing an audit programme.
(RTP, Nov 2022, NA)
OR
XYZ & associates are appointed as the statutory auditors of Fisco Ltd. for the FY 2022 -23. While constructing the audit
programme, the engagement partner, CA X, should keep in mind various points. List such points.
(MTP2, Nov 2022, 4 Marks)
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e  While developing an audit programme, the auditor may conclude that relying on certain internal controls is an
effective and efficient way to conduct his audit.

e However, the auditor may decide not to rely on internal controls when there are other more efficient ways of
obtaining sufficient appropriate audit evidence.

e The auditor should also consider the timing of the procedures, the coordination of any assistance expected from
the client, the availability of assistants, and the involvement of other auditors or experts.

e  Further, the auditor normally has flexibility in deciding when to perform audit procedures.

e However, in some cases, the auditor may have no discretion as to timing, for example, when observing the taking of
inventories by client personnel or verifying the securities and cash balances at the year-end.

e For the purpose of programme construction, the following points should be kept in mind:
o  Stay within the scope and limitation of the assignment.

o  Prepare a written audit programme setting forth the procedures that are needed to implement the audit
plan.

o Determine the evidence reasonably available and identify the best evidence for deriving the necessary
satisfaction.

o Apply only those steps and procedures which are useful in accomplishing the verification purpose in the
specific situation.

o Include the audit objectives for each area and sufficient details which serve as a set of instructions for the
assistants involved in audit and help in controlling the proper execution of the work.

o  Consider all possibilities of error.
o Co-ordinate the procedures to be applied to related items

Q26.

The utility of the audit programme can be retained and enhanced only by keeping the programme as also the client’s
operations and internal control under periodic review so that inadequacies or redundancies of the programme may be
removed. Explain (RTP, May 2019, NA)

Periodic Review of The Audit Programme

e Periodic review of the audit programme is required to assess whether the same continues to be adequate for
obtaining requisite knowledge and evidence about the transactions. Unless this is done, any change in the business
policy of the client may not be adequately known, and consequently, audit work may be carried on, on the basis of
an obsolete programme and, for this negligence, the whole audit may be held as negligently conducted and the
auditor may have to face legal consequences.

e The utility of the audit programme can be retained and enhanced only by keeping the programme as also the
client's operations and internal control under periodic review so that inadequacies or redundancies of the
programme may be removed. However, as a basic feature, audit programme not only lists the tasks to be carried
out but also contains a few relevant instructions, like the extent of checking, the sampling plan, etc.

e Every assistant shall always complete the specific task in accordance with the work instructions, unless the
principal modifies the programme formally. Many people think that the audit programme becomes more rigid as a
result of this. This is untrue provided the periodic review is undertaken to keep the programme as up-to date as
possible and by encouraging the assistants on the job to observe all salient features of the various accounting
functions of the client.

Q27.

In most of the assertions much of the evidence be drawn and each one should be considered and weighed to ascertain its
weight to prove or disprove the assertion. An auditor picks up evidence from a variety of fields.Analyse and explain with the
help of examples. (RTP, Nov 2020, NA) (Study this with Audit Evidence)

In most of the assertions much of the evidence be drawn and each one should be considered and weighed to ascertain its
weight to prove or disprove the assertion. In this process, an auditor would be in a position to identify the evidence that
brings the highest satisfaction to him about the appropriateness or otherwise of the assertion.

An auditor picks up evidence from a variety of fields and it is generally of the following broad types:
e Documentary examination,

Physical examination,

Statements and explanation of management, officials and employees,

Statements and explanations of third parties,

Arithmetical calculations by the auditor,

State of internal controls and internal checks,

Inter-relationship of the various accounting data,
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e  Subsidiary and memorandum records,
e Minutes,
e Subsequent action by the client and by others.

Example
e For cash in hand, the best evidence is ‘count’
e Forinvestment pledged with a bank, the banker’s certificate.

e For verifying assertions about book debts, the client’s ledger invoices, debit notes, credit notes, monthly accounts
statement sent to the customers are all evidence: some of these are corroborative, other being complementary. In
addition, balance confirmation procedure is often resorted to, to obtain greater satisfaction about the reliability of
the assertion.

The auditor, however, has to place appropriate weight on each piece of evidence and accordingly should prescribe the
priority of verification. It is true that in all cases one procedure may not bring the highest satisfaction and it may be
dangerous for the auditor to ignore any evidence that is available. By the word “available” we do not mean that the evidence
available with the client is the only available evidence. The auditor should know what normally should be available in the
context of the transaction having regard to the circumstances and usage

Q28. | M/s TP & Co., a firm of Chartered Accountants, is auditor of KSR Ltd. for many years. KSR Ltd. has diversified their business
into newer areas during the last year. The senior member of the audit team handed over the standard audit programme of
earlier years to the audit assistants and instructed them to follow the same. The assistants are conducting the audit
accordingly. Whether the attitude of the audit assistants is justified or they are required to keep an open mind ? Guide them.

(SA, Dec 2021, 4 marks)

The Assistant Engaged - Be Encouraged To Keep An Open Mind

e Initially, the audit programme must specify the minimum essential work to be carried out based on the auditor’s
understanding of nature, size and composition of the business, understanding of the internal control and
considering scope of the audit work.

e With the progress of the audit, alteration should be made in the programme as and when the situation requires,
there may be circumstances which were left out originally, but are found relevant for the particular concern.

e Even some areas which were earlier included can be dropped or the extent of checking can be reduced.

e The users of the audit program, that is the assistants working on them, must be motivated to keep an open mind
and not to stick only to the points mentioned in the audit program, they must be encouraged to report any
significant matters to the seniors with appropriate authority on a timely basis.

In the given case, the attitude of assistants of TP & Co. is not justified. They should keep an open mind and go beyond the
programme to take care of newer areas of the business of KSR Ltd. into which the Company has diversified

Q29. | CA Vikas Jain discussed with his audit team about advantages and disadvantages of audit programme. He explained to his
team that —“work may become mechanical” as disadvantage of the audit programme. Discuss explaining the disadvantages
of an audit programme (MTP1, May 2022, 4 marks)

The disadvantages are:

e The work may become mechanical and particular parts of the programme may be carried out without any
understanding of the object of such parts in the whole audit scheme.

e The programme often tends to become rigid and inflexible following set grooves; the business may change in its
operation of conduct, but the old programme may still be carried on. Changes in staff or internal control may render
precaution necessary at points different from those originally decided upon.

e Inefficient assistants may take shelter behind the programme i.e. defend deficiencies in their work on the ground
that no instruction in the matter is contained therein.

e Ahard and fast audit programme may kill the initiative of efficient and enterprising assistants

Q30. | List the advantages of an audit programme. (SELF)

The advantages of an audit programme are:

a. It provides the assistant carrying out the audit with a total and clear set of instructions of the work generally to be
done.

b. Itis essential, particularly for major audits, to provide a total perspective of the work to be performed.
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c. Selection of assistants for the jobs on the basis of capability becomes easier when the work is rationally planned,
defined and segregated.

d. Without a written and predetermined programme, work is necessarily to be carried out on the basis of some
‘mental’ plan. In such a situation there is always a danger of ignoring or overlooking certain books and records.
Under a properly framed programme, such danger is significantly less and the audit can proceed systematically.

e. The assistants, by putting their signature on programme, accept the responsibility for the work carried out by them
individually and, if necessary, the work done may be traced back to the assistant.

f.  The principal can control the progress of the various audits in hand by examination of audit programmes initiated
by the assistants deputed to the jobs for completed work.

g. It serves as a guide for audits to be carried out in the succeeding year.

h. A properly drawn up audit programme serves as evidence in the event of any charge of negligence being brought
against the auditor. It may be of considerable value in establishing that he exercised reasonable skill and care that
was expected of a professional auditor.

Part Il: Correct/Incorrect Questions

Q1.

Establishing an overall audit strategy that sets the scope, timing and direction of the audit, and that guides the development
of the audit plan is prerogative of the management. (ICAl Study Material- Test Your Knowledge)

Incorrect. 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.

Q2.

Planning is a discrete phase of an audit.
(ICAI Study Material- Test Your Knowledge) (RTP, Nov 2019, NA) (MTP1, May 2023, 2 marks)

Incorrect. Planning is not a discrete phase of an audit, but rather a continual and iterative process that often begins shortly
after (or in connection with) the completion of the previous audit and continues until the completion of the current audit
engagement. Planning, however, includes consideration of the timing of certain activities and audit procedures that need to
be completed prior to the performance of further audit procedures.

Qs.

The audit plan is more detailed than the overall audit strategy.
(ICAI Study Material- Test Your Knowledge) (SA, Nov 2020, 2 Marks)

Correct. The audit plan is more detailed than the overall audit strategy that includes the nature, timing and extent of audit
procedures to be performed by engagement team members. Planning for these audit procedures takes place over the
course of the audit as the audit plan for the engagement develops.

Q4.

The establishment of the overall audit strategy and the detailed audit plan are not necessarily discrete or sequential
processes, but are closely inter-related since changes in one may result in consequential changes to the other.
(ICAI Study Material- Test Your Knowledge) (MTP2, May 2018, 2 Marks)

OR
Once the overall audit strategy has been established, an audit plan can be developed to address the various matters
identified in the overall audit strategy. The establishment of the overall audit strategy and the detailed audit plan are closely
inter-related. (RTP, May 2023, NA)

Correct. Once the overall audit strategy has been established, an audit plan can be developed to address the various matters
identified in the overall audit strategy, taking into account the need to achieve the audit objectives through the efficient use of
the auditor’s resources. The establishment of the overall audit strategy and the detailed audit plan are not necessarily
discrete or sequential processes, but are closely inter-related since changes in one may result in consequential changes to
the other.

Qs.

A detailed Audit Programme once prepared for a business can be used for all business under all circumstances.
(ICAI Study Material- Test Your Knowledge) (MTP1, Nov 2020, 2 Marks) (MTP2, Nov 2022, 2 Marks)

Incorrect. Businesses vary in nature, size and composition; work which is suitable to one business may not be suitable to
others; efficiency and operation of internal controls and the exact nature of the service to be rendered by the auditor are the
other factors that vary from assignment to assignment. On account of such variations, evolving one audit programme
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applicable to all business under all circumstances is not practicable.

Qeé.

Planning is not a discrete phase of an audit, but rather a continual and iterative process.
(RTP, Nov 2018, NA) (RTP, May 2019, NA)

Correct. As per SA 300, “Planning an Audit of Financial Statements”, planning is not a discrete phase of an audit, but rather a
continual and iterative process that often begins shortly after (or in connection with) the completion of the previous audit
and continues until the completion of the current audit engagement.

Q7.

There is no relation between Audit Plans and knowledge of the client’s business (RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. The auditor should plan his work to enable him to conduct an effective audit in an efficient and timely manner.
Plans should be based on knowledge of the client’s business

Q8.

A well designed and drafted audit plan and audit strategy which takes care of all the uncertainties and conditions, need not
be changed during the course of audit. (SA, Nov 2018, 2 marks)

OR

The auditor should update and revise the audit plan as and when required, however, the overall audit strategy once
established cannot be changed during the course of audit. (MTP1, May 2021, 2 Marks)

OR
Once the audit plan has been drafted and communicated, it is obligatory on the auditor to follow the same.
(SA, May 2022, 2 Marks) (MTP2, May 2023, 2 marks)

Incorrect.The auditor shall update and change the overall audit strategy and the audit plan as necessary during the course
of the audit. As a result of unexpected events, changes in conditions, or the audit evidence obtained from the results of
audit procedures, the auditor may need to modify the overall audit strategy and audit plan and thereby the resulting planned
nature, timing and extent of further audit procedures, based on the revised consideration of assessed risks. This may be the
case when information comes to the auditor’s attention that differs significantly from the information available when the
auditor planned the audit procedures.

Qo.

The auditor need not discuss elements of planning with the entity’'s management in any case. (RTP, Nov 2019, NA)

Incorrect. The auditor may decide to discuss elements of planning with the entity’s management to facilitate the conduct
and management of the audit engagement.

Q10.

Under a properly framed audit programme by the auditor, the danger is significantly less and audit can proceed
systematically. (SA, Nov 2019, 2 Marks)

Correct. Without a written and predetermined programme, work is necessarily to be carried out on the basis of some
‘mental’ plan. In such a situation there is always a danger of ignoring or overlooking certain books and records. Thus under
a properly framed programme, the danger is significantly less and the audit can proceed systematically.

Q11.

Overall audit plan sets the scope, timing and direction of the audit, and guides the development of the more detailed audit
strategy. (RTP, Nov 2020, NA)

Incorrect. Overall audit strategy sets the scope, timing and direction of the audit, and guides the development of the more
detailed audit plan.

Q12.

It is not necessary for the auditor to periodically review the audit programme. (SA, Nov 2020, 2 Marks)

Incorrect. There should be periodic review of the audit programme to assess whether the same continues to be adequate for
obtaining requisite knowledge and evidence about the transactions. Unless this is done, any change in the business policy of
the client may not be adequately known, and consequently, audit work may be carried on, on the basis of an obsolete
programme and for this negligence, the whole audit may be held as negligently conducted and the auditor may have to face
legal consequences.

Q13.

Audit notes can serve as a guide in framing Audit programme (MTP2, May 2021, 2 Marks)
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Correct. Audit notes can serve as a guide in framing audit programmes in the future as they indicate the weaknesses in the
system of the client which specially need to be watched.

Q14.

Evolving one audit programme applicable to all business under all circumstances is not practicable
(MTP2, Nov 2021, 2 Marks) (MTP1, May 2022, 2 marks)

Correct.Businesses vary in nature, size and composition; work which is suitable to one business may not be suitable to
others; efficiency and operation of internal controls and the exact nature of the service to be rendered by the auditor are the
other factors that vary from assignment to assignment. On account of such variations, evolving one audit programme
applicable to all business under all circumstances is not practicable.

Q15.

Development of an audit plan is important before the establishment of the overall audit strategy to address the various
matters. (RTP, Nov 2022, NA)

Incorrect. As per SA 300, “Planning an Audit of Financial Statements”, 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. Once the overall
audit strategy has been established, an audit plan can be developed to address the various matters identified in the overall
audit strategy, taking into account the need to achieve the audit objectives through the efficient use of the auditor’s
resources.

Q1é.

The auditor can formulate his entire audit programme only after he has had a satisfactory understanding of the internal
control systems and their actual operation. (MTP1, Nov 2022, 2 Marks)

Correct. The auditor can formulate his entire audit programme only after he has had a satisfactory understanding of the
internal control systems and their actual operation. If he does not care to study this aspect, it is very likely that his audit
programme may become unwieldy and unnecessarily heavy, and the object of the audit may be altogether lost in the mass of
entries and vouchers.

Q17.

Understanding the Internal Control of a company will not help the auditor in developing an Audit Programme.
(MTP1, May 2023, 2 marks)

Incorrect. Understanding the Internal Control of a company will help in developing an Audit Programme because it will
assist the auditor and his team to understand as to how much they can rely on internal control of the company and what
audit procedures would be appropriate to be used during the course of audit

Q18.

The "documentation of the overall audit strategy" is a record of the audit evidences considered necessary to properly plan
the audit and to assign various audit functions to the engagement team. (SA, May 2023, 2 marks)

Incorrect. The documentation of the overall audit strategy is a record of the key decisions considered necessary to properly
plan the audit and to communicate significant matters to the engagement team and not a record of audit evidence.

Q19.

The overall audit strategy is more detailed than the audit plan
(MTP1, Nov 2023, 2 marks)

Incorrect: The audit plan is more detailed than the overall audit strategy that includes the nature, timing and extent of audit
procedures to be performed by engagement team members. Once the overall audit strategy has been established, an audit
plan can be developed to achieve the audit objectives through the efficient use of the auditor’s resources.

Part lll: Multiple Choice Questions

Q1.

Which of the following is not considered in planning an audit generally?
(a) Understanding of legal and regulatory framework of an entity

(b) Need to consider determination of materiality

(c) Evaluating audit evidence

(d) Need to consider involvement of expert

(ICAI Study Material- Test Your Knowledge)
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Correct answer: (c) Evaluating audit evidence

Q2. Which of the following is true about audit plan?

(a) Once an audit plan has been finalized for an engagement, changes cannot be made to it.
(b) Audit plan includes scope, timing and direction of planned risk assessment procedures.
(c) Changes in audit plan cannot lead to change in audit strategy.

(d) Audit plan has to be documented by auditor.

(ICAI Study Material- Test Your Knowledge)

Correct answer: (d) Audit plan has to be documented by auditor.

Q3. Which of the following is not included in an audit programme normally?
(a) Extent of checking

(b) Date of checking

(c) Nature or type of procedure

(d) Planning of risk assessment procedures

(ICAI Study Material- Test Your Knowledge)

Correct answer: (d) Planning of risk assessment procedures

Q4. Which of the following is not an advantage of an audit programme?
(a) It acts as a guide for audit of coming years.

(b) It fixes responsibility of assistants.

(c) It serves as a shelter for assistants.

(d) It serves a proof of work done by auditor

(ICAI Study Material- Test Your Knowledge)

Correct answer: (c) It serves as a shelter for assistants.

Q5. Which of the following is most important principle for formulating an audit plan?
(a) Gaining knowledge of client’s workforce

(b) Gaining knowledge of client’s business

(c) Gaining knowledge of client’s vendors

(d) Gaining knowledge of tax laws applicable to client

(ICAI Study Material- Test Your Knowledge)

Correct answer: (b) Gaining knowledge of client’s business

Q6. When planning the audit,

(a) the auditor considers what would make the financial information materially misstated.

(b) the auditor need not consider what would make the financial information materially misstated.

(c) the auditor need not consider what would make the financial information materially misstated at planning stage

(d) the auditor needs to consider what would make the financial information materially misstated while conducting audit
only

(Sample MCQs) (ICAI MCQs) (MTP1, May 2019, 1 Mark)

Correct answer: (a) the auditor considers what would make the financial information materially misstated.

Q7. Planning an audit involves

(a) establishing the overall audit strategy for the engagement and developing an audit plan.
(b) establishing the overall audit plan for the engagement and developing an audit strategy.
(c) establishing the overall audit plan for the engagement

(d) developing an audit strategy.

(ICAI MCQs) (MTP1, Nov 2019, 1 Mark)
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Correct answer: (a) establishing the overall audit strategy for the engagement and developing an audit plan.

Q8.

The auditor shall develop an audit plan that shall include a description of:

(a) The nature, timing and extent of planned risk assessment procedures

(b) The nature, timing and extent of planned further audit procedures at the assertion level.

(c) Other planned audit procedures that are required to be carried out so that the engagement complies with SAs.
(d) All of the above

(ICAI MCQs)

Correct answer: (d) All of the above

Qo.

Once the overall audit strategy has been established, can be developed to address the various matters identified in
the overall audit strategy, taking into account the need to achieve the audit objectives through the efficient use of the
auditor’s resources.

(a) audit strategy

(b)audit plan

(c)audit plan and audit strategy
(d)audit note book

(Sample MCQs) (ICAI MCQs)

Correct answer: (b) audit plan

Q10.

Planning an audit involves establishing the overall audit strategy for the engagement and
(a) developing an audit plan.

(b) developing an audit program

(c) developing detailed strategy

(d) any of the above

(Sample MCQs)

Correct answer: (a) developing an audit plan

Q11.

Statement 1: The establishment of the overall audit strategy and the detailed audit plan are not necessarily discrete or
sequential process but are closely inter-related.

Statement 2: The auditor shall establish an overall audit strategy that guides the development of audit plan.
(a) only Statement 1 is correct

(b) Only Statement 2 is correct

(c) Both Statements 1 & 2 are correct

(d) Both Statements 1 & 2 are incorrect

(ICAI MCQs)

Correct answer: (c) Both Statements 1 & 2 are correct

Q12.

Which of the following is not addressed by the overall audit strategy :
(a) scope of the audit

(b) timing of the audit

(c) direction of the audit

(d) monitoring of the audit

(ICAI MCQs)

Correct answer: (d) monitoring of the audit

Q13.

The overall audit strategy and the audit plan remain the
(a) auditor’s

(b) management'’s

(c) those charged with governance.

responsibility
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(d) both management and those charged with governance.
(ICAI MCQs) (MTP1, May 2023, 1 mark)

Correct answer: (a) auditor’s

Q14.

Which of the following is correct:

(a) The auditor shall establish an audit plan that sets the scope, timing and direction of the audit, and that guides the
development of the overall audit strategy.

(b) The auditor shall establish an overall audit strategy that sets the scope, timing and direction of the audit, and there is no
need to guide the development of the audit plan.

(c) 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.

(d) The auditor shall establish an audit plan that sets the scope, timing and direction of the audit, and that there is no need to
guide the development of the overall audit strategy.

(ICAI MCQs)

Correct answer: (c) 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.

Q15.

sets the scope, timing & direction of the audit and guides the development of the more detailed plan.
(a) Audit Programme
(b) Overall Audit Strategy
(c) Completion Memorandum
(d) Audit Plan
(ICAI MCQs) (MTP1, May 2022, 1 mark)

Correct answer: (b) Overall Audit Strategy

Q16.

Planning is process of an audit that often begins shortly after (or in connection with) the completion of the previous
audit and continues until the completion of the current audit engagement:

(a) continuous

(b) discrete

(c) neither continuous nor discrete
(d) strategic

(ICAI MCQs)

Correct answer: (a) continuous

Q17.

CA Rillustrated to his team that the utility of the Audit Programme can be retained and enhanced only by keeping the
programme as also the client’s operations and internal control under recurrent assessment. Which attribute of the Audit
Programme is highlighted here?

(a) Static Review

(b) Mechanical Review

(c) Periodic Review

(d) Obsolete Review

(ICAI MCQs) (MTP1, Nov 2021, 2 Marks)

Correct answer: (c) Periodic Review

Q18.

With reference to SA 300, the auditor shall document:
(a) The overall audit strategy
(b) The audit plan

(c) Any significant changes made during the audit engagement to the overall audit strategy or the audit plan, and the reasons
for such changes.

(d) All of the above
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(MTP2, May 2019, 1 Mark)

Correct answer: (d) All of the above

Q19. | According to SA 300,
(a) planning is not a continual and iterative phase of an audit, but rather a discrete process
(b) planning is not a discrete phase of an audit, but rather a continual and iterative process
(c) planning is not continual and iterative process
(d) planning is not a discrete phase of an audit
(MTP1, Nov 2019, 1 Mark)
Correct answer: (b) planning is not a discrete phase of an audit, but rather a continual and iterative process
Q20. | The auditor shall update and change as necessary during the course of the audit.
(a) overall strategy
(b) the overall audit strategy and the audit plan
(c) audit plan
(d) audit program
(MTP1, May 2020, 2 Marks)
Correct answer: (b) the overall audit strategy and the audit plan
Q21. | Which of the following statements is MOST APPROPRIATE?
(a) Audit programme is a detailed plan of audit strategy
(b) Audit programme cannot be reviewed
(c) Audit programme is a detailed plan of applying audit procedures
(d) Audit programme is relevant for year for which it is prepared, it is useless for subsequent years.
(RTP, Nov 2022, NA)
Correct answer: (c) Audit programme is a detailed plan of applying audit procedures
Explanation: An audit programme is a detailed plan of applying the audit procedures in the given circumstances with
instructions for the appropriate techniques to be adopted for accomplishing the audit objectives.
Q22. | CA Tariniis in process of formulating audit plan for conducting audit of a company engaged in business of dealing in

commodity futures. Which of the following is not likely to be an appropriate audit procedure to be included in audit plan for
the above said company?

(a) Verification of turnover of company

(b) Verification of cost of raw material consumed

(c) Examination of company’s accounting policy for revenue recognition
(d) Verification of contract notes with brokers

(MTP2, Nov 2023, 1 mark)

Correct answer: (b) Verification of cost of raw material consumed

Explanation: Since the company operates in the service industry, verification of the cost of raw materials consumed is not a
relevant audit procedure.
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Chapter 3 - Audit Risk and Risk Assessment

Part | : Descriptive Questions
Audit Risk

Q1.

Jo Jo Limited is planning to list on Bombay Stock Exchange next year. As an auditor of Jo Jo Limited, identify any one
reason of increased audit risk due to listing of the company next year. (ICAl Study Material - Test Your Understanding)

Jo Jo Limited is planning to list on Bombay Stock Exchange next year. There is a greater chance of misstatements in the
financial statements due to planned listing next year. There could be a possibility of intentional manipulation of financial
statements so that good response is received to proposed issue. Therefore, there is increased audit risk i.e., risk of
expressing inappropriate opinion by the auditor when financial statements are materially misstated.

Q2.

Wear & Tear Private Limited is a “start-up” engaged in providing holistic solutions to problem of paddy stubble burning
mainly catering to needs of farmers of North western India. Due to importance given by governments to this issue,
companies have entered in the market in past few years. Many of these companies have not been successful and have gone
bust. As an auditor of the company, can you spot the component of risks of material misstatement involved in above?

(ICAI Study Material - Test Your Understanding)

It has been stated that many companies engaged in providing holistic solutions to problem of stubble burning have not been
successful. It shows that line of activity is inherently risky. Therefore, there is a greater possibility of misstatements. The
component of risks of material misstatement involved is “inherent risk.”

Qs.

A company has devised a control that its inventory of perishable goods is stored in appropriate conditions in a controlled
environment to prevent any damages to inventory. Responsibility is fixed on two persons to monitor environment using
sensors and to report on deviations. Identify the component of risks of material misstatement involved as an auditor of the
company. (ICAI Study Material - Test Your Understanding)

The company has devised a control that its inventory of perishable goods is stored in appropriate conditions and
responsibility is fixed on two persons to monitor environment using sensors and to report on deviations. There is a
possibility that persons given responsibility do not perform their work and report deviations. The component of risks of
material misstatement is “control risk”

Q4.

Shree Foods Private Limited is engaged in manufacturing of garlic bread. The auditors of company have planned audit
procedures in respect of recognition of revenues of the company. Despite that, there is a possibility that misstatements in
revenue recognition are not identified by planned audit procedures. Which risk is being alluded to?

(ICAI Study Material - Test Your Understanding)

There is a possibility that planned audit procedures may not achieve desired result and fail to detect misstatements in
revenue recognition. The risk alluded to is “detection risk”.

Qs.

A Partnership Firm of Chartered Accountants HT and Associates was appointed to audit the books of accounts of Wind and
Ice Limited for the financial year 2023-24. There was a risk that HT and Associates would give an inappropriate audit opinion
if the financial statements of Wind and Ice Limited are materially misstated. State the Risk mentioned in the question

(ICAI Study Material - lllustration)

The risk mentioned in the question is known as Audit Risk, because risk that auditor of a company will give an inappropriate
audit opinion if the financial statements of that company are materially misstated is known as Audit Risk.

Q6.

XYZ Ltd is engaged in the business and running several stores dealing in variety of items such asready made garments for
all seasons,shoes, gift items, watches etc. There are security tags on each and every item. Moreover, inventory records are
physically verified on monthly basis. Discuss the types of inherent, control and detection risks as perceived by the auditor

(ICAI Study Material - lllustration)

e Inherent Risk: Because items may have been misappropriated by employees, therefore, risk to the auditor is that
inventory records would be inaccurate.

e Control Risk: There is a security tag on each item displayed. Moreover, inventory records are physically verified on
monthly basis. Despite various controls being implemented at the stores, still collusion among employees may be
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there and risk to auditor would again be that inventory records would be inaccurate.

e Detection Risk: Auditor checks the efficiency and effectiveness of various control systems in place. He would do
that by making observation, inspection, inquiries, etc. In addition to these, the auditor would also employ sampling
techniques to check few sales transactions from beginning to end. However, despite all these procedures, the
auditor may not detect the items which have been stolen or misappropriated.

Q7. “Risk of material misstatement consists of two components” Explain clearly defining risk of material misstatement.
(ICAI Study Material - Test Your knowledge)
The risk of material misstatement at assertion level comprises of two components i.e., inherent risk and control risk.
Both inherent risk and control risk are the entity’s risks and they exist independently of the audit of financial statements.
Inherent risk and control risk are influenced by the client. These are entity’s risks and are not influenced by the auditor.

e Inherent risk is the susceptibility of an account balance or class of transactions to misstatement that could be
material either individually or, when aggregated with misstatements in other balances or classes, assuming that
there were no related internal controls.

e Control risk is the risk that a misstatement that could occur in an assertion about a class of transaction, account
balance or disclosure and that could be material, either individually or when aggregated with other misstatements,
will not be prevented, or detected and corrected, on a timely basis by the entity’s internal control.

Q8. The SAs do not ordinarily refer to inherent risk and control risk separately, but rather to a combined assessment of the “risks
of material misstatement”. Explain (ICAI Study Material - Test Your Knowledge) (RTP, Nov 2019, NA)
Combined Assessment of the Risk of Material Misstatement

e The SAs do not ordinarily refer to inherent risk and control risk separately, but rather to a combined assessment of
the “risks of material misstatement”. However, the auditor may make separate or combined assessments of
inherent and control risk depending on preferred audit techniques or methodologies and practical considerations.

e The assessment of the risks of material misstatement may be expressed in quantitative terms, such as in
percentages, or in non-quantitative terms. In any case, the need for the auditor to make appropriate risk
assessments is more important than the different approaches by which they may be made.

e |t can be concluded from the above that Risk of Material Misstatement = Inherent Risk x Control Risk

Q9. The assessment of risks is a matter of professional judgment. Explain stating clearly what is not included in Audit Risk?
(MTP1, Nov 2018, 5 Marks)
Assessment of Risks - Matter of Professional Judgement

e Audit risk is the risk that the auditor expresses an inappropriate opinion when the FSs are materially misstated.
Audit risk is a function of the risks of material misstatement and detection risk .

e The assessment of risks is based on audit procedures to obtain information necessary for that purpose and
evidence obtained throughout the audit.

e The assessment of risks is a matter of professional judgment, rather than a matter capable of precise
measurement.

What is not included in Audit Risk?

e Audit risk does not include the risk that the auditor might express an opinion that the financial statements are
materially misstated when they are not. This risk is ordinarily insignificant.

e Auditrisk is a technical term related to the process of auditing; it does not refer to the auditor’s business risks such
as loss from litigation, adverse publicity, or other events arising in connection with the audit of financial statements.

Q10. | Therisks of material misstatement may exist at the financial statement level and assertion level. Explain the two levels.

(RTP, Nov 2020, NA)
OR

Risk of material misstatement refers to the risk that the financial statements are materially misstated prior to audit. Discuss
the levels at which this risk exists. (RTP, Nov 2023, NA)

The risks of material misstatement may exist at two levels:

e The overall financial statement level- Risks of material misstatement at the overall financial statement level refer to
risks of material misstatement that relate pervasively to the financial statements as a whole and potentially affect
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many assertions.

e The assertion level for classes of transactions, account balances, and disclosures - Risks of material
misstatement at the assertion level are assessed in order to determine the nature, timing, and extent of further
audit procedures necessary to obtain sufficient appropriate audit evidence. This evidence enables the auditor to
express an opinion on the financial statements at an acceptably low level of audit risk

Q11.

You are appointed as an auditor of Gama Ltd. Your audit assistant wants to understand the meaning of Audit Risk. Explain
him the meaning of Audit Risk with example. Also guide him as to what is not included in Audit Risk.

(SA, May 2023, 4 marks)

Audit risk means the risk that the auditor gives an inappropriate audit opinion when the financial statements are materially
misstated. Audit risk is a function of the risks of material misstatement and detection risk. Thus, it is the risk that the
auditor may fail to express an appropriate opinion in an audit assignment.

Example: Gama Limited purchased a Plant and Machinery for ¥ 2 Crores in the financial year 2023-2024. The accountant of
Gama limited debited ¥ 2 crores in the repair and maintenance account in the statement of Profit and loss instead of taking it
to the balance sheet as PPE and claim depreciation on it. While auditing the accounts of this company the auditor may not
notice this and consequently may not report anything regarding the plant and machinery. Therefore, the opinion given by the
auditor would be inappropriate resulting in audit risk.

What is not included in Audit Risk?
e Audit risk does not include the risk that the auditor might express an opinion that the financial statements are
materially misstated when they are not. This risk is ordinarily insignificant.
e  Further, audit risk is a technical term related to the process of auditing. It does not refer to the auditor’s business
risks such as loss from litigation, adverse publicity, or other events arising in connection with the audit of financial
statements.

Risks t

hat require special audit consideration

Q12.

"As part of the risk assessment, the auditor shall determine whether any of the risks identified are, in the auditor’s judgment,
a significant risk. In exercising judgment as to which risks are significant risks, state the factors which shall be considered by
the auditor. Explain the above in context of SA-315." (RTP, May 2018, NA)

OR

Significant risks often relate to significant non- routine transactions or judgmental matters. Non-routine transactions are
transactions that are unusual, due to either size or nature, and that therefore occur infrequently. Judgmental matters may
include the development of accounting estimates for which there is significant measurement uncertainty.

In the context of significant risk, explain the factors to be considered by the auditor in exercising judgment as to which risks
are significant risks. (RTP, Nov 2021, NA) (MTP1, Nov 2023, 4 marks)
OR
In exercising judgment as to which risks are significant risks, the auditor shall consider various factors. Explain.
(MTP2, Nov 2022, 4 Marks)
OR

As a part of Risk assessment, the auditor shall determine whether any of the risks identified are in the auditor's judgement a
significant risk. Mention any three guiding factors to judge as to which risks are significant risks ? (SA, May 2023, 3 marks)

In exercising judgment as to which risks are significant risks, the auditor shall consider the following-

e  Whether the risk is a risk of fraud;

e  Whether the risk is related to recent significant economic, accounting or other developments like changes in
regulatory environment etc. and therefore requires specific attention;

e The complexity of transactions;

e  Whether the risk involves significant transactions with related parties;

e The degree of subjectivity in the measurement of financial information related to the risk, especially those
measurements involving a wide range of measurement uncertainty; and

e  Whether the risk involves significant transactions that are outside the normal course of business for the entity or
that otherwise appear to be unusual.
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Q13. | Risks of material misstatement may be greater for significant non-routine transactions arising from matters such as
complex calculations. Also, risks of material misstatement may be greater for significant judgmental matters that require the
development of accounting estimates, arising from matters such as accounting principles for accounting estimates may be
subject to differing interpretation etc. Explain in detail (RTP, Nov 2021, NA) (MTP2, Nov 2023, 3 marks)

Risks of Material Misstatement— Greater for Significant Non-Routine Transactions:
Risks of material misstatement may be greater for significant non-routine transactions arising from matters such as the
following:

e Greater management intervention to specify the accounting treatment.

e Greater manual intervention for data collection and processing.
e Complex calculations or accounting principles.
[ ]

The nature of non-routine transactions, which may make it difficult for the entity to implement effective controls
over the risks.

Risks of material misstatement— Greater for Significant Judgmental Matters:

Risks of material misstatement may be greater for significant judgmental matters that require the development of
accounting estimates, arising from matters such as the following:

e  Accounting principles for accounting estimates or revenue recognition may be subject to differing interpretations.

e Required judgment may be subjective or complex, or require assumptions about the effects of future events, for
example, judgment about fair value.

Q14. | Auditor or Sunshine Ltd. is of the view that due to greater management intervention to specify accounting treatment, the risk
of material misstatement is greater for non-routine transactions. Is the view of the auditor correct? Specify the other matters
due to which the risk of material misstatement is greater for significant non-routine transactions
(SA, Dec 2021, 3 Marks)

OR
What is understood by “non-routine” transactions? Briefly outline why risks of material misstatement is greater for such
transactions. (ICAI Study Material - Test Your Knowledge)

Risk of Material Misstatement — Greater for Significant Non-Routine Transactions:

Significant risks often relate to significant non- routine transactions or judgmental matters. Non-routine transactions are
transactions that are unusual, due to either size or nature, and that therefore occur infrequently.

Risks of Material Misstatement— Greater for Significant Non-Routine Transactions
Risks of material misstatement may be greater for significant non-routine transactions arising from matters such as the
following:

e Greater management intervention to specify the accounting treatment.

e  Greater manual intervention for data collection and processing.
e Complex calculations or accounting principles.
[ ]

The nature of non-routine transactions, which may make it difficult for the entity to implement effective controls
over the risks.

Keeping in view above, view of the Auditor of Sunshine Ltd is correct.

SA 315 Identifying and assessing the risk of material misstatement through understanding the entity
and its environment

Q15. | The auditor shall identify and assess the risks of material misstatement at both levels to provide a basis for designing and
performing further audit procedures. For the purpose of Identifying and assessing the risks of material misstatement the
auditor shall Identify risks, assess the identified risks, relate the identified risks and consider the likelihood of misstatement.
Explain the above in detail. (MTP2, Nov 2018, 5 Marks)

OR
For the purpose of Identifying and assessing the risks of material misstatement, the auditor shall identify risks throughout
the process of obtaining an understanding of the entity and its environment. Explain in detail along with other relevant
points. (RTP, Nov 2020, NA)
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OR

Discuss the steps to be taken by the auditor for the purpose of Identifying and assessing the risks of material misstatement
as per SA 315. (MTP1, Nov 2022, 4 Marks)

Identify and assess the risks of material misstatement:
The auditor shall identify and assess the risks of material misstatement at:
e the financial statement level -

e the assertion level for classes of transactions, account balances, and disclosures to provide a basis for designing
and performing further audit procedures

For the purpose of Identifying and assessing the risks of material misstatement, the auditor shall:

e Identify risks throughout the process of obtaining an understanding of the entity and its environment, including
relevant controls that relate to the risks, and by considering the classes of transactions, account balances, and
disclosures in the financial statements;

e Assess the identified risks, and evaluate whether they relate more pervasively to the financial statements as a
whole and potentially affect many assertions;

e Relate the identified risks to what can go wrong at the assertion level, taking account of relevant controls that the
auditor intends to test; and

e Consider the likelihood of misstatement, including the possibility of multiple misstatements, and whether the
potential misstatement is of a magnitude that could result in a material misstatement.

Risk assessment procedures

Q16.

On perusing financial statements of Jo Jo Limited put up for audit, it is observed by the auditor that current ratio has
improved from 1.20:1 (in preceding year) to 1.75:1 (in current year). Identify what kind of risk assessment procedures are
being performed by auditor? Has it any relation with listing of the company next year on Bombay Stock Exchange?

(ICAI Study Material - Test Your Understanding)

It is noticed by the auditor that the current ratio has improved from 1.20:1 (in preceding year) to 1.75:1 (in current year). The
auditor is using “analytical procedures” as risk assessment procedures. Current ratio has improved from previous year.
There could be a possibility of misstatement in current assets and current liabilities. It is possible that improvement in
current ratio is artificial due to misstatements and has been done to secure good response to the proposed issue of
company next year.

Q17.

Discuss how “analytical procedures” performed as “risk assessment procedures” can be useful to an auditor
(ICAI Study Material - Test Your Knowledge)
OR
Analytical procedures performed as risk assessment procedures may identify aspects of the entity of which the auditor was

unaware and may assist in assessing the risks of material misstatement in order to provide a basis for designing and
implementing responses to the assessed risks. Explain in detail. (RTP, Nov 2020, NA)

OR

Analytical procedures performed as risk assessment procedures may identify aspects of the entity of which the auditor was
unaware. Explain (RTP, Nov 2023, NA)

e Analytical procedures performed as risk assessment procedures may identify aspects of the entity of which the
auditor was unaware and may assist in assessing the risks of material misstatement in order to provide a basis for
designing and implementing responses to the assessed risks.

e Analytical procedures performed as risk assessment procedures may include both financial and non-financial
information.

e Analytical procedures may help identify the existence of unusual transactions or events, and amounts, ratios, and
trends that might indicate matters that have audit implications.

e Unusual or unexpected relationships that are identified may assist the auditor in identifying risks of material
misstatement, especially risks of material misstatement due to fraud.

e However, when such analytical procedures use data aggregated at a high level (which may be the situation with
analytical procedures performed as risk assessment procedures), the results of those analytical procedures only
provide a broad initial indication about whether a material misstatement may exist. Accordingly, in such cases,
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consideration of other information that has been gathered when identifying the risks of material misstatement
together with the results of such analytical procedures may assist the auditor in understanding and evaluating the
results of the analytical procedures.

Q18.

“Much of the information obtained by the auditor’s inquiries is obtained from management and those responsible for
financial reporting. However, the auditor may also obtain information, or a different perspective in identifying risks of material
misstatement, through inquiries of others within the entity and other employees with different levels of authority.
Explain with the help of examples.” (RTP, Nov 2020, NA)

OR
The risk assessment procedures shall include the Inquiries of management and of others within the entity who in the
auditor’s judgment may have information that is likely to assist in identifying risks of material misstatement due to fraud or
error. Explain giving at least three examples. (MTP1, Nov 2022, 3 Marks)

OR
Management is often in the best position to perpetrate fraud. As an auditor you are suspecting existence or suspicion of
fraud from management. Give any three examples of "others within the entity" to whom direct inquiries can be made.
(SA, May 2023, 3 marks)

Inquiries of Management and Others Within the Entity: Much of the information obtained by the auditor's inquiries is
obtained from management and those responsible for financial reporting. However, the auditor may also obtain information,
or a different perspective in identifying risks of material misstatement, through inquiries of others within the entity and other
employees with different levels of authority.

Examples

e Inquiries directed towards those charged with governance may help the auditor understand the environment in
which the financial statements are prepared.

e Inquiries directed toward internal audit personnel may provide information about internal audit procedures
performed during the year relating to the design and effectiveness of the entity’s internal control

e Inquiries of employees involved in initiating, processing or recording complex or unusual transactions may help the
auditor to evaluate the appropriateness of the selection and application of certain accounting policies.

e Inquiries directed toward in-house legal counsel may provide information about such matters as litigation,
compliance with laws and regulations, knowledge of fraud or suspected fraud.

e Inquiries directed towards marketing or sales personnel may provide information about changes in the entity's
marketing strategies, sales trends, or contractual arrangements with its customers.

e Inquiries directed to the risk management function may provide information about operational and regulatory risks
that may affect financial reporting.

e Inquiries directed to information systems personnel may provide information about system changes, system or
control failures, or other information system- related risks.

Q19.

CA L is in the process of finalizing his Risk Assessment Procedures of Effluent Limited which include observation and
inspection that may support inquiries of management and others. Discuss few examples of audit procedures which include
observation or inspection of the entity's operations (SA, July 2021, 3 Marks)

Observation and inspection may support inquiries of management and others, and may also provide information about the
entity and its environment.

Examples of audit procedures which include observation or inspection of the following:
e Entity's operations
e Documents (such as business plans and strategies), records, and internal control manuals.

e Reports prepared by management (such as quarterly management reports and interim financial statements) and
those charged with governance (such as minutes of board of director’'s meetings)

e The entity’s premises and plant facilities

Understanding the Entity and its Environment

Q20.

The auditor of ABC Textiles Ltd chalks out an audit plan without understanding the entity’s business. Since he has carried out
many audits of textile companies, there is no need to understand the nature of business of ABC Ltd. Advise the auditor how
he should proceed. (ICAI Study Material - lllustration)
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Obtaining an understanding of the entity and its environment, including the entity’s internal control is a continuous, dynamic
process of gathering, updating and analysing information throughout the audit. The auditor should proceed accordingly.

Q21.

While auditing the books of accounts of Heavy Material Limited for the financial year 2022-23, a team member of the auditor
of Heavy Material Limited showed no inclination towards understanding the business and the business environment of the
above mentioned company. Is the approach of team member of the auditor of Heavy Material Limited correct or incorrect?
Also give reason for your answer. (ICAl Study Material - Illustration)

The approach of team member of the auditor of Heavy Material Limited is incorrect because understanding the business
and the business environment of company whose audit is to be conducted is very important, as it helps in planning the audit
and identifying areas requiring special attention during the course of the audit of that company.

Q22.

Prince Blankets is engaged in business of blankets. Its major portion of sales is taking place through internet. Advise the
auditor how he would proceed in this regard as to understanding the entity and its environment.

(ICAI Study Material - lllustration)

While understanding the entity and its environment, internet sales is being perceived as risky area by the auditor and thereby
would be spending substantial time and extensive audit procedures on this particular area.

Q23.

In performing an audit of financial statements, the auditor should have or obtain knowledge of the business. Explain in the
light of SA 315 “Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and its
Environment”. (MTP1, Nov 2019, 4 Marks)

OR
Without adequate knowledge of client’s business, a proper audit is not possible. It is one of the important principles in
developing an overall audit plan. Explain in context with relevant SA, knowledge to be obtained by the auditor in establishing
overall plan. Also explain how such an understanding would be helpful to the auditor.
(RTP, May 2021, NA)

OR
CA D has been appointed as an auditor of LMP Ltd. Before developing an overall audit plan, CA D wants to get an
understanding and knowledge of the Client's business including applicable financial reporting framework. Guide CA D in
understanding of the same with reference to the relevant Standard on Auditing.
(SA, May 2023, 4 marks)

As per SA 315 - “Identifying and Assessing the Risk of Material Misstatement Through Understanding the Entity and its
Environment”, the auditor shall obtain an understanding of the following:

e Relevant industry, regulatory, and other external factors including the applicable financial reporting framework
e The nature of the entity, including:

o its operations;

o its ownership and governance structures;

o the types of investments that the entity is making and plans to make and

o the way that the entity is structured and how it is financed;

e The entity’s selection and application of accounting policies, including the reasons for changes thereto. The auditor
shall evaluate whether the entity’s accounting polic es are appropriate for its business and consistent with the
applicable financial reporting framework and accounting policies used in the relevant industry.

e The entity’s objectives and strategies, and those related business risks that may result in risks of material
misstatement.

e The measurement and review of the entity’s financial performance.

Q24.

Knowledge of the Client’s business is one of the important principles in developing an overall audit plan. In fact without
adequate knowledge of client’s business, a proper audit is not possible. As per SA-315, “Identifying and Assessing the Risk
of Material Misstatement through Understanding the Entity and Its Environment”, the auditor shall obtain an understanding
of the relevant industry, regulatory and other external factors including the applicable financial reporting framework.
Substantiate with the help of examples. (RTP, May 2020, NA)

e Relevant industry factors include industry conditions such as the competitive environment, supplier and customer
relationships, and technological developments.
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o Examples of matters the auditor may consider include market and competition, whether entity is engaged
in seasonal activities, product technology relating to the entity’s products.

e Relevant regulatory factors include the regulatory environment. The regulatory environment includes, among other
matters, the applicable financial reporting framework and the legal and political environment.

o  Examples of matters the auditor may consider include accounting principles and industry specific
practices, regulatory framework for a regulated industry, legislation and regulation that significantly affect
the entity’s operations, including direct supervisory activities, taxation, government policies currently
affecting the conduct of the entity’s business, environmental requirements affecting the industry and the
entity’s business.

e Examples of other external factors affecting the entity that the auditor may consider include the general economic
conditions, interest rates and availability of financing, and inflation etc.

Q25.

Obtaining an understanding of the entity and its environment, including the entity’s internal control, is a continuous, dynamic
process of gathering, updating and analysing information throughout the audit. Analyse and explain giving examples.
(RTP, May 2020, NA) (RTP, Nov 2023, NA)

Obtaining an understanding of the entity and its environment, including the entity’s internal control, is a continuous, dynamic
process of gathering, updating and analysing information throughout the audit. The understanding establishes a frame of
reference within which the auditor plans the audit and exercises professional judgment throughout the audit, for example,
when:

e Assessing risks of material misstatement of the financial statements;

e Determining materiality in accordance with SA 320;

e Considering the appropriateness of the selection and application of accounting policies;
[ ]

Identifying areas where special audit consideration may be necessary, for example, related party transactions, the
appropriateness of management'’s use of the going concern assumption, or considering the business purpose of
transactions;

e Developing expectations for use when performing analytical procedures;

e Evaluating the sufficiency and appropriateness of audit evidence obtained, such as the appropriateness of
assumptions and of management'’s oral and written representations.

Part Il: Correct/Incorrect Questions

Q1.

Control risk is the susceptibility of an account balance or class of transactions to misstatement that could be material either
individually or, when aggregated with misstatements in other balances or classes, assuming that there were no related
internal controls.(ICAI Study Material - Test Your Knowledge) (RTP, May 2018, NA) (MTP2, Nov 2023, 2 marks)

Incorrect. Inherent risk is the susceptibility of an account balance or class of transactions to misstatement that could be
material either individually or, when aggregated with misstatements in other balances or classes, assuming that there were
no related internal controls.

Control risk, on the other hand is the risk that a misstatement that could occur in an assertion about a class of transaction,
account balance or disclosure and that could be material, either individually or when aggregated with other misstatements,
will not be prevented, or detected and corrected, on a timely basis by the entity’s internal control.

Q2.

The assessment of risks is a matter capable of precise measurement.
(MTP1, May 2018, 2 Marks) (MTP1, Nov 2018, 2 Marks) (MTP1, May 2019, 2 Marks) (RTP, Nov 2019, NA)

Incorrect. The assessment of risks is based on audit procedures to obtain information necessary for that purpose and
evidence obtained throughout the audit. The assessment of risks is a matter of professional judgment, rather than a matter
capable of precise measurement.

Qs.

Obtaining an understanding of the entity and its environment, including the entity’s internal control is a one time process of
gathering, updating and analysing information before the audit. (MTP2, May 2018, 2 Marks)

Incorrect. Obtaining an understanding of the entity and its environment, including the entity’s internal control is a continuous,
dynamic process of gathering, updating and analysing information throughout the audit. The understanding establishes a
frame of reference within which the auditor plans the audit and exercises professional judgment throughout the audit.
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Q4.

The assessment of risks is a matter of professional judgement. (MTP2, Nov 2018, 2 Marks)

Correct. The assessment of risks is based on audit procedures to obtain information necessary for that purpose and
evidence obtained throughout the audit. The assessment of risks is a matter of professional judgment, rather than a matter
capable of precise measurement

Qs.

The SAs ordinarily refer to inherent risk and control risk separately.
(RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. The SAs do not ordinarily refer to inherent risk and control risk separately, but rather to a combined assessment of
the “risks of material misstatement”. However, the auditor may make separate or combined assessments of inherent and
control risk depending on preferred audit techniques or methodologies and practical considerations. The assessment of the
risks of material misstatement may be expressed in quantitative terms, such as in percentages, or in non-quantitative terms.

Qé.

Judgemental matters are transactions that are unusual due to either its size or nature and that therefore occur infrequently.
(SA, Nov 2018, 2 Marks)

Incorrect. Significant risks often relate to significant non-routine transactions or judgemental matters.

ns are transactions that are unusual, due to either size or nature, and that therefore occur
infrequently. Judgemental matters may include the development of accounting estimates for which there is significant
measurement uncertainty. Thus judgemental matters are not always unusual due to their size or nature.

Q7.

There is no relation between Inherent risk, Control risk and Detection risk. (MTP1, Nov 2019, 2 Marks)
OR

There is direct relationship between detection risks and the combined level of inherent and control risks.

(RTP, Nov 2023, NA)

Incorrect. There is an inverse relationship between detection risks and the combined level of inherent and control risks.
When inherent and control risks are high, acceptable detection risk needs to be low to reduce audit risk to an acceptably low
level. When inherent and control risks are low, an auditor can accept a higher detection risk and still reduce audit risks to an
acceptably low level.

Q8.

For an auditor, the Risk assessment procedure provides sufficient appropriate audit evidence to base the audit opinion.
(SA, Nov 2019, 2 Marks) (MTP2, May 2023, 2 marks)

Incorrect. The auditor shall perform risk assessment procedures to provide a basis for the identification and assessment of
risks of material misstatement at the financial statement and assertion levels. Risk assessment procedures by themselves,
however, do not provide sufficient appropriate audit evidence on which to base the audit opinion.

Q9.

Risk assessment procedures are not performed to obtain an understanding of the entity and its environment.
(RTP, May 2020, NA)

Incorrect. Risk assessment procedures refer to the audit procedures performed to obtain an understanding of the entity and
its environment, including the entity’s internal control, to identify and assess the risks of material misstatement, whether
due to fraud or error, at the financial statement and assertion levels.

Q10.

Risks of material misstatement may be greater for significant judgmental matters that require the development of
accounting estimates. (SA, Nov 2020, 2 Marks)

Correct. Risks of material misstatement may be greater for significant judgmental matters that require the development of
accounting estimates, arising from matters such as the following:

e Accounting principles for accounting estimates or revenue recognition may be subject to differing interpretations.

e Required judgment may be subjective or complex, or require assumptions about the effects of future events, for
example, judgment about fair value.

Q11.

The SAs do not ordinarily refer to inherent risk and control risk separately.
(MTP2, Nov 2021, 2 Marks) (MTP1, May 2022, 2 marks)
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Correct. The SAs do not ordinarily refer to inherent risk and control risk separately, but rather to a combined assessment of
the “risks of material misstatement”. However, the auditor may make separate or combined assessments of inherent and

control risk depending on preferred audit techniques or methodologies and practical considerations. The assessment of the
risks of material misstatement may be expressed in quantitative terms, such as in percentages, or in nonquantitative terms.

Q12.

There is an inverse relationship between detection risks and the combined level of inherent and control risks
(MTP2, May 2022, 2 marks) (RTP, Nov 2022, NA)

Correct. There is an inverse relationship between detection risks and the combined level of inherent and control risks. For
example, when inherent and control risks are high. acceptable detection risks need to be low to reduce audit risk to an
acceptably low level. On the other hand, when inherent and control risks are low, an auditor can accept a higher detection
risks and still reduce audit risks to an acceptably low level.

Q13.

According to SA 315, the objective of the auditor is to identify and assess the risk of material misstatement, whether due to
fraud or error, only at assertion level. (RTP, May 2023, NA)

Incorrect. According to SA 315, the objective of the auditor is to identify and assess the risk of material misstatement,
whether due to fraud or error, at the financial statement and assertion levels, through understanding the entity and its
environment, including the entity's internal control

Part Ill: Multiple Choice Questions

Q1. Components of risk of material misstatement at the assertion level are :
(a) Inherent risk and detection risk
(b) inherent risk and control risk
(c) control risk and detection risk
(d) inherent risk, control risk and detection risk
(Sample MCQs) (ICAI MCQs)
Correct answer: (b) inherent risk and control risk
Explanation:
e Risk of material misstatement may be defined as the risk that the financial statements are materially misstated
prior to audit. This consists of two components - inherent risk and control risk
e Meaning of Inherent Risk - it is assumed that there is a risk within the entity irrespective of whether controls are
present or not
e Meaning of Control risk - controls placed by the management are not able to prevent, detect and correct material
misstatements
Q2. Audit risk is a function of the
(a) risks of material misstatement and detection risk
(b) audit risk and detection risk.
(c) control risk and detection risk.
(d) inherent risk and detection risk.
(Sample MCQs) (ICAI MCQs) (MTP2, May 2019, 1 Mark) (MTP2, May 2021, 2 Marks)
Correct answer: (a) risks of material misstatement and detection risk
Explanation: Audit risk means the risk that the auditor gives an inappropriate audit opinion when the financial statements
are materially misstated. Thus, it is the risk that the auditor may fail to express an appropriate opinion in an audit
assignment. Audit Risk = Risk of Material Misstatement and Detection Risk, where Risk of Material Misstatement = inherent
and control risk.
Q3. Risk of material misstatement may be defined as the risk

(a) that the financial statements are materially misstated after audit
(b) that the financial statements are materially misstated during audit.
(c) that the financial statements are materially misstated prior to audit.
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(d) All of the above

(Sample MCQs) (ICAI MCQs) (MTP2, May 2019, 1 Mark) (MTP1, Nov 2019, 1 Mark)(MTP2, May 2021, 2 Marks) (MTP2,
Nov 2021, 2 Marks)

Correct answer: (c) that the financial statements are materially misstated prior to audit.

Explanation: Risk of material misstatement may be defined as the risk that the financial statements are materially misstated
prior to audit. This consists of two components - inherent risk and control risk.

Q4. The susceptibility of an assertion about a class of transaction, account balance or disclosure to a misstatement that could
be material, either individually or when aggregated with other misstatements, before consideration of any related controls is -
(a) Control Risk
(b) Inherent Risk
(c) Detection Risk
(d) Audit Risk
(Sample MCQs) (ICAI MCQs)

Correct answer: (b) Inherent Risk
Explanation: Meaning of different terms are explained below:
e Inherent risk- it is assumed that there is a risk within the entity irrespective of whether controls are present or not
e Control risk - controls placed by the management are not able to prevent, detect and correct material
misstatements
e Detection risk - auditor's procedures may not be able to detect the risk.
e Audit Risk - risk that the auditor gives an inappropriate audit opinion when the financial statements are materially
misstated.

Q5. The assessment of risks is a
(a) matter capable of precise measurement rather than matter of professional judgment
(b) matter of professional judgment, rather than a matter capable of precise measurement.

(c) matter of professional judgement as well as capable of precise measurement sometimes.

(d) None of the above

(Sample MCQs) (ICAI MCQs)

Correct answer: (b) matter of professional judgment, rather than a matter capable of precise measurement.

Q6. For a given level of audit risk, the acceptable level of detection risk bears relationship to the assessed risks of
material misstatement at the assertion level.

(a) direct.

(b) Inverse

(c) no relationship

(d) either (a) or (c)

(ICAI MCQs)

Correct answer: (b) Inverse

Explanation: For example, if an entity has a low ROMM (IR*CR), that means the auditor shall do less checking, which means
fewer samples have been drawn from the population, which also means a high materiality level would be set. Less checking
means that there is a major portion that is not checked by an auditor or that many errors are undetected. (If a high
materiality level is set, transactions or account balances below the materiality level are not checked.) So, the detection risk
here is high, i.e., the auditor's procedures may not be able to detect the risk.

Q7. Risk of material misstatement has components
(a) one
(b) two
(c) three
(d) four
(ICAI MCQs)
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Correct answer: (b) two

Q8.

Controls can be related to an assertion.
(a) directly

(b) indirectly

(c) directly or indirectly

(d) no relationship between controls and assertion.
(ICAI MCQs)

Correct answer: (c) directly or indirectly

Qo.

The assessment of the risks of material misstatement may be expressed in
(a) quantitative terms, such as in percentages, or in non-quantitative terms.
(b) quantitative terms, such as in percentages,

(c) non-quantitative terms.

(d) None of the above

(Sample MCQs) (ICAI MCQs) (MTP1, Nov 2019, 1 Mark)

Correct answer: (a) quantitative terms, such as in percentages, or in non-quantitative terms

Q1o.

refer to the audit procedures performed to obtain an understanding of the entity and its environment, including the
entity’s internal control, to identify and assess the risks of material misstatement, whether due to fraud or error, at the
financial statement and assertion levels.

(a) Audit assessment procedures

(b) substantive procedures

(c) test of control

(d) Risk assessment procedures

(Sample MCQs) (ICAI MCQs) (RTP, Nov 2019, NA) (RTP, May 2022, NA)

Correct answer: (d) Risk assessment procedures

Q11.

SA 315 establishes requirements and provides guidance on identifying and assessing the risks of material misstatement -
(a) at the financial statement levels only.

(b) at the assertion levels only.

(c) at the financial statement and assertion levels.

(d) at the financial statement or assertion levels.

(ICAI MCQs) (MTP1, May 2019, 1 Mark) (MTP1, Nov 2019, 1 Mark)

Correct answer: (c) at the financial statement and assertion levels

Q12.

Which of the following is incorrect for the purpose of Identifying and assessing the risks of material misstatement, the
auditor shall :

(a) Identify risks throughout the process of obtaining an understanding of the entity and its environment, including relevant
controls that relate to the risks, and by considering the classes of transactions, account balances, and disclosures in the
financial statements;

(b) Assess the identified risks, and evaluate whether they relate more pervasively to the financial statements as a whole and
potentially affect many assertions

(c) Relate the identified risks to what can go wrong at the assertion level, taking account of relevant controls that the auditor
intends to test; and

(d) Not consider the likelihood of misstatement, including the possibility of multiple misstatements, and whether the
potential misstatement is of a magnitude that could result in a material misstatement.

(ICAI MCQs) (MTP1, May 2023, 1 mark)

Correct answer: (d) Not consider the likelihood of misstatement, including the possibility of multiple misstatements, and
whether the potential misstatement is of a magnitude that could result in a material misstatement
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Q13. | Therisks of material misstatement at the assertion level consist of two components:
(a) Inherent risk and detection risk

(b) control risk and detection risk

(c) audit risk and detection risk

(d) Inherent risk and control risk

(MTP1, May 2019, 1 Mark)

Correct answer: (d) Inherent risk and control risk

Q14. | Therisk that the financial statements are materially misstated prior to audit is called-
(a) Risk of material misstatement

(b) detection risk

(c) audit risk

(d) significant risk

(MTP1, May 2021, 1 Mark)

Correct answer: (a) Risk of material misstatement
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Chapter 3A - Internal Control

Part | : Descriptive Questions
Internal Control- Meaning, Benefits and Limitations

Q1. Auditor GR and Associates, appointed for audit of PNG Ltd, a manufacturing company engaged in manufacturing of various
food items. While planning an audit, the auditor does not think that it would be necessary to understand internal controls.
Advise the auditor in this regard. (ICAI Study Material - lllustration)
Understanding Internal Controls:

e  The auditor shall obtain an understanding of internal control relevant to the audit.

e Although most controls relevant to the audit are likely to relate to financial reporting, not all controls that relate to
financial reporting are relevant to the audit.

e Itis a matter of the auditor’s professional judgment whether a control, individually or in combination with others, is
relevant to the audit.

Q2. The team member of the auditor of Simple and Easy Limited was of the view that understanding the internal control of the
company would not help them in any manner in relation to audit procedures to be applied while conducting the audit
(ICAI Study Material - lllustration)
Understanding Internal Controls:
The view of the team member of the auditor is incorrect because understanding the internal control of the company would
help the auditor and his team members in designing the nature, timing and extent of audit procedures to be applied while
conducting the audit of the company

Q3. Internal control over safeguarding of assets against unauthorised acquisition, use, or disposition may include controls
relating to both financial reporting and operations objectives. Explain stating clearly the objectives of Internal Control.
(ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA)

e Internal control over safeguarding of assets against unauthorised acquisition, use, or disposition may include
controls relating to both financial reporting and operations objectives.

e The auditor’s consideration of such controls is generally limited to those relevant to the reliability of financial
reporting. For example, use of access controls, such as passwords, that limit access to the data and programs that
process cash disbursements may be relevant to a financial statement audit.

e Safeguarding controls relating to operations objectives, such as controls to prevent the excessive use of materials
in production, generally are not relevant to a financial statement audit.

Objectives of Internal Control are :

e transactions are executed in accordance with management's general or specific authorization;

e all transactions are promptly recorded in the correct amount in the appropriate accounts and in the accounting
period in which executed so as to permit preparation of financial information within a framework of recognized
accounting policies and practices and relevant statutory requirements, if any, and to maintain accountability for
assets;

e assets are safeguarded from unauthorised access, use or disposition; and

e the recorded assets are compared with the existing assets at reasonable intervals and appropriate action is taken
with regard to any differences.

Q4. Auditor GR and Associates have been appointed to conduct audit of PNG Ltd, a manufacturing company engaged in

manufacturing of various food items. While planning an audit, the auditors do not think that it would be necessary to
understand internal controls. Advise the auditor in this regard explaining clearly the benefits of understanding the internal
control. (RTP, May 2021, NA)

The auditor shall obtain an understanding of internal control relevant to the audit. Although most controls relevant to the
audit are likely to relate to financial reporting, not all controls that relate to financial reporting are relevant to the audit. It is a
matter of the auditor’s professional judgment whether a control, individually or in combination with others, is relevant to the
audit.
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Benefits of Understanding the Internal Control: An understanding of internal control assists the auditor in:
e identifying types of potential misstatements;
e identifying factors that affect the risks of material misstatement, and
e designing the nature, timing, and extent of further audit procedures.

Qs.

Briefly discuss the limitations of Internal Control (SA, May 2018, 6 Marks) (MTP2, May 2019, 4 Marks) (RTP, May 2023, NA)

Limitations of Internal Control:

e Internal control can provide only reasonable assurance: Internal control, no matter how effective, can provide an
entity with only reasonable assurance about achieving the entity’s financial reporting objectives. The likelihood of
their achievement is affected by inherent limitations of internal control.

e Human judgment in decision-making: Realities that human judgment in decision making can be faulty and that
breakdowns in internal control can occur because of human error.

e Lack of understanding the purpose: Equally, the operation of a control may not be effective, such as where
information produced for the purposes of internal control (for example, an exception report) is not effectively used
because the individual responsible for reviewing the information does not understand its purpose or fails to take
appropriate action.

e Collusion among People: Additionally, controls can be circumvented by the collusion of two or more people or
inappropriate management override of internal control. For example, management may enter into side agreements
with customers that alter the terms and conditions of the entity’s standard sales contracts, which may result in
improper revenue recognition.

e Judgements by Management: Further, in designing and implementing controls, management may make judgments
on the nature and extent of the controls it chooses to implement, and the nature and extent of the risks it chooses
to assume.

e Limitations in case of Small Entities: Smaller entities often have fewer employees due to which segregation of
duties is not practicable. However, in a small owner-managed entity, the owner-manager may be able to exercise
more effective oversight than in a larger entity. This oversight may compensate for the generally more limited
opportunities for segregation of duties. On the other hand, the owner-manager may be more able to override
controls because the system of internal control is less structured.

Q6.

ABC Ltd. has many divisions and branches across the country. They have an internal control system which is well
established maintained by the management on a regular basis. Explain the meaning of internal control as per SA-315 and
also state the benefits of understanding the internal controls of a company (SA, Nov 2022, 3 marks)

Meaning and benefits of understanding Internal Control:

Meaning of Internal Control: As per SA 315, “Identifying and Assessing the Risk of Material Misstatement Through
Understanding the Entity and its Environment”, the internal control may be defined as “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

e reliability of financial reporting,

e effectiveness and efficiency of operations,

e safeguarding of assets, and

e compliance with applicable laws and regulations.

Benefits of Understanding the Internal Control: An understanding of internal control assists the auditor in:
e identifying types of potential misstatements;
e identifying factors that affect the risks of material misstatement, and
e designing the nature, timing, and extent of further audit procedures.

Components of Internal Control

Q7.

CA Smriti is auditor of a company. As part of audit, she is going through company policies and practices regarding employee
recruitment, training, orientation and related matters. She seems to be very much interested in finding out whether company
hires best candidates from applicant pool. Identify what she is trying to do? How gaining knowledge about this aspect is
useful to her as an auditor? (ICAI Study Material - Test Your Understanding)
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The study of company policies and practices regarding employee recruitment, training, orientation and related matters
including hiring of best candidates is part of understanding the HR function of the company. It, in turn, helps in
understanding the control environment of the company. By gaining such a knowledge, she can better understand internal
control of the company.

Qs. During the audit of company, CA Smriti is keen to find out whether there exists a proper system of segregation of duties in
the company. She wants to be sure that a person responsible for recording a transaction is different from the person
authorising it. Discuss what she is trying to do and how its understanding is significant to her as an auditor.

(ICAI Study Material - Test Your Understanding)

e Sheis keen to find out whether there exists a proper system of segregation of duties in the company.

e Sheis gaining an understanding of internal control of the company. In particular, she is understanding “control
activities”.

e When a person recording a transaction is different from one authorizing it, she gains confidence that there exists a
system for preventing misstatements.

e |t helps her in gaining insight into the internal control system of the company.

Qo. “The auditor shall obtain an understanding of the control environment” Explain stating what is included in control
environment. (ICAI Study Material - Test Your Knowledge)
OR
The auditor of XYZ Ltd, engaged in FMCG (Fast Moving Consumable Goods) obtains an understanding of the control
environment. As part of obtaining this understanding, the auditor evaluates whether:
i) Management has created and maintained a culture of honesty and ethical behavior; and
ii) The strengths in the control environment elements collectively provide an appropriate foundation for the other
components of internal control.
Advise what is included in the control environment. Also explain the elements of the control environment.
(RTP, May 2018, NA) (MTP1, May 2018, 6 Marks) (MTP1, Nov 2018, 5 Marks) (MTP1, May 2019, 6 Marks) (MTP1, May
2020, 4 Marks)
OR
The auditor of FAST CARS Ltd obtains an understanding of the control environment. As part of obtaining this understanding,
the auditor evaluates whether management has created and maintained a culture of honesty and ethical behaviour and the
strengths in the control environment elements collectively provide an appropriate foundation for the other components of
internal control. Advise what is included in control environment. Also explain the elements of control environment.

(RTP, Nov 2019, NA)

What is included in the Control Environment?
The control environment includes:
e the governance and management functions and
e the attitudes, awareness, and actions of those charged with governance and management.
The control environment sets the tone of an organization, influencing the control consciousness of its people.

Elements of the Control Environment:

1. Communication and enforcement of integrity and ethical values — These are essential elements that influence the
effectiveness of the design, administration and monitoring of controls.

2. Commitment to competence — Matters such as management'’s consideration of the competence levels for
particular jobs and how those levels translate into requisite skills and knowledge.

3. Participation by those charged with governance - It includes attributes of those charged with governance such as
their independence from management, their experience and stature, the extent of their involvement and the
information they receive and the scrutiny of activities

4. Management’s philosophy and operating style — Characteristics such as management's:
e Approach to taking and managing business risks.
e Attitudes and actions toward financial reporting.
e Attitudes toward information processing and accounting functions and personnel.

5. Organisational structure — The framework within which an entity’s activities for achieving its objectives are
planned, executed, controlled, and reviewed.
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6. Assignment of authority and responsibility - Matters such as how authority and responsibility for operating
activities are assigned and how reporting relationships and authorisation hierarchies are established.

7. Human resource policies and practices — Policies and practices that relate to, for example, recruitment, orientation,
training, evaluation, counselling, promotion, compensation, and remedial actions.

Q10.

The auditor shall obtain an understanding of the major activities that the entity uses to monitor internal control over financial
reporting” Explain. (ICAI Study Material- Test Your Knowledge)

OR
Define Monitoring of Controls and in respect of monitoring of controls, answer the following questions:
i) How monitoring of controls would be helpful in assessing the effectiveness of controls?
ii) How can management accomplish monitoring of controls?
iii) What is included in the Management’s monitoring activities?
(RTP, Nov 2022, NA)

Monitoring of controls is a process to assess the effectiveness of internal control performance over time.

i) Monitoring of controls helps in assessing the effectiveness of controls on a timely basis and taking necessary
remedial actions.

ii) Management accomplishes monitoring of controls through ongoing activities, separate evaluations, or a
combination of the two. Ongoing monitoring activities are often built into the normal recurring activities of an entity
and include regular management and supervisory activities.

iii) Management’s monitoring activities may include using information from communications from external parties
such as customer complaints and regulator comments that may indicate problems or highlight areas in need of
improvement

Q11.

“A satisfactory control environment is not an absolute deterrent to fraud although it may help reduce the risk of fraud.”
Explain. (RTP, May 2018, NA)
OR

The existence of a satisfactory control environment can be a positive factor when the auditor assesses the risks of material
misstatement. Analyse and explain. (RTP, May 2019, NA)

Satisfactory Control Environment - not an absolute deterrent to fraud:

The existence of a satisfactory control environment can be a positive factor when the auditor assesses the risks of material
misstatement. However, although it may help reduce the risk of fraud, a satisfactory control environment is not an absolute
deterrent to fraud. Deficiencies in the control environment may undermine the effectiveness of controls, in particular in
relation to fraud.

For example, management’s failure to commit sufficient resources to address IT security risks may adversely affect internal
control by allowing improper changes to be made to computer programs or to data, or unauthorized transactions to be
processed. As per SA 330, the control environment also influences the nature, timing, and extent of the auditor’s further
procedures.

The control environment in itself does not prevent, or detect and correct, a material misstatement. It may, however,
influence the auditor’s evaluation of the effectiveness of other controls (for example, the monitoring of controls and the
operation of specific control activities) and thereby, the auditor’'s assessment of the risks of material misstatement.

Q12.

The auditor of PQR Ltd, a company engaged in the manufacturing of Auto parts obtains an understanding of control
activities relevant to the audit, which the auditor considers necessary to assess the risks of material misstatement.
Auditor is of the view that he requires an understanding of only those control activities related to significant class of
transactions, account balance, and disclosure in the financial statements and the assertions which the auditor finds relevant
in his risk assessment process. Advise explaining the meaning of control activities. Also identify and explain the control
activities which are relevant to the audit (MTP2, May 2018, 6 Marks)

OR
The auditor shall obtain an understanding of control activities relevant to the audit, which the auditor considers necessary to
assess the risks of material misstatement. Explain in detail stating clearly the meaning of control activities and also discuss
control activities that are relevant to the audit. (RTP, May 2021, NA)

Control Activities - Component of Internal Control
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The auditor shall obtain an understanding of control activities relevant to the audit, which the auditor considers necessary to
assess the risks of material misstatement. An audit requires an understanding of only those control activities related to a
significant class of transactions, account balance, and disclosure in the financial statements and the assertions which the
auditor finds relevant in his risk assessment process.

Control activities are the policies and procedures that help ensure that management directives are carried out. Control
activities, whether within IT or manual systems, have various objectives and are applied at various organisational and
functional levels. Examples of specific control activities include those relating to the following

e  Authorization
Segregation of Duties
Physical controls
Information processing
Performance reviews

Control activities that are relevant to the audit are:

e Control activities that relate to significant risks and those that relate to risks for which substantive procedures
alone do not provide sufficient appropriate audit evidence; or

e Those that are considered to be relevant in the judgment of the auditor.

e As part of the risk assessment, the auditor shall determine whether any of the risks identified are, in the auditor’s
judgment, a significant risk.

Q13. | The division of internal control into five components provides a useful framework for auditors to consider how different
aspects of an entity's internal control may affect the audit. Mention those components of internal control.

(MTP1, Nov 2020, 4 Marks) (MTP1, Nov 2021, 3 Marks) (RTP, May 2023, NA) (MTP1, May 2023, 3 marks)

The division of internal control into the following five components provides a useful framework for auditors to consider how
different aspects of an entity’s internal control may affect the audit:

e The control environment;

The entity's risk assessment process;
Monitoring of controls.

Control activities; and

The information system, including the related business processes, relevant to financial reporting, and
communication;

Q14. | The auditor shall obtain an understanding of major activities that the entity uses to monitor internal control over financial
reporting. Discuss "Monitoring of control" as a component of internal control. (SA, Nov 2020, 4 Marks)

Monitoring of Controls: Component of Internal Control

The auditor shall obtain an understanding of the major activities that the entity uses to monitor internal control over financial
reporting. Monitoring of controls is a process to assess the effectiveness of internal control performance over time.

e Monitoring of controls helps in assessing the effectiveness of controls on a timely basis and taking necessary
remedial actions.

e Management accomplishes monitoring of controls through ongoing activities, separate evaluations, or a
combination of the two. Ongoing monitoring activities are often built into the normal recurring activities of an entity
and include regular management and supervisory activities.

e Management’s monitoring activities may include using information from communications from external parties
such as customer complaints and regulator comments that may indicate problems or highlight areas in need of
improvement.

e Management’s monitoring of control is often accomplished by management’s or the owner-manager’s close
involvement in operations. This involvement often will identify significant variances from expectations and
inaccuracies in financial data leading to remedial action to the control.

Q15. | The auditor shall obtain an understanding of the information system, including the related business processes, relevant to
financial reporting, including the classes of transactions in the entity’s operations that are significant to the financial
statements, controls surrounding journal entries etc. Explain the other considerations in this regard.

(RTP, May 2021, NA) (MTP2, May 2022, 4 marks)
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OR
The auditor obtains an understanding of the information system, including the related business processes, relevant to
financial reporting to gain insight of this important component of internal control. What are the specific areas in respect of
which auditor gains such understanding? (MTP1, Nov 2023, 4 marks)

The auditor shall obtain an understanding of the information system, including the related business processes, relevant to
financial reporting, including the following are as:

e The classes of transactions in the entity’s operations that are significant to the financial statements;

e The procedures by which those transactions are initiated, recorded, processed, corrected as necessary, transferred
to the general ledger and reported in the financial statements;

e The related accounting records, supporting information and specific accounts in the financial statements that are
used to initiate, record, process and report transactions;

e How the information system captures events and conditions that are significant to the financial statements;
e The financial reporting process used to prepare the entity’s financial statements;
e Controls surrounding journal entries.

Q16. | Explain what understanding should an auditor obtain regarding an entity’s risk assessment process (one of the components
of the internal control of the entity). (MTP2, Nov 2022, 3 Marks)

The Entity’s Risk Assessment Process— Component of Control Environment

The auditor shall obtain an understanding of whether the entity has a process for:
Identifying business risks relevant to financial reporting objectives;

e Estimating the significance of the risks;

e Assessing the likelihood of their occurrence; and

e Deciding about actions to address those risks.

The entity’s risk assessment process forms the basis for the risks to be managed. If that process is appropriate, it would
assist the auditor in identifying risks of material misstatement. Whether the entity’s risk assessment process is appropriate
to the circumstances is a matter of judgment .

Q17. | Z Ltd. is a manufacturer of ready-made garments. During the year 2022-23, they have opened two new branches and there is
a substantial increase in their sales. The management has appointed CA R to review the internal control system of the
company as they feel that there are lapses in the control environment of the company. What is included in the control
environment and what will the auditor evaluate in order obtain an understanding of the control environment?

(SA, Nov 2022, 3 marks)

The control environment includes:
e the governance and management functions and
e the attitudes, awareness, and actions of those charged with governance and management .
The control environment sets the tone of an organization, influencing the control consciousness of its people.

The auditor shall obtain an understanding of the control environment. As part of obtaining this understanding, the auditor
shall evaluate whether:

e Management has created and maintained a culture of honesty and ethical behavior; and

e The strengths in the control environment elements collectively provide an appropriate foundation for the other
components of internal control.

Are all Controls Relevant to the audit?

Q18. | Factors relevant to the auditor’s judgment about whether a control, individually or in combination with others, is relevant to
the audit may include such matters as materiality, the significance of the related risk etc. Explain in detail.

(RTP, May 2021, NA) (MTP1, May 2022, 3 marks)
OR

Explain the matters which should be included for factors relevant to the auditors' judgement about whether a control is
relevant to the audit. (RTP, Nov 2022, NA)
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There is a direct relationship between an entity’s objectives and the controls implemented to provide reasonable assurance
about their achievement. The entity’s objectives, and therefore controls, relate to financial reporting, operations and
compliance; however, not all of these objectives and controls are relevant to the auditor’s risk assessment.

Factors relevant to the auditor’s judgment about whether a control, individually or in combination with others, is relevant to
the audit may include such matters as the following:

e  Materiality.

The significance of the related risk.

The size of the entity.

The nature of the entity’s business, including its organisation and ownership characteristics.

The diversity and complexity of the entity’s operations.

Applicable legal and regulatory requirements.

The circumstances and the applicable component of internal control.

The nature and complexity of the systems that are part of the entity’s internal control, including the use of service

organisations.

e  Whether, and how, a specific control, individually or in combination with others, prevents, or detects and corrects,
material misstatement.

Nature

and Extent of the Understanding of Relevant Controls

Q19.

Discuss what is included in risk assessment procedures to obtain audit evidence about the design and implementation of
relevant controls (RTP, May 2018, NA)

Risk assessment procedures to obtain audit evidence about the design and implementation of relevant controls may include-
e Inquiring of entity personnel
e Observing the application of specific controls.
e Inspecting documents and reports.
e Tracing transactions through the information system relevant to financial reporting

Evaluation of Internal Control System

Q20.

Zomba Products Private limited is a small company. The control systems in the company are rudimentary. How, you as an
auditor of the company, would proceed to evaluate internal control of the company?

(ICAI Study Material - Test Your Understanding)

In a small company, control systems are basic and not formalized. Therefore, auditor should proceed to evaluate internal
control using narrative record.

Q21.

Mr. Y, one of the team member of the auditors of What and Where Limited was very keen in knowing whether the internal
control of the company would safeguard the company’s assets. Advise Mr. Y. (ICAI Study Material - lllustration)

The review of internal controls will enable the auditors to know whether the controls adequately safeguard the assets.

Q22.

Mr. H, a team member of the auditor of There and Here Limited was of the view that evaluation of internal control of the
company would help in identifying the areas where internal control is weak. Advise. (ICAI Study Material - lllustration)

The review of internal controls will enable the auditor to know what are the areas where control is weak and where it is
excessive.

Q23.

In order to evaluate the Internal Control of Your and My Limited, a team member of the auditors used a method according to
which, number of questions relating to internal control of the company were required to be answered by the employees of
the company. After obtaining the answers there was a discussion relating to those answers between team member of the
auditor and employees of the company for a clear picture. State the method of evaluation of internal control as discussed
above. (ICAI Study Material - lllustration)
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The method of evaluation of internal control used in the above question is known as Internal Control Questionnaire because
in questionnaire method, a number of questions relating to internal control of a company are required to be answered by
employees of that company and when answers to the questions are obtained, there is a discussion relating to those answers
between team members of the auditors and employees of that company for a clear picture.

Q24. | Healthy and Useful Limited is into small manufacturing as well as trading business. For the purpose of evaluating the
internal control of Healthy and Useful Limited, a team member of the auditors of the company used a method according to
which the whole description of internal control that was operating in the said company was to be recorded. Identify the
method of evaluation of internal control as mentioned above. (ICAI Study Material - Illustration)

The method of evaluation of internal control referred above is known as Narrative Record because in Narrative Record
method, a whole description of internal control operating in an entity is recorded. Narrative Record method is also
appropriate for small manufacturing as well as trading business as is mentioned in the question above case.

Q25. | AFlow Chart is a graphic presentation of each part of the company’s system of internal control. Explain elaborating each and
every aspect about flow chart. (RTP, Nov 2018, NA)

Flow Chart:

e Itis a graphic presentation of each part of the company’s system of internal control.

e Itis the most concise way of recording the auditor’s review of the system.

e |t minimises the amount of narrative explanation and thereby achieves a presentation not possible in any other
form.

e It gives bird's eye view of the system and the flow of transactions.

e This will help him to understand and evaluate the internal controls in the correct perspective and identify
deficiencies

Q26. | The auditor can formulate his entire audit programme only after he has had a satisfactory understanding of the internal
control systems and their actual operation. Analyse and explain. (RTP, Nov 2018, NA)

OR
The extent and the nature of the audit programme is substantially influenced by the internal control system in operation.
Analyse and explain. (RTP, Nov 2019, NA)

e The auditor can formulate his entire audit programme only after he has had a satisfactory understanding of the
internal control systems and their actual operation.

e |t would be better if the auditor can undertake the review of the internal control system of the client. He will also be
in a position to bring to the notice of the management the weaknesses of the system and to suggest measures for
improvement. At a further interim date or in the course of the audit, he may ascertain how far the weaknesses have
been removed.

e A proper understanding of the internal control system in its content and working also enables an auditor to decide
upon the appropriate audit procedure to be applied in different areas to be covered in the audit programme.

e In a situation where the internal controls are considered weak in some areas, the auditor might choose an auditing
procedure or test that otherwise might not be required; he might extend certain tests to cover a large number of
transactions or other items than he otherwise would examine and at times he may perform additional tests to bring
him the necessary satisfaction

Q27. | So far as the auditor is concerned, the examination and evaluation of the internal control system is an indispensable part of

the overall audit programme. The auditor needs reasonable assurance that the accounting system is adequate and that all
the accounting information which should be recorded has in fact been recorded. Internal control normally contributes to
such assurance. Explain stating clearly the benefits of evaluation of internal control to the auditor.
(RTP, May 2019, NA)

OR
The review of internal controls will enable the auditor to know the areas where control is weak. Explain stating clearly the
benefits of evaluation of internal control to the auditor.
(RTP, Nov 2022, NA)

Benefits of Evaluation of Internal Control to the Auditor
The review of internal controls will enable the auditor to know:
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whether errors and frauds are likely to be located in the ordinary course of operations of the business;

whether an adequate internal control system is in use and operating as planned by the management;

whether an effective internal auditing department is operating;

whether any administrative control has a bearing on his work (for example, if the control over worker recruitment
and enrolment is weak, there is a likelihood of dummy names being included in the wages sheet and this is relevant
for the auditor);

e whether the controls adequately safeguard the assets;

how far and how adequately the management is discharging its function in so far as correct recording of
transactions is concerned;

how reliable the reports, records and the certificates to the management can be;

the extent and the depth of the examination that he needs to carry out in the different areas of accounting;
what would be appropriate audit technique and the audit procedure in the given circumstances;

what are the areas where control is weak and where it is excessive; and

whether some worthwhile suggestions can be given to improve the control system.

Part Il: Correct/Incorrect Questions

Q1. Maintenance of Internal Control System is the responsibility of the Statutory Auditor.
(ICAI Study Material - Test Your Knowledge)

Incorrect. The management is responsible for maintaining an adequate accounting system incorporating various internal
controls to the extent appropriate to the size and nature of the business. Maintenance of Internal Control System is
responsibility of management because internal control is the process designed, implemented and maintained by those
charged with governance/management to provide reasonable assurance about the achievement of entity’s objectives.

Q2. Satisfactory Control environment is not an absolute deterrent to fraud. (SA, May 2019, 2 Marks)

Correct. The existence of a Satisfactory Control environment can be a positive factor when an auditor assesses the risk of
material misstatement. However, although it may help reduce the risk of fraud, a satisfactory Control environment is not an
absolute deterrent to fraud.

Q3. Satisfactory Control environment is an absolute deterrent to fraud. (MTP1, Nov 2021, 2 Marks)

Incorrect. The existence of a Satisfactory Control environment can be a positive factor when an auditor assesses the risk of
material misstatement. However, although it may help reduce the risk of fraud, a satisfactory Control environment is not an
absolute deterrent to fraud.

Q4. Internal control cannot eliminate risk of material misstatements in the financial statements. (SA, Dec 2021, 2 marks)

Correct. Control risk is a function of the effectiveness of the design, implementation and maintenance of internal control by
management. However, internal control can only reduce but not eliminate risks of material misstatement in the financial
statements. This is because of the inherent limitations of internal control.

There is a possibility of human errors or mistakes, or of controls being circumvented by collusion. Accordingly, some control
risk will always exist.

Q5. Control environment can prevent, detect and correct a material misstatement.
(MTP2, May 2022, 2 marks) (RTP, May 2023, NA) (RTP, Nov 2023, NA)

Incorrect. The control environment in itself does not prevent, or detect and correct, a material misstatement. It may,
however, influence the auditor’s evaluation of the effectiveness of other controls (for example, the monitoring of controls
and the operation of specific control activities) and thereby, the auditor's assessment of the risks of material misstatement

Q6. Inappropriate management can override internal controls of any organization. (SA, May 2022, 2 Marks)

Correct. Controls can be circumvented by the collusion of two or more people or inappropriate management override of
internal control. For example, management may enter into side agreements with customers that alter the terms and
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conditions of the entity’s standard sales contracts, which may result in improper revenue recognition. Also, edit checks in a
software program that are designed to identify and report transactions that exceed specified credit limits may be overridden
or disabled.

Q7. The internal control questionnaire is a series of instructions/ questions which a member of the auditing staff must follow
and/or answer. (MTP2, Nov 2022, 2 Marks)

Incorrect. Check list is a series of instructions and/or questions which a member of the auditing staff must follow and/or
answer. Internal control questionnaire is a comprehensive series of questions concerning internal control. The questionnaire
is usually issued to the client and the client is requested to get it filled by the concerned executives and employees.

Q8. Narrative record is a series of instructions and/or questions which a member of the auditing staff must follow and/or answer
(MTP1, May 2023, 2 marks)

Incorrect. Check list is a series of instructions and/or questions which a member of the auditing staff must follow and/or
answer. Narrative record is a complete and exhaustive description of the system as found in operation by the auditor.

Part lll: Multiple Choice Questions

Q1. The management of Magoo Ltd. has developed a strong internal control in its accounting system in such a way that the work
of one person is reviewed by another. Since no individual employee is allowed to handle a task alone from the beginning to
the end, the chances of early detection of frauds and errors are high. CA. Olive has been appointed as an auditor of the
company for current Financial Year 2023-24. Before starting the audit, she wants to evaluate the internal control system of
Magoo Ltd. To facilitate the accumulation of the information necessary for the proper review and evaluation of internal
controls, CA. Olive decided to use internal control questionnaire to know and assimilate the system and evaluate the same.
Which of the following questions need not be framed under internal control questionnaire relating to purchases?

(a) Are authorized signatories for purchases limited to elected officials?

(b) Are payments approved only on original invoices?

(c) Does authorized officials thoroughly review the documents before signing cheques?

(d) Are monthly bank reconciliations implemented for each and every bank accounts of the company?

(Sample MCQS)(RTP, May 2019, NA)

Correct answer: (d) Are monthly bank reconciliations implemented for each and every bank accounts of the company?

Q2. A company is engaged in manufacturing of wooden furniture. The auditor of company notes that company has identified
emerging risks pertaining to probable reduction in demand of company'’s products due to procurement of imported furniture
from South East Asian nations. It has also estimated how significant are those risks and their possibility of happening.
Besides, it has also formulated an action plan to deal with the situation, in case these risks materialize.

Which of the following options would be most appropriate to describe above situation?
(a) An example of audit risk for auditor

(b) An example of component of internal control of company

(c) An example of control risk of company

(d) An example of inherent risk for auditor

(MTP2, Nov 2022, 1 Mark)

Correct answer: (b) An example of component of internal control of company
Explanation:
e The given case explains “The entity’s risk assessment process”, one of the components of the internal control of
the entity.

e Regarding entity’s risk assessment process, the auditor shall obtain an understanding of whether the entity has a
process for: (a) Identifying business risks relevant to financial reporting objectives; (b) Estimating the significance
of the risks; (c) Assessing the likelihood of their occurrence; and (d) Deciding about actions to address those risks.

Q3. To evaluate the Internal Control of Kingsway Limited, a team member of the auditors used a method according to which,
number of questions relating to internal control of the company were required to be answered by the employees of the
company. After obtaining the answers there was a discussion relating to those answers between team member of the
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auditor and employees of the company for a clear picture. State the method of evaluation of internal control as discussed
above.

(a) Narrative record

(b) Check List

(c) Internal Control questionnaire

(d) Flow chart

(MTP1, Nov 2023, 1 mark)

Correct answer: (c) Internal Control questionnaire
Explanation:

e Internal Control Questionnaire is a comprehensive series of questions concerning internal control. The auditor
sends a questionnaire to the client for completion by relevant staff; any inconsistencies found are clarified through
discussion, leading to a report on deficiencies and improvement recommendations.

e The difference between check list and Questionnaire: Both include a detailed series of instructions generally in
Yes/No form. However, in the checklist junior or article assistant is required to ask questions from the client and fill
the response and a questionnaire is usually issued to the client and the client is requested to get it filled by their
employees.
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Chapter 3B - Response to the Assessed Risk

Part | : Descriptive Questions
Testing of Internal Control

Q1.

A Chartered accountant during course of audit of a company finds that cash is not deposited into bank frequently although
concerned staff of company was required to do so. Further, the official responsible for ensuring performance of above
function, has also not paid any attention to it. Discuss what does it represent from auditor’s perspective.

(ICAI Study Material - Test Your Understanding)

Cash is not deposited into bank frequently, although, concerned staff of company was required to do so.
Further, the official responsible for ensuring performance of above function, has also not paid any attention to it.
It means that control is not working as planned.

It would not be able to prevent misstatement and very purpose of control is defeated. It represents a “control
deficiency”

Q2.

XYZ & Associates, Chartered Accountants, while evaluating the operating effectiveness of internal controls, detects deviation
from controls. In such a situation, state the specific inquiries to be made by an auditor to understand these matters and their
potential consequences. (SA, May 2018, 5 Marks) (MTP1, May 2021, 4 Marks)

Evaluating the Operating Effectiveness of Controls:

When evaluating the operating effectiveness of relevant controls, the auditor shall evaluate whether misstatements that have
been detected by substantive procedures indicate that controls are not operating effectively. The absence of misstatements
detected by substantive procedures, however, does not provide audit evidence that controls related to the assertion being
tested are effective.

When deviations from controls upon which the auditor intends to rely are detected, the auditor shall make specific inquiries
to understand these matters and their potential consequences, and shall determine whether:

e The tests of controls that have been performed provide an appropriate basis for reliance on the controls;
e Additional tests of controls are necessary; or
e The potential risks of misstatement need to be addressed using substantive procedures.

A material misstatement detected by the auditor’s procedures is a strong indicator of the existence of a significant
deficiency in internal control

Q3.

A higher level of assurance may be sought about the operating effectiveness of controls when the approach adopted
consists primarily of tests of controls. Explain and also state when will the auditor design and perform tests of controls to
obtain sufficient appropriate audit evidence as to the operating effectiveness of relevant controls.

(RTP, Nov 2018, NA) (RTP, Nov 2020, NA)

Test of controls may be defined as an audit procedure designed to evaluate the operating effectiveness of controls in
preventing, or detecting and correcting, material misstatements at the assertion level.

The auditor shall design and perform tests of controls to obtain sufficient appropriate audit evidence as to the operating
effectiveness of relevant controls when:

e He expects that the controls are operating effectively, or
e Substantive procedures alone cannot provide sufficient appropriate audit evidence at the assertion level.

A higher level of assurance may be sought about the operating effectiveness of controls when the approach adopted
consists primarily of tests of controls, in particular where it is not possible or practicable to obtain sufficient appropriate
audit evidence only from substantive procedures.

Q4.

Discuss the various points which auditor needs to consider in determining whether it is appropriate to use audit evidence
about operating effectiveness of controls obtained in previous audit, and if so, the length of the time period that may elapse
before retesting. (SA, Nov 2019, 4 Marks) (MTP2, May 2023, 4 marks)
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In determining whether it is appropriate to use audit evidence about the operating effectiveness of controls obtained in
previous audits, and, if so, the length of the time period that may elapse before retesting a control, the auditor shall consider
the following:
e The effectiveness of other elements of internal control, including the control environment, the entity's monitoring of
controls, and the entity's risk assessment process;

e Therisks arising from the characteristics of the control, including whether it is manual or automated;
e The effectiveness of general IT-controls;

e The effectiveness of the control and its application by the entity, including the nature and extent of deviations in the
application of the control noted in previous audits, and whether there have been personnel changes that
significantly affects the application of the control;

e  Whether the lack of a change in a particular control poses a risk due to changing circumstances; and
e Therisks of material misstatement and the extent of reliance on the control

Q5.

When more persuasive audit evidence is needed regarding the effectiveness of a control, it may be appropriate to increase
the extent of testing of the control as well as the degree of reliance on controls. Discuss the matters the auditor may
consider in determining the extent of test of controls. (RTP, Nov 2020, NA)

When more persuasive audit evidence is needed regarding the effectiveness of a control, it may be appropriate to increase
the extent of testing of the control as well as the degree of reliance on controls. Matters the auditor may consider in
determining the extent of test of controls include the following:

e The frequency of the performance of the control by the entity during the period.

e The length of time during the audit period that the auditor is relying on the operating effectiveness of the control.
e The expected rate of deviation from a control.
[ )

The relevance and reliability of the audit evidence to be obtained regarding the operating effectiveness of the
control at the assertion level.

e The extent to which audit evidence is obtained from tests of other controls related to the assertion

Tests of Details

Q6.

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. Analyse and explain. (RTP, Nov 2018, NA)

OR
"A multinational co. wants to appoint you to carry the statutory audit." Discuss with reference to SA 330 the substantive
procedures to be performed to assess the risk of material misstatement. (SA, Nov 2018, 6 Marks)

Substantive procedures to be performed to assess the risk of material misstatement:

e 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.
Depending on the circumstances, the auditor may determine that:

o  Performing only substantive analytical procedures will be sufficient to reduce audit risk to an acceptably
low level. For example, where the auditor’'s assessment of risk is supported by audit evidence from tests of
controls.

o  Only tests of details are appropriate.

o A combination of substantive analytical procedures and tests of details are most responsive to the
assessed risks.

e Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time.
e The nature of the risk and assertion is relevant to the design of tests of details.

o  For example, tests of details related to the existence or occurrence assertion may involve selecting from
items contained in a financial statement amount and obtaining the relevant audit evidence.

o  Onthe other hand, tests of details related to the completeness assertion may involve selecting from items
that are expected to be included in the relevant financial statement amount and investigating whether they
are included.

e Because the assessment of the risk of material misstatement takes account of internal control, the extent of
substantive procedures may need to be increased when the results from tests of controls are unsatisfactory.
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e In designing tests of details, the extent of testing is ordinarily thought of in terms of the sample size. However, other
matters are also relevant, including whether it is more effective to use other selective means of testing.

Internal Financial Controls as per Regulatory Requirements

Q7. Explain the meaning of internal financial controls as per the Companies Act, 2013. Also explain its objectives.
(MTP2, Nov 2021, 4 Marks)

Section 134(5)(e) explains the meaning of internal financial controls as, “the policies and procedures adopted by the
company for ensuring the orderly and efficient conduct of its business, including adherence to company’s policies, the
safeguarding of its assets, the prevention and detection of frauds and errors, the accuracy and completeness of the
accounting records, and the timely preparation of reliable financial information.”

From the above definition, it is clear that internal financial controls are the policies and procedures adopted by the company
for:

ensuring the orderly and efficient conduct of its business, including adherence to company’s policies,
the safeguarding of its assets,

the prevention and detection of frauds and errors,

the accuracy and completeness of the accounting records, and

the timely preparation of reliable financial information.

Qs. Explain the meaning of Internal Financial Controls clearly stating reporting requirement (with reference to audit) on

adequacy of internal financial controls. Also discuss about its (reporting requirement on adequacy of internal financial
controls) applicability on various types of Companies. (RTP, May 2022, NA)

Section 134(5)(e) explains the meaning of internal financial controls as, “the policies and procedures adopted by the
company for ensuring the orderly and efficient conduct of its business, including adherence to company’s policies, the
safeguarding of its assets, the prevention and detection of frauds and errors, the accuracy and completeness of the
accounting records, and the timely preparation of reliable financial information.”

Section 143(3)(i) of the Companies Act 2013 requires an auditor to report whether the company has adequate internal
financial controls with reference to financial statements in place and the operating effectiveness of such controls.

However, it may be noted that the reporting requirement on adequacy of internal financial controls (IFCs) with reference to
financial statements shall not be applicable to a private company which is a—

e  One person company; or Small company; or

e Company having turnover less than ¥ 50 crore as per latest audited financial statement and having aggregate

borrowings from banks or financial institutions or anybody corporate at any point of time during the financial year
less than ¥ 25 crore.

Part Il: Correct/Incorrect Questions

Q1. Tests of control are performed to obtain audit evidence about the effectiveness of Internal Controls Systems.
(ICAI Study Material - Test Your Knowledge)

Correct. Tests of Control are performed to obtain audit evidence about the effectiveness of:

e the design of the accounting and internal control systems that is whether, they are suitably designed to prevent or
detect or correct material misstatements and

e the operation of the internal controls throughout the period.

Q2. Inquiry alone is sufficient to test the operating effectiveness of controls.
(ICAI Study Material - Test Your Knowledge) (SA,May 2018, 2 Marks)

Incorrect. Inquiry alone is not sufficient to test the operating effectiveness of controls. Accordingly, other audit procedures
are performed in combination with inquiry.
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Inquiry combined with inspection or reperformance may provide more assurance than inquiry and observation, since an
observation is pertinent only at the point in time at which it is made.

Qs. When the auditor has determined that an assessed risk of material misstatement at the assertion level is a significant risk,
the auditor shall not perform substantive procedures that are specifically responsive to that risk.

(RTP, Nov 2018, NA) (RTP, May 2019, NA)

Incorrect. When the auditor has determined that an assessed risk of material misstatement at the assertion level is a
significant risk, the auditor shall perform substantive procedures that are specifically responsive to that risk. When the
approach to a significant risk consists only of substantive procedures, those procedures shall include tests of details.

Q4. ‘Test of Control’ may be defined as an audit procedure designed to detect material misstatements at the assertion level.
(MTP1, Nov 2019, 2 Marks)

Incorrect. Substantive procedure may be defined as an audit procedure designed to detect material misstatements at the
assertion level whereas ‘tests of controls’ is an audit procedure designed to evaluate the operating effectiveness of
controls in preventing, or detecting and correcting, material misstatements at the assertion level.

Q5. The auditor's reporting on internal financial control will be applicable with respect to interim financial statements.
(SA, Nov 2019, 2 marks) (MTP2, May 2023, 2 marks)

Incorrect. Section 143(3)(i) of the Companies Act 2013 requires the auditors’ report to state whether the company has
adequate internal financial controls with reference to FS in place and the operating effectiveness of such controls.

It may be noted that auditor’s reporting on internal financial controls is a requirement specified in the Act and, therefore, will
apply only in case of reporting on financial statements prepared under the Act and reported under Section 143.
Accordingly, reporting on internal financial controls will not be applicable with respect to interim financial statements, such
as quarterly or half-yearly financial statements, unless such reporting is required under any other law or regulation.

Part lll: Multiple Choice Questions

Q1. Who is responsible for maintaining effective internal financial controls?
(a) Statutory auditor

(b) Audit Committee

(c) Management

(d) Shareholders

(ICAI Study Material - Test Your Knowledge)

Correct answer: (c) Management

Explanation: The directors and management have primary responsibility of implementing and maintaining an effective
internal controls framework and auditors are expected to evaluate, validate and report on the design and operating
effectiveness of internal financial controls

Q2. Because the assessment of the risk of material misstatement takes account of internal control,

(a) the extent of substantive procedures may need to be increased irrespective of the results from tests of controls.

(b) the extent of substantive procedures may need to be increased when the results from tests of controls are satisfactory.
(c) the extent of substantive procedures may need to be decreased when the results from tests of controls are
unsatisfactory.

(d) the extent of substantive procedures may need to be increased when the results from tests of controls are
unsatisfactory.

(Sample MCQs) (ICAI MCQs)

Correct answer: (d) the extent of substantive procedures may need to be increased when the results from tests of controls
are unsatisfactory

Q3. When deviations from controls upon which the auditor intends to rely are detected,
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(a) the auditor shall not make any inquiries to understand these matters and their potential consequences
(b) the auditor shall make specific inquiries to understand these matters and their potential consequences
(c) the auditor shall make general inquiries to understand these matters and their potential consequences

(d) the auditor shall make both general as well as specific inquiries to understand these matters and their potential
consequences

(Sample MCQs) (ICAI MCQs) (RTP, Nov 2019, NA)

Correct answer: (b) the auditor shall make specific inquiries to understand these matters and their potential consequences

Q4. When more persuasive audit evidence is needed regarding the effectiveness of a control,
(a) it may be appropriate to increase the extent of testing of the control and reduce the extent of the degree of reliance on
controls
(b) it may be appropriate to decrease the extent of testing of the control as well as the degree of reliance on controls.
(c) it may be appropriate to decrease the extent of testing of the control and increase the extent of the degree of reliance on
controls.
(d) it may be appropriate to increase the extent of testing of the control as well as the degree of reliance on controls.
(Sample MCQs) (RTP, Nov 2019, NA)
Correct answer: (d) it may be appropriate to increase the extent of testing of the control as well as the degree of reliance on
controls
Q5. Who is mainly responsible for implementation of internal financial controls in a company?
(a) Auditors
(b) Directors
(c) Employees
(d) Regulators
(ICAI MCQs)
Correct answer: (b) Directors
Explanation: The directors and management have primary responsibility of implementing and maintaining an effective
internal controls framework and auditors are expected to evaluate, validate and report on the design and operating
effectiveness of internal financial controls
Q6. The Guidance Note on Audit of Internal Financial Controls over Financial Reporting has been issued by?
(a) ICAI
(b) SEBI
(c) MCA
(d) RBI
(ICAI MCQs) (MTP1, May 2019, 1 Mark)
Correct answer: (a) ICAI
Q7. Who among the following is required to comply with Section 149(8) read with Schedule IV to the companies Act,2013?

(a) Board of Directors

(b) Audit Committee

(c) Statutory Auditor

(d) Independent Directors
(ICAI MCQs)

Correct answer: (d) Independent Directors

Explanation: As per Section 149(8) of the Act, the company and independent directors shall abide by the provisions specified
in Schedule IV which lays down the Code for Independent Directors. As per this code, the role and functions of Independent
directors include that they shall satisfy themselves on the integrity of financial information and that financial controls and
the systems of risk management are robust and defensible
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Qs. The term Internal Financial Controls (IFC) basically refers to the policies and procedures put in place by companies for
ensuring:

(a) reliability of financial reporting

(b) effectiveness and efficiency of operations

(c) compliance with applicable laws and regulations
(d) All of the above

(ICAI MCQs)

Correct answer: (d) All of the above

Qo. The company and shall abide by the provisions specified in Schedule IV which lays down the Code for
Independent Directors

(a) independent directors
(b) women directors

(c) board of directors

(d) executive directors
(ICAI MCQs)

Correct answer: (a) independent directors

Explanation: As per Section 149(8) of the Act, the company and independent directors shall abide by the provisions specified
in Schedule IV which lays down the Code for Independent Directors. As per this code, the role and functions of Independent
directors include that they shall satisfy themselves on the integrity of financial information and that financial controls and
the systems of risk management are robust and defensible

Q10. | In designing and performing test of controls, the auditor shall perform other audit procedures in combination with inquiry to
obtain audit evidence about the operating effectiveness of the controls, including:

(i) How the controls were applied at relevant times during the period under audit.
(i) The consistency with which they were applied.

(iif) By whom or by what means they were applied.

Which of the following is correct?

(a) (i) and (i)

(b) (ii) and (iii)

() (i),(ii) and (iii)

(d) (i) and (iii)

(ICAI MCQs) (MTP1, May 2022, 1 mark)

Correct answer: (c) (i),(ii) and (iii)

Q11. | Statement 1: Audit procedures consist of Risk Assessments Procedures and other procedures.
Statement 2: Substantive procedures consist of test of details and analytical procedures.

(a) Only Statement 1 is correct

(b) Only Statement 2 is correct

(c) Both 1 & 2 are correct

(d) Both 1 & 2 are incorrect

(RTP, May 2020, NA) (MTP1, Nov 2022, 1 Mark)

Correct answer: (c) Both 1 & 2 are correct

Q12. | The term Internal Financial Controls (IFC) basically refers to the policies and procedures put in place by companies for
ensuring:

(i) Reliability of financial reporting

(if) Compliance with applicable laws and regulations
(iiif) Safeguarding of assets.

(iv) Effectiveness and efficiency of operations

(v) Prevention and detection of frauds

Neeraj Arora | www.edu91.org 3B.6


http://www.edu91.org

Question Bank - Chapter 3B Compiled by Neeraj Arora and TEAM

Which statement is correct?
(@) (i),(i)and (iv)

(b) (i),(iii) (v) and(ii)

(c) (i),(ii),(iii) and (iv)

(d) (i), (ii),(iii),(iv)and (v)
(MTP1, Nov 2023, 1 mark)

Correct answer: (d) (i), (ii),(iii),(iv)and (v)

Explanation: The term Internal Financial Controls (IFC) basically refers to the policies and procedures put in place by
companies for ensuring: Reliability of financial reporting, Effectiveness and efficiency of operations, Compliance with
applicable laws and regulations, Safeguarding of assets, Prevention and detection of frauds

Q13.

Financial statements of a company have been put up for audit before the auditor. On going through financial statements, he
wants to verify some major bills debited in “Machinery repair” account. The purpose of it is to ensure that bills are entered
correctly and their classification is proper. As regards verification of bills debited in “Machinery repair” account, identify what
he intends to perform?

(a) Tests of Controls

(b) Tests of transactions

(c) Tests of balances

(d) Risk assessment procedures
(MTP1, Nov 2023, 1 mark)

Correct answer: (b) Tests of transactions

Explanation: Tests of details are further classified into tests of transactions i.e., vouching and tests of balancesi.e.,
verification. For example, a purchase transaction may be verified by examining the related purchase invoice, goods received
note, inward gate entry register. Such tests of transactions help in establishing the authenticity of transactions recorded in
books of accounts
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Chapter 3C - Materiality

Part | : Descriptive Questions
What is meant by materiality?

Q1.

CA A. Raja is auditor of Build Well Forgings Private Limited having a revenue of ¥ 25 crore. The company has been
sanctioned a term loan of ¥ 50 lacs from a bank. However, as at end of the year, only ¥ 1 lac was availed due to delay in
procurement of asset. The financial statements of the company do not disclose nature of security against which loan has
been taken. Schedule Il of Companies Act,2013 requires disclosure in this respect. Discuss, whether, non-disclosure of
nature of security is material for auditor (ICAI Study Material - Test Your Understanding)

If there is any statutory requirement of disclosure, it is to be considered material. Schedule Il mandates disclosure of nature
of security in relation to loan. The amount involved is irrelevant

Q2.

One of the team members of auditors of Highly Capable Limited was of the view that Materiality and Audit Risk are only
considered at planning stage of an audit. Comment as an auditor (ICAI Study Material - lllustration)

The concept of materiality is applied by the auditor both in planning and performing the audit, and in evaluating the effect of
identified misstatements on the audit and of uncorrected misstatements, if any, on the financial statements and in forming
the opinion in the auditor’s report.

Qs.

Financial reporting frameworks often discuss the concept of materiality in the context of the preparation and presentation of
financial statements. Explain (RTP, May 2021, NA)

Financial reporting frameworks often discuss the concept of materiality in the context of the preparation and presentation of
financial statements. Although financial reporting frameworks may discuss materiality in different terms, they generally
explain that:

1. Misstatements, including omissions, are considered to be material if they, individually or in the aggregate, could
reasonably be expected to influence the economic decisions of users taken on the basis of the financial
statements;

2. Judgments about materiality are made in the light of surrounding circumstances, and are affected by the size or
nature of a misstatement, or a combination of both; and

3. Judgments about matters that are material to users of the financial statements are based on a consideration of the
common financial information needs of users as a group. The possible effect of misstatements on specific
individual users, whose needs may vary widely, is not considered.

Q4.

What could be considered material for all situations cannot be defined precisely and an amount or transaction material in
one situation may not be material in other situation. Explain. (RTP, Nov 2021, NA)

e  SA 320 on "Materiality in Planning and Performing an Audit” requires that an auditor should consider materiality
and its relationship with audit risk while conducting an audit. When planning the audit, the auditor considers what
would make the financial information materially misstated.

e The auditor’s preliminary assessment of materiality related to specific account balances and classes of
transactions helps the auditor decide such questions as what items to examine and whether to use sampling and
analytical procedures. This enables the auditor to select audit procedures that, in combination, can be expected to
support the audit opinion at an acceptably low degree of audit risk.

e It may be noted that the auditor’s assessment of materiality and audit risk may be different at the time of initially
planning of the audit as against at the time of evaluating the results of audit procedures. At the planning stage, the
auditor needs to consider the materiality for the financial statements as a whole. The auditor has to carry out a
preliminary identification of significant components and material classes of transactions, account balances and
disclosure which he plans to examine.

e What could be considered material for all situations cannot be defined precisely and an amount or transaction
material in one situation may not be material in other situation. For example, ¥ 5,000 may be material for a small
entity, but even ¥ 100,000 may not be material for a large entity

Qs.

While conducting the audit of Smart TV Ltd, engagement team of HTR & Co, has considered materiality and audit risk
throughout the audit. Discuss explaining the meaning of audit risk. (RTP, May 2022, NA)
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Audit risk is the risk that the auditor expresses an inappropriate audit opinion when the financial statements are materially
misstated. Audit risk is a function of the risks of material misstatement and detection risk. Materiality and audit risk are
considered throughout the audit, in particular, when:

e Identifying and assessing the risks of material misstatement;
e Determining the nature, timing and extent of further audit procedures; and

e Evaluating the effect of uncorrected misstatements, if any, on the financial statements and in forming the opinion in
the auditor’s report.

Determination of materiality- a matter of professional judgment

Qeé.

The auditor's determination of materiality is a matter of professional judgment, and is affected by the auditor’s perception of
the financial information needs of users of the financial statements. In this context, explain the auditor's assumptions about
users of the financial statements. (RTP, May 2021, NA)

The auditor's determination of materiality is a matter of professional judgment, and is affected by the auditor’s perception of
the financial information needs of users of the financial statements. In this context, it is reasonable for the auditor to assume
that users:

e Have areasonable knowledge of business and economic activities and accounting and a willingness to study the
information in the financial statements with reasonable diligence;

e Understand that financial statements are prepared, presented and audited to levels of materiality;

e Recognize the uncertainties inherent in the measurement of amounts based on the use of estimates, judgment and
the consideration of future events; and

e Make reasonable economic decisions on the basis of the information in the financial statements.

Benchmarking

Q7.

Determining materiality involves the exercise of professional judgment. A percentage is often applied to a chosen
benchmark as a starting point in determining materiality for the financial statements as a whole. Discuss stating the factors
that may affect the identification of an appropriate benchmark (RTP, May 2018, NA)

OR
With Ref. to SA 320 "Materiality in planning and performing an audit" Indicate the factors which may effect the identification
of an appropriate benchmark while determining materiality for the financial statements as a whole.
(SA, Nov 2020, 4 Marks)

OR
You are being appointed as the auditor of Track Ltd. for the first time. You want to determine the materiality level and for that
you have applied percentage to choose benchmark as a starting point in determining materiality for the financial statements
as a whole. What are the factors that may affect the identification of an appropriate benchmark?
(RTP, May 2022, NA)

OR
An auditor has to exercise professional judgement in determining materiality. Explain the factors that may affect the
identification of an appropriate benchmark in determining materiality for the financial statements as whole.
(SA, May 2023, 3 marks)

Determining materiality involves the exercise of professional judgment. A percentage is often applied to a chosen
benchmark as a starting point in determining materiality for the financial statements as a whole. Factors that may affect the
identification of an appropriate benchmark include the following:

e The elements of the financial statements.Example - assets, liabilities, equity, revenue, expenses;

e  Whether there are items on which the attention of the users of the particular entity’s financial statements tends to
be focused Example - for the purpose of evaluating financial performance users may tend to focus on profit,
revenue or net assets.

e The nature of the entity, where the entity is at in its life cycle, and the industry and economic environment in which
the entity operates;

e The entity’s ownership structure and the way it is financed and Example- if an entity is financed solely by debt rather
than equity, users may put more emphasis on assets, and claims on them, than on the entity’s earnings);

e The relative volatility of the benchmark.
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Revision of Materiality

Q8. Materiality for the financial statements as a whole may need to be revised as a result of a change in circumstances that
occurred during the audit. Explain with the help of example. (MTP1, Nov 2019, 3 Marks)

Revision in Materiality level as the Audit Progresses:
e Materiality for the financial statements as a whole (and, if applicable, the materiality level or levels for particular
classes of transactions, account balances or disclosures) may need to be revised as a result of a
o change in circumstances that occurred during the audit (for example, a decision to dispose of a major part
of the entity’s business),

o new information, or

o change in the auditor’s understanding of the entity and its operations as a result of performing further
audit procedures.

e If during the audit it appears as though actual financial results are likely to be substantially different from the
anticipated period end financial results that were used initially to determine materiality for the financial statements
as a whole, the auditor revises that materiality.

e If the auditor concludes that a lower materiality for the financial statements as a whole (and, if applicable,
materiality level or levels for particular classes of transactions, account balances or disclosures) than that initially
determined is appropriate, the auditor shall determine whether it is necessary to revise performance materiality,
and whether the nature, timing and extent of the further audit procedures remain appropriate.

Documenting the Materiality

Q9. Is materiality required to be documented by the auditor? What factors have to be considered this regard?
(ICAI Study Material - Test Your Knowledge)

The audit documentation shall include the following amounts and the factors considered in their determination:
a) Materiality for the financial statements as a whole
b) If applicable, the materiality level or levels for particular classes of transactions, account balances or disclosures
c) Performance materiality and
d) Any revision of (a)-(c) as the audit progressed

Part Il: Correct/Incorrect Questions

Q1. There is a direct relationship between materiality and the degree of audit risk.
(ICAI Study Material - Test Your Knowledge) (RTP, May 2018, NA)

Incorrect. There is an inverse relationship between materiality and the degree of audit risk. The higher the materiality level,
the lower the audit risk and vice versa. For example, the risk that a particular account balance or class of transactions could
be misstated by an extremely large amount might be very low but the risk that it could be misstated by an extremely small
amount might be very high.

Q2. Materiality for the financial statements as a whole (and, if applicable, the materiality level or levels for particular class of
transactions, account balances or disclosures) does not need any revision. (MTP2, May 2018, 2 Marks)

Incorrect. Materiality for the financial statements as a whole (and, if applicable, the materiality level or levels for particular
classes of transactions, account balances or disclosures) may need to be revised as a result of

e achange in circumstances that occurred during the audit (for example, a decision to dispose of a major part of the
entity’s business),

e new information, or

e achange in the auditor’s understanding of the entity and its operations as a result of performing further audit
procedures

Q3. Determining materiality involves the exercise of professional judgement. (SA, Jan 2021, 2 Marks)

Correct. Determining materiality involves the exercise of professional judgment. A percentage is often applied to a chosen
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benchmark as a starting point in determining materiality for the financial statements as a whole.

Q4. When establishing the overall audit strategy, the auditor need not determine materiality for the financial statements as a
whole. (RTP, May 2021, NA)

Incorrect. When establishing the overall audit strategy, the auditor shall determine materiality for the financial statements as
a whole.

Q5. The concept of materiality is an important and relevant consideration for the auditor in financial statement.
(MTP1, Nov 2021, 2 Marks) (MTP1, Nov 2022, 2 Marks)

Correct. The concept of materiality is fundamental to the process of accounting. It covers all the stages from recording to
classification and presentation. It is very important for the auditor who has to constantly judge whether a particular item is
material or not and ensure that a material item is disclosed separately and distinctly.

Q6. When profit before tax from continuing operations is non-volatile, other benchmarks will be appropriate
(SA, Dec 2021, 2 marks)

Incorrect. Profit before tax from continuing operations is often used for profit-oriented entities. When profit before tax from
continuing operations is volatile, other benchmarks may be more appropriate, such as gross profit or total revenues.

Q7. Materiality is not a matter of size. (SA, May 2022, 2 Marks) (MTP2, May 2023, 2 marks)

Incorrect. Financial statements should disclose all ‘material items’, i.e., the items the knowledge of which might influence
the decisions of the user of the financial statement. Materiality is not always a matter of relative size. For example -a small
amount lost by fraudulent practices of certain employees can indicate a serious flaw in the enterprise’s internal control
system requiring immediate attention to avoid greater losses in future. In certain cases, quantitative limits of materiality are
specified.

Q8. If during the audit it appears as though actual financial results are likely to be substantially different from the anticipated
period end financial results that were used initially to determine materiality for the financial statements as a whole, the
auditor revises that materiality. (MTP2, Nov 2022, 2 Marks)

Correct. Materiality for the financial statements as a whole (and, if applicable, the materiality level or levels for particular
classes of transactions, account balances or disclosures) may need to be revised as a result of a change in circumstances
that occurred during the audit, new information, or a change in the auditor’s understanding of the entity and its operations as
a result of performing further audit procedures.

Qo. A company should disclose in its Annual Report, the shares in the company held by each shareholder holding more than 10
percent shares specifying the number of shares held. (SA, Nov 2022, 2 marks)

Incorrect. Schedule 11l to the Companies Act, 2013 requires the company to disclose- “shares in the company held by each
shareholder holding more than 5% shares specifying the number of shares held” in notes to accounts

Part Ill: Multiple Choice Questions

Q1. Which of the following is true regarding materiality?

(a) It is unaffected by nature of an item.

(b) It is unaffected by requirements of law or regulations.
(c) Itis not a matter of professional judgment.

(d) It is not always a matter of relative size.

(ICAI Study Material - Test Your Knowledge)

Correct answer: (d) It is not always a matter of relative size.
Explanation:
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e If there is any statutory requirement of disclosure, it is to be considered material irrespective of the value of
amount. Hence, it is affected by requirements of law or regulations. It is also affected by the nature of an item.

e The auditor’'s determination of materiality is a matter of professional judgment.

e Materiality is not always a matter of relative size. For example, a small amount lost by fraudulent practices of
certain employees can indicate a serious flaw in the enterprise’s internal control system requiring immediate
attention to avoid greater losses in future.

Q2. SA 320 on “Materiality in Planning and Performing an Audit” requires that an auditor

(a) should not consider materiality and its relationship with audit risk while conducting an audit.

(b) should consider materiality and its relationship with audit risk while conducting an audit.

(c) should not consider materiality but should consider its relationship with audit risk while conducting an audit.
(d) should consider materiality but need not consider its relationship with audit risk while conducting an audit.
(Sample MCQs) (ICAI MCQs) (MTP1, May 2019, 1 Mark) (MTP1, May 2021, 2 Marks)

Correct answer: (b) should consider materiality and its relationship with audit risk while conducting an audit.

Explanation: Materiality and audit risk are considered throughout the audit, in particular, when identifying and assessing
ROMM, determining NTE of further audit procedures; and evaluating the effect of uncorrected misstatements, if any, on the
FS and in forming the opinion in the auditor’s report

Q3. Determining a percentage to be applied to a chosen benchmark (in relation to materiality) involves the exercise of

(a) Independence

(b) Professional Judgment

(c) Professional skepticism

(d) All of the above

(Sample MCQs)(ICAI MCQs) (MTP2, May 2019, 1 Mark)

Correct answer: (b) Professional Judgment
Explanation: Determining materiality involves the exercise of professional judgment

Q4. Which of the following is not an example of benchmarks in determining materiality for the Financial Statements as whole:
(a) Profit before tax

(b) total revenue

(c) audit programme

(d) total equity

(ICAI MCQs)

Correct answer: (c) audit programme

Explanation: Examples of benchmarks that may be appropriate, depending on the circumstances of the entity, include
categories of reported income such as profit before tax, total revenue, gross profit and total expenses, total equity or net
asset value.

Q5. The concept of materiality is applied by the auditor :

(a) in planning and performing the audit

(b) in evaluating the effect of identified misstatements on the audit

(c) both in planning and performing the audit, and in evaluating the effect of identified misstatements on the audit
(d) none of the above is correct

(MTP1, Nov 2020, 2 Marks) (RTP, May 2021 NA) (MTP1, Nov 2022, 1 Mark)

Correct answer: (c) both in planning and performing the audit, and in evaluating the effect of identified misstatements on the
audit

Explanation: The concept of materiality is applied by the auditor both in planning and performing the audit, and in evaluating
the effect of identified misstatements on the audit and of uncorrected misstatements, if any, on the financial statements and
in forming the opinion in the auditor’s report
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Chapter 3D - Automated Environment

Part | : Descriptive Questions
Meaning and Key features of an Automated Environment

Q1. Explain the meaning of an automated environment. Also discuss the key features of an automated environment.
(RTP, May 2019, NA)
OR

The fundamental principle of an automated environment is the ability to carry out business with less manual intervention.
Explain. (MTP1, May 2019, 3 marks)

Meaning and Features of an Automated Environment

e An automated environment refers to a business environment where the processes, operations, accounting and
even decisions are carried out by using computer systems — also known as Information Systems (IS) or
Information Technology (IT) systems.

e The fundamental principle of an automated environment is the ability to carry out business with less manual
intervention and more system driven.

e The complexity of a business environment depends on the level of automation i.e., if a business environment is
more automated, it is likely to be more complex.

e For example, if a company uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then
it is considered more complex to audit. On the other hand, if a company is using off-the-shelf accounting software,
then it is likely to be less automated and hence less complex environment.

Key features of an automated environment are as follows:
e Faster business operations

Accuracy in data processing and computation

Ability to process large volumes of transactions

Integration between business operations

Better security and controls

Less prone to human errors

Provides latest information

Connectivity and Networking capability

Understanding and documenting automated environment

Q2. Understanding the entity and its automated environment involves understanding how IT department is organised, IT
activities, the IT dependencies, relevant risks and controls. Explain stating the points that an auditor should consider to
obtain an understanding of the company’s automated environment.
(RTP, May 2018, NA) (MTP1, Nov 2019, 4 marks) (MTP1, Nov 2023, 3 marks)

OR
In an audit of financial statements, an auditor is required to understand the entity and its business, including IT as per SA
315. Understanding the entity and its automated environment involves understanding how IT department is organised, IT
activities, the IT dependencies, relevant risks and controls. Advise some of the points that an auditor should consider to
obtain an understanding of the company’s automated environment (MTP2, May 2018, 5 Marks)

OR
Explain some of the points that an auditor should consider to obtain an understanding of the company’s automated
environment. (SA, May 2018, 5 Marks) (RTP, Nov 2019, NA) (MTP1, Nov 2021, 4 marks) (MTP1, May 2022, 4 Marks) (RTP,
Nov 2022, NA) (RTP, Nov 2023, NA)

Understanding and Documenting Automated Environment:

In an audit of financial statements, an auditor is required to understand the entity and its business, including IT as per SA
315. Understanding the entity and its automated environment involves understanding how IT department is organised, IT
activities, the IT dependencies, relevant risks and controls.
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Given below are some of the points that an auditor should consider to obtain an understanding of the company’s automated
environment

e Information systems being used (one or more application systems and what they are)
their purpose (financial and non-financial)

Location of IT systems - local vs global

Architecture (desktop based, client-server, web application, cloud based)

Version (functions and risks could vary in different versions of same application)
Interfaces within systems (in case multiple systems exist)

In-house vs Packaged

Outsourced activities (IT maintenance and support)

Key persons (CIO, CISO, Administrators)

The understanding of a company’s IT environment that is obtained should be documented

Q3. When the company is working in an automated environment, it is not necessary for its auditor to understand its automated
environment and depends upon the professional judgement of the auditor as to whether gaining knowledge of company's IT
systems is required or not. Do you agree with this statement? (SA, May 2022, 3 Marks)

Statement given is incorrect. When the company is working in an automated environment, it is necessary for its auditor to
understand its automated environment

Given below are some of the points that an auditor should consider to obtain an understanding of the company’s automated
environment

e Information systems being used (one or more application systems and what they are)
their purpose (financial and non-financial)

Location of IT systems - local vs global

Architecture (desktop based, client-server, web application, cloud based)

Version (functions and risks could vary in different versions of same application)
Interfaces within systems (in case multiple systems exist)

In-house vs Packaged

Outsourced activities (IT maintenance and support)

Key persons (CIO, CISO, Administrators)

Understanding the Risks that arise from the use of IT and IT Systems

Q4. The auditor should understand and consider the risks that may arise from the use of Information Technology (IT) Systems.
(SA, May 2018, 5 Marks)
OR

Having obtained an understanding of the IT systems and the automated environment of a company, the auditor should
consider the risks that arise from the use of IT systems. Explain. (MTP1, Nov 2018, 5 Marks) (RTP, Nov 2019, NA)

OR
Which are specific risks to the company's internal control having IT environment?
(SA, May 2019, 4 Marks) (RTP, Nov 2022, NA)

Having obtained an understanding of the IT systems and the automated environment of a company, the auditor should now
understand the risks that arise from the use of IT systems. Given below are some such risks that should be considered,

e Inaccurate processing of data, processing inaccurate data, or both
Unauthorized access to data

Direct data changes (backend changes)

Excessive access / Privileged access (super users)

Lack of adequate segregation of duties

Unauthorized changes to systems or programs

Failure to make necessary changes to systems or programs

Loss of data
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Qs.

Discuss the impact of IT related risks on Substantive Audit, Controls and Reporting (RTP, May 2018, NA)
OR
Describe how risks in the IT system if not mitigated could have an impact on the audit.

(SA, Nov 2020, 3 marks) (RTP, Nov 2021, NA) (MTP2, Nov 2021, 3 marks) (MTP1, Nov 2022, 3 Marks) (MTP1, May 2023, 3
marks)

Impact of IT related risks:
Impact on substantive checking

The auditor may not be able to rely on the reports, data obtained from systems where such risk exists. This means all forms
of data, information or reports that the auditor obtains from the system for the purpose of audit has to be thoroughly tested
and corroborated for completeness and accuracy. It could lead to increased substantive checking i.e., detailed checking.

Impact on controls

It can lead to non-reliance on automated controls, system calculations and accounting procedures built into applications. It
may result in additional audit work.

Impact on reporting

Due to regulatory requirements in respect of internal financial controls in case of companies, it may lead to modification of
auditor’s report in some instances

Types of Controls in an Automated Environment

Q6. Discuss relationship between “General IT controls” and “application controls” in an automated environment.
(ICAI Study Material - Test Your Knowledge)
General IT Controls vs. Application Controls:

e These two categories of control over IT systems are interrelated.

e The relationship between the application controls and the General IT Controls is such that General IT Controls are
needed to support the functioning of application controls, and both are needed to ensure complete and accurate
information processing through IT systems.

Q7. Objective of Data Center and Network Operations is to ensure that production systems are processed to meet financial

reporting objectives. Discuss the activities performed by Data Center and Network operations. Also explain the meaning of
General IT Controls in detail. (RTP, May 2021, NA)

General IT controls are policies and procedures that relate to many applications and support the effective functioning of
application controls. They apply to mainframe, miniframe, and end-user environments. General IT-controls that maintain the
integrity of information and security of data commonly include controls over the following:

i) Data center and network operations
i) Program change
iii) Access security
iv) Application system acquisition, development, and maintenance (Business Applications)

These are IT controls generally implemented to mitigate the IT specific risks and applied commonly across multiple IT
systems, applications and business processes. Hence, General IT controls are known as “pervasive” controls or “indirect
controls.

”

Data Center and Network Operations
Objective: To ensure that production systems are processed to meet financial reporting objectives

Activities:
e overall management of computer operation activities,
e preparing, scheduling and executing of batch jobs,
e monitoring, storage and retention of backups.
e Such controls also help in performance monitoring of operating system, database and networks.
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e Matters such as BCP (Business continuity plan) and DRP (Disaster recovery plan) which deal with recovery from
failures are also taken care of by such type of controls

Q8. Explain the objective and enlist the activities involved in the General IT Controls over “Program Change”
(MTP2, Nov 2022, 3 Marks)

Program Change
Objective: To ensure that modified systems continue to meet financial reporting objectives.

Activities:
e change management process,
e recording, managing and tracking change requests,
e making and testing changes

Qo. In an automated environment, General IT controls are policies and procedures that relate to many applications and support
the effective functioning of application controls. One such area is access security. What is the objective of access security
and what are the activities included in it? (SA, Nov 2022, 3 marks)

Access Security in Automated Environment:

Objective of access security: The objective of Access Security is to ensure that access to programs and data is
authenticated and authorized to meet financial reporting objectives.

Activities:

e  security organization & management,
security policies & procedures,
application security,
data security,
operating system security,
network security,
physical security

Testing methods

Q10. | Discuss the different ways testing is performed in an automated environment (MTP1, May 2018, 5 Marks)
OR
Generally, applying inquiry in combination with inspection gives the most effective and efficient audit evidence. However,

which audit test to use, when and in what combination is a matter of professional judgement. Discuss stating the different
ways testing is performed in an automated environment. (MTP2, Nov 2018, 5 Marks)

The following are different ways testing is performed in an automated environment :

There are basically four types of audit tests that should be used- inquiry, observation, inspection and reperformance. Inquiry
is the most efficient audit test but it also gives the least audit evidence. Hence, inquiry should always be used in
combination with any one of the other audit testing methods. Inquiry alone is not sufficient.

Reperformance is most effective as an audit test and gives the best audit evidence. However, testing by reperformance
could be very time consuming and least efficient most of the time.

Generally, applying inquiry in combination with inspection gives the most effective and efficient audit evidence.

Which audit test to use, when and in what combination is a matter of professional judgment and will vary depending on
several factors including risk assessment, control environment, desired level of evidence required, history of
errors/misstatements, complexity of business, assertions being addressed, etc.
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The auditor should document the nature of test (or combination of tests) applied along with the judgements in the audit file
as required by SA 230.

When testing in an automated environment, some of the more common methods are as follows:

e  Obtain an understanding of how an automated transaction is processed by doing a walkthrough of one end-to-end
transaction using a combination of inquiry, observation and inspection.

e Observe how a user processes transactions under different scenarios.
e Inspect the configuration defined in an application

Q11. | Explain some of the commonly used methods for testing in an automated environment.(RTP, May 2020, NA)
OR

Discuss the common methods applied by the auditor when testing in an automated environment is done by him

(SA, Jan 2021, 4 marks)

When testing in an automated environment, some of the more common methods are as follows:

e  Obtain an understanding of how an automated transaction is processed by doing a walkthrough of one end-to-end
transaction using a combination of inquiry, observation and inspection.

e Observe how a user processes transactions under different scenarios.
e Inspect the configuration defined in an application.

Audit Approach in an Automated Environment

Q12. | The directors and management have primary responsibility of implementing and maintaining an effective internal controls
framework and auditors are expected to evaluate, validate and report on the design and operating effectiveness of internal
financial controls. Explain the framework which helps the auditors in fulfilling this responsibility

(Old ICAI Study Material)

The Guidance note on Audit of Internal Financial Controls over Financial Reporting issued by the Institute of Chartered
Accountants of India provides a framework that auditors should follow to fulfill their responsibility.

The below is a summary of this controls based audit approach :-
e Risk Assessment
Identify significant accounts and disclosures
Qualitative and Quantitative considerations
Relevant Financial Statement Assertions
Identify likely sources of misstatement
o  Consider risk arising from use of IT systems
e Understand and Evaluate
o  Document understanding of business processes using Flowcharts/ Narratives
o  Prepare Risk and Control Matrices (RCM)
o Understand design of controls by performing walkthroughs of end-to-end process
o  Process wide considerations for Entity Level Controls, Segregation of Duties
o IT General Controls, Application Controls
e Test for Operating Effectiveness
o  Assess NTE of controls testing
o  Assess reliability of source data; completeness of population
o  Testing of key reports and spreadsheets
o  Sample testing
o  Consider competence and independence of staff/team performing controls testing
e Reporting
o Evaluate Control Deficiencies
o Significant deficiencies, Material Weaknesses
o Remediation of control weaknesses
o Internal Controls Memo (ICM) or Management Letter

o O O O
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o  Auditor's report

Data Analytics

Q13.

A company functions in an automated environment. Discuss in what areas data analytics can be useful for auditor of the
company (ICAI Study Material - Test Your Knowledge)

OR
In today’s digital age when companies rely on more and more on IT systems and networks to operate business, the amount
of data and information that exists in these systems is enormous. Explain stating uses of Data analytics.
(RTP, Nov 2018, NA) (MTP2, May 2019, 4 marks)

OR
While it is true that companies can benefit immensely from the use of data analysis in terms of increased profitability, better
customer service, etc., analyse various functions that can be performed even by the auditor also using Data Analytics tools
and techniques in the audit process to obtain good results (SA, Nov 2020, 4 marks) (MTP1, Nov 2023, 3 marks)

OR
Data analytics can be used in testing of electronic records and data residing in IT systems using spreadsheets and
specialised audit tools viz., IDEA and ACL to perform check completeness of data and population that is used in either test
of controls or substantive audit tests. Explain in detail stating all the relevant points.
(RTP, May 2020, NA)

OR
Data analytics can be used in testing of electronic records and data residing in IT systems using spreadsheets and
specialised audit tools viz., IDEA and ACL to perform Fraud investigation. Explain the other relevant points in the above
context i.e. Data analytics can be used in testing of electronic records and data residing in IT systems using spreadsheets
and specialised audit tools viz., IDEA and ACL to perform. (MTP1, Nov 2020, 4 marks)

OR
Data analytics can be used in testing of electronic records and data residing in IT systems using spreadsheets and
specialised audit tools viz., IDEA and ACL to perform the selection of audit samples. Explain giving other relevant points also
in the above context of data analytics (RTP, May 2021, NA)

OR
While auditing in an automated environment how data analytics can be used in testing electronic records and data residing
in IT systems using spread sheets and specialised audit tools? (SA, May 2023, 3 marks)

In today’s digital age when companies rely more and more on IT systems and networks to operate business, the amount of
data and information that exists in these systems is enormous. A famous businessman recently said, “Data is the new Oil”.

Data analytics is the combination of processes, tools and techniques that are used to tap vast amounts of electronic data to
obtain meaningful information. The companies can benefit immensely from the use of data analytics in terms of increased
profitability, better customer service, gaining competitive advantage, more efficient operations, etc., even auditors can make
use of similar tools and techniques in the audit process and obtain good results.

The tools and techniques that auditors use in applying the principles of data analytics are known as Computer Assisted
Auditing Techniques (CAATS)

Data analytics can be used in testing of electronic records and data residing in IT systems using spreadsheets and
specialized audit tools viz., IDEA and ACL to perform the following,

e check completeness of data and population that is used in either test of controls or substantive audit tests
selection of audit samples — random sampling, systematic sampling

re-computation of balances — reconstruction of trial balance from transaction data

reperformance of mathematical calculations — depreciation, bank interest calculation.

analysis of journal entries as required by SA 240

fraud investigation

evaluating impact of control deficiencies
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Assess and Report Audit Findings

Q14. | Foreceful Limited is a company dealing in mobile spare parts and having its showrooms in almost all the states in the
country. For FY 2023-24, the company transferred its accounts from manual to computerized system (SAP). PQR & Co.,
Chartered Accountants have specialization in the system audit and have been appointed as the system auditor. PQR & Co., at
the end of the audit concludes that there are certain findings or exceptions in IT environment and IT controls of the company
which needs to be assessed and reported. Mention those points of consideration

(SA, July 2021, 3 marks) (MTP2, May 2023, 3 marks)
OR

The Auditor of HK Limited completed the audit of the company in an automated environment. Management of the company
requested the auditor to give an idea about any exceptions observed in IT environment that need to be assessed. How the
auditor should consider this request and report in light of an audit perspective? (SA, May 2022, 3 Marks)

At the conclusion of each audit, it is possible that there will be certain findings or exceptions in IT environment and IT
controls of the company that need to be assessed and reported to relevant stakeholders including management and those
charged with governance viz., Board of directors, Audit committee.

Some points to consider are as follows:
e Are there any weaknesses in IT controls?
e What is the impact of these weaknesses on overall audit?
e Report deficiencies to management — Internal Controls Memo or Management Letter.
e Communicate in writing any significant deficiencies to Those Charged With Governance.

The auditor needs to assess each finding or exception to determine impact on the audit and evaluate if the exception results
in a deficiency in internal control.

Part Il: Correct/Incorrect Questions

Q1. The fundamental principle of an automated environment is the ability to carry out business with less manual intervention
and more system driven. (MTP1, May 2018, 2 Marks) (MTP2, Nov 2018, 2 marks) (MTP1, May 2019, 2 marks)

Correct. The fundamental principle of an automated environment is the ability to carry out business with less manual
intervention and more system driven. The complexity of a business environment depends on the level of automation i.e., if a
business environment is more automated, it is likely to be more complex.

Q2. Application controls include manual controls only that operate at a business process level.
(MTP1, May 2018, 2 Marks) (MTP1, Nov 2018, 2 marks) (MTP2, Nov 2018, 2 marks)

Incorrect. Application controls include both automated or manual controls that operate at a business process level.
Automated Application controls are embedded into IT applications viz., ERPs and help in ensuring the completeness,
accuracy and integrity of data in those systems.

Q3. Evaluation and assessment of audit findings and control deficiencies does not involve application of professional judgment.
(MTP2, May 2018, 2 marks)

OR
Audit findings and control deficiencies can be evaluated or assessed arbitrarily. (SA, May 2022, 2 marks)

Incorrect. Evaluation and assessment of audit findings and control deficiencies involves applying professional judgment
that include considerations for quantitative and qualitative measures. Each finding should be looked at individually and in
the aggregate by combining with other findings/deficiencies.

Q4. When auditing in an automated environment, inquiry is often the most efficient and effective audit testing method.
(SA, Nov 2018, 2 Marks) (MTP1, Nov 2021, 2 marks) (MTP2, Nov 2021, 2 marks)

Incorrect. There are basically four types of audit tests that should be used in an automated environment. They are inquiry,
observation, inspection and re-performance. Inquiry is the most efficient audit test but it also gives the least audit evidence.
Hence, inquiry should always be used in combination with any one of the other audit testing methods. Inquiry alone is not
sufficient. Applying inquiry in combination with inspection gives the most effective and efficient audit evidence.
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Q5. The Complexity of a business environment depends on the level of automation i.e., if a business environment is more
automated, it is likely to be less complex. (SA, Jan 2021, 2 marks) (MTP2, May 2023, 2 marks)
Incorrect. The fundamental principle of an automated environment is the ability to carry out business with less manual
intervention and more system driven. The complexity of a business environment depends on the level of automation i.e., if
a business environment is more automated, it is likely to be more complex.
If a company uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then it is considered more
complex to audit. On the other hand, if a company is using off-the-shelf accounting software, then it is likely to be less
automated and hence less complex environment.

Q6. With reference to General IT control, the objective of Data Center and Network Operations is to ensure that systems are
developed, configured and implemented to meet financial reporting objectives.
(SA, July 2021, 2 marks) (MTP1, Nov 2023, 2 marks)
Incorrect. Objective of Data Center and Network Operations is to ensure that production systems are processed to meet
financial reporting objectives. Objective of Application system acquisition, development, and maintenance is to ensure that
systems are developed, configured and implemented to meet financial reporting objectives.

Q7. All automated environments are not complex. (MTP2, Nov 2021, 2 marks) (MTP1, May 2022, 2 Marks)
Correct. The complexity of an automated environment depends on various factors including the nature of business, level of
automation, volume of transactions, use of ERP and so on. There could be an environment where dependence on IT and
automation is relatively less or minimal and hence, considered less complex or even non-complex.

Q8. A combination of processes, tools and techniques that are used to tap vast amounts of electronic data to obtain meaningful
information is known as meaningful data. (MTP2, Nov 2021, 2 marks) (MTP1, May 2022, 2 Marks)
Incorrect. A combination of processes, tools and techniques that are used to tap vast amounts of electronic data to obtain
meaningful information is known as Data Analytics.

Qo. In an automated environment, the relationship between the application controls and the General IT controls over IT systems
are not interrelated. (SA, Nov 2022, 2 marks)
Incorrect. The relationship between the application controls and the General IT Controls is such that General IT Controls are
needed to support the functioning of application controls, and both are needed to ensure complete and accurate
information processing through IT systems. These two categories of control over IT systems are interrelated.

Q10. | If acompany uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then it is considered less

complex and easy to audit compared to using an off-the-shelf accounting software. (SA, May 2023, 2 marks)

Incorrect. If a company uses an integrated enterprise resource planning system (ERP) viz., SAP, Oracle etc., then it is
considered more complex to audit. On the other hand, if a company is using off-the-shelf accounting software, then it is
likely to be less automated, less complex and easy to audit.

Part Ill: Multiple Choice Questions

Q1.

The operations of a company are automated substantially. Which of the following statements is most appropriate in this
respect?

(a) It results in complex business environment.

(b) It results in simple business environment and easier audit.

(c) Automation has no relationship with complexity of business environment.

(d) It results in simple business environment. However, it increases complexity of audit.

(ICAI Study Material - Test Your Knowledge)

Correct answer: (a) It results in complex business environment.

Explanation: The complexity of a business environment depends on the level of automation i.e., if a business environment is
more automated, it is likely to be more complex
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Q2. Which of the following is not a risk to a company’s internal control due to its IT environment?
(a) Potential loss of data

(b) Inability to access data when required

(c) Unauthorized access to data

(d) Processing of large volumes of data

(ICAI Study Material - Test Your Knowledge)

Correct answer: (d) Processing of large volumes of data

Explanation: Risks arising from use of IT Systems are Inaccurate processing of data, processing inaccurate data, or both,
Unauthorized access to data, Direct data changes, Excessive access / Privileged access, Lack of adequate SOD,
Unauthorized changes to systems or programs, Failure to make necessary changes to systems or programs, Loss of data

Q3. Which of the following is not an example of “General IT controls”?
(a) Controls pertaining to Disaster recovery plan

(b) Controls pertaining to batch preparation

(c) Controls pertaining to data security

(d) Controls pertaining to validation of input data in an application
(ICAI Study Material - Test Your Knowledge)

Correct answer: (d) Controls pertaining to validation of input data in an application
Explanation: Controls pertaining to validation of input data in an application is an example of “Application Controls”

Q4. In WH Limited every business activity was being carried out manually. The top management of WH Limited decided to
change the business environment of WH Limited by using computer systems and computer systems related technology to
carry out all the major business activities of WH Limited. This business environment of WH Limited, where all the major
business activities are done using computer systems and computers related technology is an example of:

(a) Operational Environment
(b) Computational Environment
(c) Control Environment.

(d) Automated Environment
(ICAI MCQs)

Correct answer: (d) Automated Environment

Explanation: An automated environment refers to a business environment where the processes, operations, accounting and
even decisions are carried out by using computer systems

Q5. IT related risks, if not mitigated, may put an impact on
(a) Substantive Audit

(b) Controls

(c) Reporting

(d) All of above

(ICAI MCQs)

Correct answer: (d) All of above

Q6. Which of the following is a General IT control?
(a) IT Environment

(b) Application Control

(c) Access Security

(d) IT Dependent Control

(ICAI MCQs)

Correct answer: (c) Access Security
Explanation:
e Types of Controls in an Automated Environment are General IT Control, Application Controls and IT-Dependent
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Controls

e General IT-controls that maintain the integrity of information and security of data commonly include controls over
the following: Data center and network operations, Program change, Access security and Application system
acquisition, development, and maintenance

Q7. are also known as pervasive or indirect controls:-
(a) General IT Controls

(b) Application Controls

(c) IT dependent Controls

(d) None of the above

(ICAI MCQs)

Correct answer: (a) General IT Controls

Explanation: General IT Controls are IT controls generally implemented to mitigate the IT specific risks and applied
commonly across multiple IT systems, applications and business processes. Hence, General IT controls are known as
“pervasive” controls or “indirect” controls.

Q8. User Training is an activity related to which of the following General IT Controls?

(a) Data center and network operations

(b) Program change

(c) Access security

(d) Application system acquisition, development, and maintenance (Business Applications)
(ICAI MCQs)

Correct answer: (b) Program change

Qo. The Objective of establishing Security Policies and Procedures is to

(a) To ensure that production systems are processed to meet financial reporting objectives.

(b) To ensure that modified systems continue to meet financial reporting objectives

(c) To ensure that access to programs and data is authenticated and authorized to meet financial reporting objectives.
(d) To ensure that systems are developed, configured and implemented to meet financial reporting objectives.

(ICAI MCQs)

Correct answer: (c) To ensure that access to programs and data is authenticated and authorized to meet financial reporting
objectives.

Explanation:

e Objective of Data Center and Network Operations is to ensure that production systems are processed to meet
financial reporting objectives

e Objective of Program Change to ensure that modified systems continue to meet financial reporting objectives

e Objective of Application system acquisition, development, and maintenance is to ensure that systems are
developed, configured and implemented to meet financial reporting objectives.

Q10. are manual or automated procedures that typically operate at a business process level and apply to the processing
of individual applications.

(a) Application controls
(b) General IT controls
(c) Process controls
(d) All of these

(ICAI MCQs)

Correct answer: (a) Application controls

Explanation: Application controls include both automated or manual controls that operate at a business process level.
Automated Application controls are embedded into IT applications viz., ERPs and help in ensuring the completeness,
accuracy and integrity of data in those systems
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Q11. | Which of the following is an automated control?
(a) Program change

(b) System generated report

(c) Application control

(d) Configurations

(ICAI MCQs)

Correct answer: (c) Application control

Explanation: Types of Controls in an Automated Environment are General IT Control, Application Controls and IT-Dependent
Controls.

Note: Option D is the correct answer as per ICAl MCQs booklet

Q12. | arethe manual controls that make use of some form of data or information or report produced from the IT
systems and applications.

(a) Application

(b) IT dependent Controls
(c) Automated Controls
(d) General IT Controls
(ICAI MCQs)

Correct answer: (b) IT dependent Controls
Explanation: For a student’s understanding, the meaning of different terms are explained below:

e |T dependent controls are basically manual controls that make use of some form of data or information or report
produced from IT systems and applications. In this case, even though the control is performed manually, the design
and effectiveness of such controls depends on the reliability of source data.

e General IT controls are policies and procedures that relate to many applications and support the effective
functioning of application controls. They apply to mainframe, miniframe, and end-user environments.

e Application controls include both automated or manual controls that operate at a business process level.
Automated Application controls are embedded into IT applications viz., ERPs and help in ensuring the
completeness, accuracy and integrity of data in those systems.

Q13. | areneeded to support the functioning of
(a) General IT Controls; Application Controls

(b) Application Controls; General IT Controls

(c) IT Dependent Controls; General IT Controls

(d) Application Controls; IT Dependent Controls

(ICAI MCQs) (MTP2, May 2023, 1 mark)

Correct answer: (a) General IT Controls; Application Controls

Explanation: General IT Controls and Application Controls are interrelated. The relationship between the application controls
and the General IT Controls is such that General IT Controls are needed to support the functioning of application controls,
and both are needed to ensure complete and accurate information processing through IT systems.

Q14. | Which of the following Audit testing methods is most effective as an audit test and gives the best audit evidence?
(a) Inquiry

(b) Observation

(c) Inspection

(d) Reperformance

(ICAI MCQs)

Correct answer: (d) Reperformance

Explanation: Reperformance is most effective as an audit test and gives the best audit evidence. However, testing by
reperformance could be very time consuming and least efficient most of the time. Inquiry is the most efficient audit test but
it also gives the least audit evidence.

Neeraj Arora | www.edu91.org 3D.11


http://www.edu91.org

Question Bank - Chapter 3D Compiled by Neeraj Arora and TEAM

Q15. | Which of the following Audit Testing methods give the least audit evidence?
(a) Inquiry

(b) Inspection

(c) Observation

(d) Reperformance

(ICAI MCQs)

Correct answer: (a) Inquiry
Explanation: Inquiry is the most efficient audit test but it also gives the least audit evidence

Q16. | Applying gives the most effective and efficient audit evidence while using Audit testing methods.
(a) Inquiry in combination with Inspection.

(b) Inspection in combination with Observation

(c) Observation in combination with reperformance

(d) Reperformance in combination with Inquiry

(ICAI MCQs)

Correct answer: (a) Inquiry in combination with Inspection

Explanation: Inquiry is the most efficient audit test but it also gives the least audit evidence. Hence, inquiry should always be
used in combination with any one of the other audit testing methods. Inquiry alone is not sufficient. Applying inquiry in
combination with inspection gives the most effective and efficient audit evidence.

Q17. | The standard that requires auditors to analyse journal entries in an audit is?
(a) SA 260

(b) SA 230

(c) SA315

(d) SA 240

(ICAI MCQs) (MTP1, May 2019, 1 Mark)

Correct answer: (d) SA 240

Q18. | isthe combination of processes, tools and techniques that are used to tap vast amounts of electronic data to
obtain meaningful information:-

(a) Computer Assisted Audit Techniques
(b) Automated Controls

(c) Data Analytics

(d) Combination Controls

(ICAI MCQs)

Correct answer: (c) Data Analytics

Q19. | The tools and techniques that auditors use in applying the principles of data analytics are known as:
(a) Data analytics tools

(b) Computer Assisted Auditing Techniques or CAATSs in short

(c) Analytics tools and techniques

(d) System generated tools

(ICAI MCQs)

Correct answer: (b) Computer Assisted Auditing Techniques or CAATs in short

Q20. | exists when an internal control is either missing or not operating effectively to prevent or detect a misstatement in
a timely manner by management

(a) Significant Deficiency
(b) Operating Deficiency
(c) Management Control Deficiency
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(d) Control Deficiency
(ICAI MCQs)

Correct answer: (d) Control Deficiency

Q21. is a logical subsystem within a larger information system where electronic data is stored in a predefined
form and retrieved for use.
(a) Data Mining
(b) Data warehouse
(c) Database
(d) Data Analytics
(ICAI MCQs)
Correct answer: (c) Database
Explanation: For a student’s understanding, meaning of different terms are explained below:

e Data Mining is the process of analyzing data to find previously unknown trends, patterns, and associations to make
decisions.

e Data warehouse stores both the historic and transactional data.

e Data analytics is the combination of processes, tools and techniques that are used to tap vast amounts of
electronic data to obtain meaningful information

Q22. is a control deficiency or a combination of deficiencies in internal controls that is important enough to merit the
attention of those charged with governance since there is a reasonable possibility that a material misstatement will not be
prevented or detected in a timely manner by management.

(a) Material Weakness

(b) Material deficiency

(c) Control Risk

(d) Significant Deficiency

(ICAI MCQs)

Correct answer: (a) Material Weakness
Explanation:

e Meaning of Significant Deficiency: a control deficiency or a combination of deficiencies in internal controls that is
important enough to merit the attention of TCWG since there is a reasonable possibility that a misstatement will not
be prevented or detected in a timely manner by management

o Difference b/w Significant Deficiency and material weakness: In significant deficiency, there is a possibility that a
misstatement will not be prevented or detected in a timely manner by management and in material weakness, there
is a possibility that a material misstatement will not be prevented or detected in a timely manner by management

Q23. | Atype of super user access to information systems that enforces less or no limits on using that system is known as:
(a) Super access.

(b) Super user access.
(c) Unlimited access.
(d) Privileged access
(RTP, May 2022, NA)
Correct answer: (d) Privileged access
Q24. | Tools and techniques that auditors use in applying the principles of data analytics are known as-

(a) Computer Aided Audit Technique

(b) Computer Aided Audit Tools

(c) Computer Accounting and Auditing Technique
(d) Computer Assisted Audit Technique

(RTP, May 2023, NA)
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Correct answer: (d) Computer Assisted Audit Technique

Q25. | Which of the following is a risk that arises from the use of IT systems?
(a) Direct data changes (backend changes).

(b) Limited/Monitored access.

(c) Adequate segregation of duties.

(d) Authorized access to data.

(RTP, Nov 2023, NA)

Correct answer: (a) Direct data changes (backend changes).

Explanation: Risks arising from use of IT Systems are Inaccurate processing of data, processing inaccurate data, or both,
Unauthorized access to data, Direct data changes, Excessive access / Privileged access, Lack of adequate SOD,
Unauthorized changes to systems or programs, Failure to make necessary changes to systems or programs, Loss of data
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Chapter 4 - Audit Evidence

SA 500 “Audit Evidence”

Part | : Descriptive Questions

Q1.

On perusal of financial statements of a company, auditor of company finds that notes to accounts contain aging of trade
payables in accordance with requirements of Schedule 11l of Companies Act, 2013. The accountant of company is
responsible for ensuring proper aging of trade payables included in notes to accounts. The auditor wants to verify whether
aging of trade payables made in financial statements is proper or not. Identify what he is trying to do.

(ICAI Study Material - Test Your Understanding)

The auditor is verifying aging of trade payables. He is “reperforming” the control which was mandated by the management.
Reperformance involves the auditor’'s independent execution of procedures or controls that were originally performed as part
of the entity’s internal control.

Q2.

CA Sooryagaythri is conducting audit of an entity. During the course of audit, she has made oral inquiries from head
accountant regarding preparing of bank reconciliations every month as has been laid down by the management. Discuss,
whether inquiries as stated above would provide satisfaction to her that controls in respect of preparing bank reconciliations
statements have operated effectively. (ICAI Study Material - Test Your Understanding)

e Inquiry alone ordinarily does not provide sufficient audit evidence of the absence of a material misstatement at the
assertion level, nor of the operating effectiveness of controls. Mere inquiry does not lead to obtaining of sufficient
appropriate audit evidence.

e Inthe given case, CA Sooryagaythri should verify whether proper bank reconciliations have been carried out
monthly as stipulated by management. Only then, she can be satisfied about operating effectiveness of controls in
this regard

Q3.

A company has stipulated a control that reconciliations of its records showing quantitative details of its property, plant and
equipment are carried out at regular intervals with physical verification of such items. The auditor has found that such
reconciliations are being carried out as stipulated. Discuss, whether above factor, increases reliability of other internally
generated evidence within the company relating to existence of such items. (ICAl Study Material - Test Your Understanding)

The management is carrying out reconciliations of items contained in Property, Plant and Equipment records with physical
verification of such items at regular intervals. It means that controls in this regard have operated effectively.

The reliability of audit evidence that is generated internally is increased when the related controls, including those over its
preparation and maintenance, imposed by the entity are effective

Q4.

The auditor of JPJ Limited explained to the audit team members about the relationship between Audit Evidence and Opinion
of Auditor. Explain what relationship exists between Audit Evidence and Opinion of Auditor.

(ICAI Study Material - lllustration)

Relationship between Audit Evidence and Opinion of Auditor:
e There exists a very important relationship between Audit Evidence and opinion of the Auditor.

e  While conducting an audit of a company, the auditor obtains audit evidence and with the help of that audit evidence
obtained, the auditor forms an audit opinion on the financial statements of that company.

Qs.

An audit team member of the auditors of Genuine Limited was of the view that audit evidence obtained internally from within
the company under audit are more appropriate from the reliability point of view as compared to audit evidence obtained
externally as evidence obtained internally are obtained from the company whose audit is being conducted. Give your views
as auditor of Genuine Limited. (ICAl Study Material - Illustration)

Audit evidence obtained externally is more appropriate from reliability point of view as compared to those which are
obtained internally. The reason that audit evidence obtained externally is more appropriate from the point of view of
reliability is that there is a very low risk that they can be altered or changed.

Q6.

There was a Partnership Firm of Chartered Accountants VM and Associates. Mr. M, one of the partners of VM and
Associates, while explaining to his audit team members about importance of audit evidence informed them about
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sufficiency and appropriateness of audit evidence. Mr. A, one of the members of audit team of VM and Associates was of
the view that sufficiency of audit evidence means simplicity of audit evidence and appropriateness of audit evidence means
ease of obtaining audit evidence. Explain whether sufficiency and appropriateness of audit evidence mean simplicity and
ease of obtaining audit evidence. (ICAI Study Material - lllustration)

Sufficiency and Appropriateness of audit evidence does not mean simplicity and ease of obtaining audit evidence rather
sufficiency of audit evidence is related to the quantity of audit evidence and appropriateness of audit evidence is related to
quality of audit evidence.

Q7.

While auditing the books of accounts of AB Limited for the financial year 2023-24, the auditor of the company used an audit
procedure according to which complete documents and records of the company were checked in detail in order to obtain
audit evidence. Explain the audit procedure used by the auditor of Extremely Distinct Limited.

(ICAI Study Material - lllustration)

The audit procedure used by auditor of AB Limited is known as Inspection because inspection is an audit procedure in which
complete documents and records of a company are checked in detail for the purpose of obtaining audit evidence.

Q8.

Discuss what is understood by “appropriateness” of audit evidence. (ICAl Study Material - Test Your Knowledge)

Appropriateness is the measure of the quality of audit evidence; that is, its relevance and its reliability in providing support
for the conclusions on which the auditor’s opinion is based.

The reliability of evidence is influenced by its source and nature, and is dependent on the individual circumstances under
which it is obtained.

Q9.

Maintaining accounts using accounting software having a feature of recording audit trail can be useful for an auditor.
Discuss some of the advantages for such a feature in accounting software for auditor.

(ICAI Study Material - Test Your Knowledge)

e An audit trail is a documented flow of a transaction.

e Itis used to investigate how a source document was translated into an account entry and from there it was
inserted into financial statement of an entity.

e Itis used as audit evidence to establish authentication and integrity of a transaction.
e Audit trails help in maintaining record of system and user activity.

e Like, in case of banks, there is an audit trail keeping track of log-on activity detailing record of log-on attempts and
device used.

e Audit trails help to enhance internal controls and data security.
e Audit trails assist in assigning responsibility, reconstructing events, and analyzing issues

e Audit trails incur costs, both in system expenses and time spent analyzing data. Automated tools can efficiently
analyze the large volume of data from audit trails.
e Audit trails boost auditor confidence by verifying if management's controls work effectively and if authorized

personnel performed transactions. They enhance data security, increasing the reliability of audit evidence
obtained.

Q10.

What is meant by sufficiency of Audit Evidence? Explain the factors affecting the auditor’'s judgement as to the sufficiency of
audit evidence. (ICAI Study Material - Test Your Knowledge) (MTP2, May 2023, 3 marks)

OR
The quantity of audit evidence needed is affected by the auditor’'s assessment of the risks of misstatement. Auditor’s
judgment as to sufficiency may be affected by a few factors. Explain. (RTP, May 2018, NA)

OR
The quantity of audit evidence needed is affected by the auditor's assessment of the risks of misstatement (the higher the
assessed risks, the more audit evidence is likely to be required) and also by the quality of such audit evidence (the higher the
quality, the less may be required). Obtaining more audit evidence, however, may not compensate for its poor quality. Analyse
and Explain stating clearly the factors affecting the auditor’s judgement as to sufficiency of audit evidence.
(RTP, May 2019, NA)

OR
Sufficiency is the measure of the quantity of audit evidence. The quantity of audit evidence needed is affected by the
auditor's assessment of the risks of misstatement and also by the quality of such audit evidence. Obtaining more audit
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evidence, however, may not compensate for its poor quality. Explain also stating the factors affecting auditor’s judgment as
to sufficiency of audit evidence. (RTP, Nov 2020, NA)

OR
Explain the various factors affecting the auditor’s judgments as to the sufficiency of the audit evidence.
(RTP, May 2023, NA)

Sufficiency of Audit Evidence:

Sufficiency is the measure of the quantity of audit evidence. The quantity of audit evidence needed is affected by the
auditor's assessment of the risks of misstatement (the higher the assessed risks, the more audit evidence is likely to be
required) and also by the quality of such audit evidence (the higher the quality, the less may be required). Obtaining more
audit evidence, however, may not compensate for its poor quality.

Auditor’s judgment as to sufficiency may be affected by the factors such as:

e Materiality: It may be defined as the significance of classes of transactions, account balances and presentation
and disclosures to the users of the financial statements. Less evidence would be required in case assertions are
less material to users of the financial statements. But on the other hand if assertions are more material to the users
of the financial statements, more evidence would be required.

e Risk of material misstatement

o It may be defined as the risk that the financial statements are materially misstated prior to audit.

o  This consists of two components described as follows at the assertion level

= Inherent risk—The susceptibility of an assertion to a misstatement that could be material before
consideration of any related controls.

m  Control risk—The risk that a misstatement that could occur in an assertion that could be material
will not be prevented or detected and corrected on a timely basis by the entity’s internal control.

o Less evidence would be required in case assertions that have a lower risk of material misstatement. But
on the other hand if assertions have a higher risk of material misstatement, more evidence would be
required.

e Size of a population: It refers to the number of items included in the population. Less evidence would be required in
case of smaller, more homogeneous population but on the other hand in case of larger, more heterogeneous
populations, more evidence would be required

Q11. | Most of the auditor’s work in forming the auditor’s opinion consists of obtaining and evaluating audit evidence. Explain
(ICAI Study Material - Test Your Knowledge) (RTP, Nov 2018, NA)
OR

Audit evidence is necessary to support the auditor’s opinion and report. It is cumulative in nature and is primarily obtained
from audit procedures performed during the course of the audit. Most of the auditor’s work in forming the auditor’s opinion
consists of obtaining and evaluating audit evidence. Explain (RTP, Nov 2019, NA)

e Audit evidence is necessary to support the auditor’s opinion and report.

e |tis cumulative in nature and is primarily obtained from audit procedures performed during the course of the audit.
It may, however, also include information obtained from other sources such as previous audits. In addition to other
sources inside and outside the entity, the entity’s accounting records are an important source of audit evidence.

e Also, information that may be used as audit evidence may have been prepared using the work of a management'’s
expert. Audit evidence comprises both information that supports and corroborates management’s assertions, and
any information that contradicts such assertions. In addition, in some cases the absence of information (for
example, management'’s refusal to provide a requested representation) is used by the auditor, and therefore, also
constitutes audit evidence. Most of the auditor’s work in forming the auditor’s opinion consists of obtaining and
evaluating audit evidence.

e Audit procedures to obtain audit evidence can include inspection, observation, confirmation, recalculation,
re-performance and analytical procedures, often in some combination, in addition to inquiry.

e Although inquiry may provide important audit evidence, and may even produce evidence of a misstatement, inquiry
alone ordinarily does not provide sufficient audit evidence of the absence of a material misstatement at the
assertion level, nor of the operating effectiveness of controls.

e Asexplained in SA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance
with Standards on Auditing”, reasonable assurance is obtained when the auditor has obtained sufficient appropriate
audit evidence to reduce audit risk (i.e., the risk that the auditor expresses an inappropriate opinion when the
financial statements are materially misstated) to an acceptably low level. The sufficiency and appropriateness of
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audit evidence are interrelated

Q12. | Evaluating responses to inquiries is an integral part of the inquiry process. Explain. (RTP, May 2018, NA)
OR
While conducting the audit of Pummy Limited, the statutory auditors collected written representations from the
Management. The audit was finalized in addition to other audit procedures but, without making any inquiries, as the statutory
auditors were short of time. In the light of this information, state the importance of inquiry as one of the methods of
collecting Audit Evidence. (RTP, May 2022, NA)
Inquiry — Audit Procedure to obtain Audit Evidence:

e Inquiry consists of seeking information of knowledgeable persons, both financial and non- financial, within the
entity or outside the entity. Inquiry is used extensively throughout the audit in addition to other audit procedures.
Inquiries may range from formal written inquiries to informal oral inquiries. Evaluating responses to inquiries is an
integral part of the inquiry process.

e Responses to inquiries may provide the auditor with information not previously possessed or with corroborative
audit evidence. Alternatively, responses might provide information that differs significantly from other information
that the auditor has obtained, for example, information regarding the possibility of management override of
controls. In some cases, responses to inquiries provide a basis for the auditor to modify or perform additional audit
procedures.

e Although corroboration of evidence obtained through inquiry is often of particular importance, in the case of
inquiries about management intent, the information available to support management’s intent may be limited. In
these cases, understanding management’s past history of carrying out its stated intentions, management'’s stated
reasons for choosing a particular course of action, and management'’s ability to pursue a specific course of action
may provide relevant information to corroborate the evidence obtained through inquiry.

e Inrespect of some matters, the auditor may consider it necessary to obtain written representations from
management and, where appropriate, those charged with governance to confirm responses to oral inquiries.

Q13. | Audit evidence includes both information contained in the accounting records underlying the financial statements and other

information. Discuss. (RTP, May 2018, NA)

OR
Auditing is a logical process. An auditor is called upon to assess the actualities of the situation, review the statements of
account and give an expert opinion about the truth and fairness of such accounts. This he cannot do unless he has
examined the financial statements objectively. He needs evidence to obtain information for arriving at his judgment. Discuss
explaining clearly the detailed meaning of audit evidence. (RTP, Nov 2019, NA) (MTP2, Nov 2023, 4 marks)

OR
SA 500 - “Audit Evidence”, explains what constitutes audit evidence in an audit of financial statements. A combination of
tests of accounting records and other information is generally used by the auditor to support his opinion on the financial
statements. Explain and discuss the meaning of Audit Evidence in detail. (RTP, Nov 2023, NA)

Auditing is a logical process. An auditor is called upon to assess the actualities of the situation, review the statements of
account and give an expert opinion about the truth and fairness of such accounts. This he cannot do unless he has
examined the financial statements objectively. The auditor needs evidence to obtain information for arriving at his judgment.

As per SA 500, the objective of the auditor is to design and perform audit procedures to obtain sufficient appropriate audit
evidence to draw reasonable conclusions on which to base the auditor’s opinion

Audit evidence may be defined as the information used by the auditor in arriving at the conclusions on which the auditor’s
opinion is based. Audit evidence includes both information contained in the accounting records underlying the financial
statements and other information.

Explaining this further, audit evidence includes:-
¢ Information contained in the accounting records:
o Accounting records include

m the records of initial accounting entries and supporting records, such as checks and records of
electronic fund transfers;

m invoices;
m contracts;
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m the ledgers, journal entries and other adjustments to the financial statements

m records such as worksheets and spreadsheets supporting cost allocations, computations,
reconciliations and disclosures.

e Other information that authenticates the accounting records and also supports the auditor’s rationale behind the
true and fair presentation of the financial statements: Other information which the auditor may use as audit
evidence includes, for example

o minutes of the meetings,
o written confirmations from trade receivables and trade payables,
o manuals containing details of internal control etc.

A combination of tests of accounting records and other information is generally used by the auditor to support his opinion
on the financial statements.

Q14. | “Even when information to be used as audit evidence is obtained from sources external to the entity, circumstances may
exist that could affect its reliability”. Explain. Also state clearly generalisations about the reliability of audit evidence.
(RTP, May 2018, NA)

OR
The reliability of information to be used as audit evidence, and therefore of the audit evidence itself, is influenced by its
source, its nature and the circumstances under which it is obtained. Explain and elucidate the guiding principles which are
useful in assessing the reliability of audit evidence (MTP1, May 2022, 3 marks)

Reliability of Audit Evidence:

SA 500 on “Audit Evidence” provides that the reliability of information to be used as audit evidence, and therefore of the audit
evidence itself, is influenced by its source and its nature, circumstances under which it is obtained, including the controls
over its preparation and maintenance where relevant. Therefore, generalisations about the reliability of various kinds of audit
evidence are subject to important exceptions.

While recognising that exceptions may exist, the following generalisations about the reliability of audit evidence may be
useful:

e The reliability of audit evidence is increased when it is obtained from independent sources outside the entity.

e The reliability of audit evidence that is generated internally is increased when the related controls, including those
over its preparation and maintenance, imposed by the entity are effective.

e Audit evidence obtained directly by the auditor (for example, observation of the application of a control) is more
reliable than audit evidence obtained indirectly or by inference (for example, inquiry about the application of a
control).

e Audit evidence in documentary form, whether paper, electronic, or other medium, is more reliable than evidence
obtained orally (for example, a contemporaneously written record of a meeting is more reliable than a subsequent
oral representation of the matters discussed).

e Audit evidence provided by original documents is more reliable than audit evidence provided by photocopies or
facsimiles, or documents that have been filmed, digitized or otherwise transformed into electronic form, the
reliability of which may depend on the controls over their preparation and maintenance.

Q15. | The nature and timing of the audit procedures to be used may be affected by the fact that some of the accounting data and
other information may be available only in electronic form or only at certain points or periods in time. Explain with the help of
examples. (RTP, Nov 2020, NA)

Nature and Timing of the Audit Procedures:

e The nature and timing of the audit procedures to be used may be affected by the fact that some of the accounting
data and other information may be available only in electronic form or only at certain points or periods in time.

For example, source documents, such as purchase orders and invoices, may exist only in electronic form when an
entity uses electronic commerce, or may be discarded after scanning when an entity uses image processing
systems to facilitate storage and reference.

e Certain electronic information may not be retrievable after a specified period of time, for example, if files are
changed and if backup files do not exist. Accordingly, the auditor may find it necessary as a result of an entity’s data
retention policies to request retention of some information for the auditor’s review or to perform audit procedures at
a time when the information is available.

Q16. | When information to be used as audit evidence has been prepared using the work of a management’s expert and having

Neeraj Arora | www.edu91.org 4.5


http://www.edu91.org

Question Bank - Chapter 4 Compiled by Neeraj Arora and TEAM

regard to the significance of the expert's work for the auditor's purposes, explain the considerations the auditor would
consider for the purposes of his audit. (RTP, May 2021, NA)

OR
CA Amar is the statutory auditor of XYZ Ltd. for the FY 2023-24. During the course of audit, CA Amar found that a litigation is
going against the company for which the company has hired an external legal team (management expert). CA Amar wanted
to use the information as audit evidence which is prepared using the work of the management expert. What should CA Amar
consider before using the work of such management expert? (MTP2, Nov 2022, 3 Marks)

OR
T Ltd has used the services of an expert for the purpose of physical verification of its inventory which is appearing in the
financial statements of the company at ¥ 75 Crores. Discuss the broad parameters auditor would take into consideration
while deciding about using the work performed by the Management’s Expert in physical verification of company’s inventory

(RTP, Nov 2023, NA)

Management’s expert is an individual or organisation possessing expertise in a field other than accounting or auditing,
whose work in that field is used by the entity to assist the entity in preparing the financial statements.

When information to be used as audit evidence has been prepared using the work of a management'’s expert, the auditor
shall, to the extent necessary, having regard to the significance of that expert’s work for the auditor’s purposes:

e Evaluate the competence, capabilities and objectivity of that expert;
e Obtain an understanding of the work of that expert; and
e Evaluate the appropriateness of that expert’'s work as audit evidence for the relevant assertion

Q17.

In the course of audit of SMP Limited for the financial year ended 31st March, 2024 you have observed as an auditor that the
company has provided a sum of ¥ 20 Lakhs in the books of account as Gratuity payable to employees based on certificate
obtained from an actuary. Give your comments with reference to the Standard on Auditing. (MTP2, Nov 2021, 3 Marks)

Certificate from a Management's Expert:

In the given case, SMP Limited has provided a sum of ¥ 20 lakh in the books of accounts as gratuity payable on the basis of
certificate obtained from an actuary. The liability towards gratuity payable to the employees at the time of cessation of
service should be ascertained and provided for in the accounts when the employees are in service, it is an ascertained
present liability accruing over the period of service but payable upon cessation of service.

The auditor should check the quantification of the gratuity liability. He should ascertain whether the same had been
actuarially determined. The auditor should treat the actuary as managements’ expert and conduct procedures relevant to
checking the opinion of an expert in accordance with SA 500.

As per SA 500, “Audit Evidence”, when information to be used as audit evidence has been prepared using the work of a
management’s expert, the auditor shall, to the extent necessary, having regard to the significance of that expert's work for
the auditor’s purposes:

e Evaluate the competence, capabilities and objectivity of that expert;

e  Obtain an understanding of the work of that expert; and

e Evaluate the appropriateness of that expert’s work as audit evidence for the relevant assertion.

Q18.

CA K audited the books of accounts of E Ltd. for the financial year 2023-2024. The auditor used an audit procedure
according to which all the documents and records maintained by the company were checked in detail to obtain audit
evidence. Explain the audit procedure used by the auditor and its reliability (SA, Dec 2021, 3 marks)

Audit Procedure:

e Inspection involves examining records or documents, whether internal or external, in paper form, electronic form, or
other media, or a physical examination of an asset. Inspection of records and documents provides audit evidence
of varying degrees of reliability, depending on their nature and source and, in the case of internal records and
documents, on the effectiveness of the controls over their production.

e Example of inspection used as a test of controls is inspection of records for evidence of authorisation. Some
documents represent direct audit evidence of the existence of an asset, for example, a document constituting a
financial instrument such as an inventory or bond. Inspection of such documents may not necessarily provide audit
evidence about ownership or value.

e In addition, inspecting an executed contract may provide audit evidence relevant to the entity’s application of
accounting policies, such as revenue recognition. Inspection of tangible assets may provide reliable audit evidence
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with respect to their existence, but not necessarily about the entity’s rights and obligations or the valuation of the
assets. Inspection of individual inventory items may accompany the observation of inventory counting.

e Inview of above, it can be concluded that CA K used Inspection as an audit procedure

Q19. | An auditor is called upon to assess the actualities of the situation, review the statements of account and give an expert
opinion about the truth and fairness of such accounts. This he cannot do unless he has examined the financial statements
objectively. Explain. (RTP, Nov 2022, NA)

e Auditing is a logical process. An auditor is called upon to assess the actualities of the situation, review the
statements of account and give an expert opinion about the truth and fairness of such accounts. This he cannot do
unless he has examined the financial statements objectively.

e Objective examination connotes critical examination and scrutiny of the accounting statements of the undertaking
with a view to assessing how far the statements present the actual state of affairs in the correct context and
whether they give a true and fair view about the financial results and state of affairs.

e An opinion founded on a rather reckless and negligent examination and evaluation may expose the auditor to legal
action with consequential loss of professional standing and prestige. He needs evidence to obtain information for
arriving at his judgment.

e SA 500 - “Audit Evidence”, explains what constitutes audit evidence in an audit of financial statements, and deals
with the auditor’s responsibility to design and perform audit procedures to obtain sufficient appropriate audit
evidence to be able to draw reasonable conclusions on which to base the auditor’s opinion

Q20. | Manya Textiles is manufacturer of bed sheets, curtain cloths, other handloom items etc. having its plant at Panipat. Auditors
SJ & Co. is having doubts over the reliability of information given to him as audit evidence. Also, auditors observed
inconsistent information while conducting audit. Guide the auditor as to how they should proceed in the given situation.
(RTP, Nov 2022, NA)

Inconsistency in or Doubts over Reliability of Audit Evidence:
If:
a) audit evidence obtained from one source is inconsistent with that obtained from another; or
b) the auditor has doubts over the reliability of information to be used as audit evidence,
the auditor shall determine what modifications or additions to audit procedures are necessary to resolve the matter, and
shall consider the effect of the matter, if any, on other aspects of the audit
Q21. | The objective of auditing is to design and perform audit procedures in such a way as to enable the auditor to obtain sufficient

appropriate audit evidence to be able to draw reasonable conclusions on which to base the auditor's opinion. This can be
obtained by performing which procedures? Name the types of audit procedures the auditor can perform to obtain audit
evidence? (SA, Nov 2022, 4 marks)

Audit Procedures to Obtain Audit Evidence:
Audit evidence to draw reasonable conclusions on which to base the auditor’s opinion is obtained by performing:
1. Risk assessment procedures; and
2. Further audit procedures, which comprise:
a. Test of controls, when required by the SAs or when the auditor has chosen to do so; and
b. Substantive procedures, including tests of details and substantive analytical procedures.

Audit procedures to obtain audit evidence can include
a. Inspection

Observation

External Confirmation

Recalculation

Reperformance

Analytical Procedures

Inquiry

@ "o oo0CT
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Part II: Correct/Incorrect Questions

Q1.

Purchase invoice is an example of internal evidence. (ICAI Study Material - Test Your Knowledge)

Incorrect.Internal evidence is the evidence that originates within the client’s organisation. Since the purchase invoice
originates outside the client’s organisation, therefore, it is an example of external evidence.

Q2.

Sufficiency is the measure of the quality of audit evidence. (ICAl Study Material - Test Your Knowledge)

Incorrect. Sufficiency is the measure of the quantity of audit evidence. On the other hand, appropriateness is the measure of
the quality of audit evidence.

Q3.

When auditor inquires the management as part of the audit procedures it should be formal written form only and not
informal oral inquiries. (ICAI Study Material - Test Your Knowledge)

Incorrect. When auditor inquires the management as part of audit procedures such inquiries may range from formal written
inquiries to informal oral inquiries

Q4.

Subjective examination connotes critical examination and scrutiny of the accounting statements. (RTP, Nov 2019,NA)

Incorrect. Objective examination connotes critical examination and scrutiny of the accounting statements of the
undertaking with a view to assessing how far the statements present the actual state of affairs in the correct context and
whether they give a true and fair view about the financial results and state of affairs

Qs.

Inquiry alone provides sufficient audit evidence of the absence of a material misstatement at the assertion level and of the
operating effectiveness of controls. (RTP, Nov 2019, NA)

Incorrect. Although inquiry may provide important audit evidence, and may even produce evidence of a misstatement,
inquiry alone ordinarily does not provide sufficient audit evidence of the absence of a material misstatement at the
assertion level, nor of the operating effectiveness of controls.

Q6.

Sufficiency is the measure of the quantity of audit evidence. (SA, Jan 2021, 2 Marks)

Correct. Sufficiency is the measure of the quantity of audit evidence. The quantity of audit evidence needed is affected by
the auditor’s assessment of the risks of misstatement (the higher the assessed risks, the more audit evidence is likely to be
required)

Q7.

Inquiry alone ordinarily does not provide sufficient audit evidence. (MTP2, Nov 2021, 2 Marks) (MTP1, May 2022, 2 marks)

Correct. Most of the auditor's work in forming the auditor’s opinion consists of obtaining and evaluating audit evidence.
Audit procedures to obtain audit evidence can include inspection, observation, confirmation, recalculation, re-performance
and analytical procedures, often in some combination, in addition to inquiry. Although inquiry may provide important audit
evidence, and may even produce evidence of a misstatement, inquiry alone ordinarily does not provide sufficient audit
evidence of the absence of a material misstatement at the assertion level, nor of the operating effectiveness of controls.

Q8.

While auditing the books of accounts of ABC Ltd., the auditor of the company looked at the inventory counting process to
obtain audit evidence. In the present case, audit procedure used by the auditor is known as "Inspection”

(SA, Dec 2021, 2 marks) (RTP, May 2023, NA)

Incorrect. The auditor procedure used in the given case is “Observation”. Observation consists of looking at a process or
procedure being performed by others whereas Inspection involves examining records or documents, whether internal or
external, in paper form, electronic form, or other media, or a physical examination of an asset.

Q9.

Audit evidence obtained through observation of the application of a control is less reliable than audit evidence obtained by
inquiry about the application of a control. (MTP2, Nov 2022, 2 Marks)

Incorrect. Audit evidence obtained directly by the auditor (for example, observation of the application of a control) is more
reliable than audit evidence obtained indirectly or by inference (for example, inquiry about the application of a control).
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Q10. | Appropriateness is the measure of the quantity of audit evidence. (SA, May 2023, 2 marks)
Incorrect. Sufficiency is the measure of the quantity of audit evidence. On the other hand, appropriateness is the measure of
the quality of audit evidence

Q11. | While auditing the books of accounts of XYZ Ltd., the auditor of the company was involved in examining records and
documents in paper form, electronic form etc. and was also conducting physical examination of assets. In the present case,
audit procedure used by the auditor is known as “Observation” (MTP1, Nov 2023, 2 marks) (MTP2, Nov 2023, 2 marks)
Incorrect. The audit procedure used by the auditor of XYZ Ltd. is known as “Inspection”. Whereas Observation consists of
looking at a process or procedure being performed by others.

Part Ill: Multiple Choice Questions

Q1. Audit evidence is necessary to support the auditor’s opinion and report. It is in nature and is primarily obtained from
audit procedures performed during the course of the audit.
(a) cumulative
(b) regressive
(c) selective
(d) objective
(Sample MCQs) (RTP, Nov 2019, NA) (MTP1, Nov 2019, 1 Mark) (MTP2, May 2022, 1 mark)
Correct answer: (a) Cumulative

Q2. Most of the auditor’s work in forming the auditor’s opinion consists of obtaining and evaluating audit evidence.
(a) obtaining audit evidence.
(b) evaluating audit evidence.
(c) obtaining or evaluating audit evidence.
(d) obtaining and evaluating audit evidence.
(Sample MCQs) (MTP2, May 2019, 1 Mark) (MTP1, Nov 2019, 1 Mark)
Correct answer: (d) obtaining and evaluating audit evidence

Q3. Audit procedures to obtain audit evidence can include
(a) inspection, observation, confirmation, recalculation, re-performance and analytical procedures
(b) inspection, observation, confirmation, recalculation and re-performance
(c) inspection, observation, confirmation and analytical procedures
(d) inspection, observation, recalculation, re-performance and analytical procedures
(Sample MCQs)
Correct answer: (a) inspection, observation, confirmation, recalculation, re-performance and analytical procedures

Q4. Auditor’s judgment as to sufficiency may be affected by the factors such as:
(a) Materiality
(b) Risk of material misstatement
(c) Size and characteristics of the population.
(d) All of the above
(Sample MCQs) (ICAI MCQs)
Correct answer: (d) All of the above

Q5. Which of the following is not an Audit procedure to obtain audit evidence:

(a) Inspection
(b) Observation
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(c) External Confirmation
(d) Internal Control
(ICAI MCQs)

Correct answer: (d) Internal Control

Q6. When information to be used as audit evidence has been prepared using the work of a management'’s expert, the auditor
shall, to the extent necessary, having regard to the significance of that expert’s work for the auditor’s purposes:
(i) Evaluate the competence, capabilities and objectivity of that expert
(i) Obtain an understanding of the work of that expert
(iii) Evaluate the appropriateness of that expert's work as audit evidence for the relevant assertion
(a) (i) and (i)
(b) (ii) and (iii)
(c) (i) and (iii)
(d) (i),(ii) and (iii)
(ICAI MCQs)
Correct answer: (d) (i),(ii) and (iii)
Q7. Audit evidence includes
(a) information contained in the accounting records underlying the financial statements
(b) both information contained in the accounting records underlying the financial statements and other information.
(c) other information.
(d) information contained in the accounting records underlying the financial statements or other information.
(Sample MCQs) (ICAI MCQs) (MTP2, May 2019, 1 Mark) (MTP1, Nov 2019, 1 Mark) (MTP2, May 2021, 2 Marks) (MTP2,
Nov 2021, 2 Marks) (MTP2, May 2023, 1 mark)
Correct answer: (b) both information contained in the accounting records underlying the financial statements and other
information.
Qs. which of the following is incorrect :
(a) Inquiry consists of seeking information of unknown persons, both financial and non- financial, within the entity or outside
the entity.
(b) Inquiry is used extensively throughout the audit in addition to other audit procedures.
(c) Inquiries may range from formal written inquiries to informal oral inquiries. Evaluating responses to inquiries is an integral
part of the inquiry process.
(d) Responses to inquiries may provide the auditor with information not previously possessed or with corroborative audit
evidence.
(MTP1, May 2019, 2 Marks)
Correct answer: (a) Inquiry consists of seeking information of unknown persons, both financial and non- financial, within the
entity or outside the entity.
Explanation: Inquiry consists of seeking information of knowledgeable persons (NOT unknown persons), both financial and
non-financial, within the entity or outside the entity.
Q9. Mr. H and his team members carefully watched the whole process of counting of finished wooden doors by employees of

Bottom Limited. This is an example of which audit procedure:
(a) External Confirmation.

(b) Observation.

(c) Inquiry.

(d) Inspection.

(RTP, Nov 2021, NA)

Correct answer: (b) Observation
Explanation: Observation consists of looking at a process or procedure being performed by others.
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Q10. | Mr. H and his team members in detail checked and evaluated the books of accounts and relevant documents of WT Limited.

This is an example of which audit procedure:

(a) Inspection.

(b) Re-performance.

(c) Recalculation.

(d) Observation.

(MTP1, Nov 2022, 1 Mark)

Correct answer: (a) Inspection

Explanation: Inspection involves examining records or documents, whether internal or external, in paper form, electronic
form, or other media, or a physical examination of an asset.

Q11. | CA X, auditor of Green Shoots Private Ltd. is going through financial statements of the company. On perusing notes to
accounts, he finds ageing of trade payables reflecting in accordance with requirements of Schedule Il of Companies Act,
2013. He wants to be sure that ageing of trade payables forming part of notes of accounts is proper and carries out ageing
independently to confirm its veracity. Identify audit procedure(s) being performed by CA X.

(a) Analytical procedures

(b) Recalculation

(c) Re-performance

(d) Observation

(MTP2, Nov 2022, 1 Mark)

Correct answer: (c) Re-performance

Explanation: Re-performance involves the auditor’s independent execution of procedures or controls that were originally
performed as part of the entity’s internal control. Examples are Re-performing the reconciliation of bank statements,
re-performing the aging of accounts receivable.

Q12. may be defined as the information used by the auditor in arriving at the conclusions on which the auditor’s
opinion is based. It includes both information contained in the accounting records underlying the financial statements and
other information.

(a) Audit procedure
(b) Audit evidence
(c) Audit plan
(d) Audit programme
(MTP1, Nov 2023, 1 mark)
Correct answer: (b) Audit evidence
Q13. | While auditing the books of accounts of Mehra Limited for the financial year 2023-24, the auditor of the company used an

audit procedure according to which complete documents and records of the company were checked in detail in order to
obtain audit evidence. Explain the audit procedure used by the auditor of company.

(a) Recalculation

(b) Analytical Procedures
(c) Inquiry

(d) Inspection

(MTP1, Nov 2023, 1 mark)

Correct answer: (d) Inspection

Explanation: Inspection involves examining records or documents, whether internal or external, in paper form, electronic
form, or other media, or a physical examination of an asset
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SA 610 “Using the work of internal Auditors”

Part | : Descriptive Questions

Q1.

A company has stipulated a control through its automated software that interest @ 12% p.a. is charged in case of those
customers who fail to make payment within a month of a sales transaction. The internal auditor of the company finds that
during a certain period, software has failed to charge interest due to certain technical glitches. Does reporting of above
situation fall in domain of internal auditor’s work? (ICAI Study Material - Test Your Understanding)

e One of the functions of internal auditor includes responsibility for reviewing controls, evaluating their operation, and
recommending improvements thereto.

e Inthe given case, the internal auditor has found that controls relating to levying of interest have not operated. The
system has not levied stipulated interest in respect of a certain period. It can result in loss of income for the
company and improper financial reporting.

e Such a matter, definitely, falls in the domain of reporting by the internal auditor.

Q2.

CA Sukesh is external auditor of an entity. He comes to know that there is also an internal auditor in the entity. However, he
finds that internal auditor is not reporting directly to higher echelons of the management. CA Sukesh has also assessed risk
of material misstatement to be high. Discuss, whether it would be proper for CA Sukesh to rely upon work of internal auditor
extensively in above situation. (ICAl Study Material - Test Your Understanding)

In the given case, the organizational status of internal audit function is not commensurate with his duties. He is not reporting
directly to higher echelons of management. It shows that such a function is not given its due importance in entity.

Since risk of material misstatements has also been assessed as high by CA Sukesh, both the above factors suggest that he
should not rely upon work of internal auditor extensively.

Qs.

Discuss some of circumstances when work of the internal auditor cannot be used by external auditor.
(ICAI Study Material - Test Your Knowledge)

The external auditor shall not use the work of the internal audit function if the external auditor determines that:

e The function's organizational status and relevant policies and procedures do not adequately support the objectivity
of internal auditors;

e The function lacks sufficient competence; or
e The function does not apply a systematic and disciplined approach, including quality control.

Q4.

Moon Ltd. of which you are the statutory auditor, have an internal audit being conducted by an outside agency. State the
factors that weigh considerations in opting to make use of direct assistance of the internal auditors for the purpose of
statutory audit.

As per SA 610 “Using the Work of Internal Auditor”, the external auditor can take direct assistance of internal auditor subject
to following conditions:

a) The external auditor is not prohibited by law or regulation from obtaining direct assistance from internal auditors.
b) There are no significant threats to the objectivity of the internal auditor
c) The internal auditor have sufficient competence to perform the proposed work

Precautions to be taken while using direct assistance:
The external auditor shall not use internal auditors to provide direct assistance to perform procedures that
i) Involve making significant judgments in the audit;
ii) Relate to higher assessed risks of material misstatement;
iii) Relate to work with which the internal auditors have been involved; or

iv) Relate to decisions the external auditor makes in accordance with this SA regarding the internal audit function and
the use of its work or direct assistance.

Prior to using internal auditors to provide direct assistance for purposes of the audit, the external auditor shall:
a) Obtain written agreement from an authorized representative of the entity that the internal auditors will be allowed
to follow the external auditor’s instructions, and that the entity will not intervene in the work the internal auditor
performs for the external auditor; and
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b) Obtain written agreement from the internal auditors that they will keep confidential specific matters as instructed
by the external auditor and inform the external auditor of any threat to their objectivity

The external auditor shall direct, supervise and review the work performed by internal auditors on the engagement in
accordance with SA 220.

Q5.

CA Amboj, a practicing chartered accountant has been appointed as an internal auditor of Textile Ltd. He conducted the
physical verification of the inventory at the year-end and handed over the report of such verification to CA Kishore, the
statutory auditor of the Company, for his view and reporting. Can CA Kishore rely on such report?

As per SA 610 “Using the Work of Internal Auditors”, while determining whether the work of the internal auditors can be
used for the purpose of the audit, the external auditor shall evaluate-

a) The extent to which the internal audit function’s organizational status and relevant policies and procedures support
the objectivity of the internal auditors;

b) The level of competence of the internal audit function; and
¢) Whether the internal audit function applies a systematic and disciplined approach, including quality control.

Further, the external auditor shall not use the work of the internal audit function if the external auditor determines that:

a) The function’s organizational status and relevant policies and procedures do not adequately support the objectivity
of internal auditors;

b) The function lacks sufficient competence; or

c) The function does not apply a systematic and disciplined approach, including quality control.

In the instant case, CA. Kishore should ascertain the internal auditor’s scope of verification, area of coverage and method of
verification. He should review the report on physical verification taking into consideration these factors. If possible he should
also test check a few items and he can also observe the procedures performed by the internal auditors.

Conclusion: If the statutory auditor is satisfied about the appropriateness of the verification, he can rely on the report but if
he finds that the verification is not in order, he has to decide otherwise. The final responsibility to express opinion on the
financial statement remains with the statutory auditor.

Qeé.

Explain the meaning, objectives and scope of internal audit functions as per SA 610. (RTP, May 2019, NA)

Meaning of Internal audit function: A function of an entity that performs assurance and consulting activities designed to
evaluate and improve the effectiveness of the entity’s governance, risk management and internal control processes.

Objectives and scope of internal audit functions:

The objectives and scope of internal audit functions typically include assurance and consulting activities designed to
evaluate and improve the effectiveness of the entity’s governance processes, risk management and internal control.
1. Activities Relating to Governance: Internal audit function may assess the governance process in its
accomplishment of objectives on ethics and values, accountability and communicating risk to appropriate areas of
the organization.

2. Activities Relating to Risk Management: Internal audit function may assist the entity by identifying and evaluating
significant exposures to risk and contributing to the improvement of risk management and internal control
(including effectiveness of the financial reporting process)

3. Activities Relating to Internal Control

e Evaluation of internal control: Internal audit function may be assigned specific responsibility for reviewing
controls, evaluating their operation and recommending improvements thereto.

e Examination of financial and operating information: Internal audit function may be assigned to review the
means used to identify, recognize, measure, classify and report financial and operating information, and to
make specific inquiry into individual items, including detailed testing of transactions, balances and
procedures.

e Review of operating activities. The internal audit function may be assigned to review the economy,
efficiency and effectiveness of operating activities, including non-financial activities of an entity.

e Review of compliance with laws and regulations. The internal audit function may be assigned to review
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compliance with laws, regulations and other external requirements, and with management policies and
directives and other internal requirements

Q7.

Explain how Internal Financial Control and Internal controls over financial reporting differ?(SA, Jan 2021, 4 Marks)
OR

Explain clearly the difference between Internal Financial Control and Internal Controls over financial reporting.

(RTP, Nov 2021, NA)

Difference between internal financial control and internal control over financial reporting

e The term Internal Financial Controls (IFC) refers to the policies and procedures put in place by companies for
ensuring reliability of financial reporting, effectiveness and efficiency of operations, compliance with applicable
laws and regulations, safeguarding of assets and prevention and detection of frauds.

e On the other hand, Internal controls over financial reporting is required where auditors are required to express an
opinion on the effectiveness of an entity’s internal controls over financial reporting, such opinion is in addition to
and distinct from the opinion expressed by the auditor on the financial statements.

e Therefore, “internal financial control” is a wider term whereas “internal controls over financial reporting” is a
narrower term restricted to entity’s internal controls over financial reporting only

Q8.

Discuss the objectives and scope of internal audit functions with respect to activities relating to internal control.
(SA, Jan 2021, 3 Marks)

OR
Saburi Textile Ltd is an established player in the textile manufacturing sector. It has developed strong internal controls in
almost every area. It has appointed you as an Internal Audit team head. Internal audit has a very strong relation with internal
control of the company. Internal Audit analyses the effectiveness with which the internal control of the company is operating
and also makes suggestions for improvement in that internal control. Explain stating clearly activities relating to Internal
Control. (RTP, May 2022, NA)

OR
Internal audit not only analyses the effectiveness with which the internal control of a company is operating but also improves
the effectiveness of internal control. Elucidate the statement. (SA, May 2022, 4 Marks)

Objectives and scope of internal audit functions relating to Internal Control are:

e Evaluation of internal control: The internal audit function may be assigned specific responsibility for reviewing
controls, evaluating their operation and recommending improvements thereto.

e Examination of financial and operating information: The internal audit function may be assigned to review the
means used to identify, recognize, measure, classify and report financial and operating information, and to make
specific inquiry into individual items, including detailed testing of transactions, balances and procedures.

e Review of operating activities: The internal audit function may be assigned to review the economy, efficiency and
effectiveness of operating activities, including non-financial activities of an entity.

e Review of compliance with laws and regulations: The internal audit function may be assigned to review compliance
with laws, regulations and other external requirements, and with management policies and directives and other
internal requirements.

Part ll:

Correct/Incorrect Questions

Q1.

The scope of work of an internal auditor may extend even beyond the financial accounting. (MTP1, Nov 2019, 2 Marks)

Correct. As per SA 610 “Using the work of internal Auditors”, the scope of internal auditor may include Monitoring of internal
control, Examination of financial and operating information, Review of operating activities, Review of compliance with laws
and regulations, Risk management and Governance

Q2.

The objectives and scope of internal audit functions are restricted to activities relating to evaluation of internal control only.
(SA, Jan 2021, 2 marks)

Incorrect. As per SA 610, “Using the Work of an Internal Auditor”, the objectives of internal audit functions vary widely and
depend on the size and structure of the entity and the requirements of management and, where applicable, those charged
with governance. The objectives and scope of internal audit functions typically include assurance and consulting activities

designed to evaluate and improve the effectiveness of the entity’s governance processes, risk management and internal
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control. From the above, it can be concluded that the objective and scope of internal audit function are not restricted to
activities relating to evaluation of control only

Part lll: Multiple Choice Questions
Q1. Which of the following is not one of functions of internal auditor of an organization?
(a) Performing assurance activities
(b) Performing consulting activities to improve governance of organization
(c) Performing risk management activities
(d) Expressing independent opinion on financial statements of organization
(ICAI Study Material - Test Your Knowledge)
Correct answer: (d) Expressing independent opinion on financial statements of organization
Explanation: The objectives and scope of internal audit functions typically include assurance and consulting activities
designed to evaluate and improve the effectiveness of the entity’s governance processes, risk management and internal
control. The external auditor’s objective is to express an independent opinion on financial statements of organization
Q2. Which of the following is not an objective of a company’s policies for ensuring “internal financial controls”?
(a) Efficient conduct of business
(b) Safeguarding of assets
(c) Prevention and detection of frauds and errors
(d) Assessing audit risk
(ICAI Study Material - Test Your Knowledge)
Correct answer: (d) Assessing audit risk
Explanation: Internal financial controls are the policies and procedures adopted by the company for ensuring the orderly and
efficient conduct of its business, including adherence to company’s policies, the safeguarding of its assets, prevention and
detection of frauds and errors, accuracy and completeness of the accounting records, and timely preparation of reliable
financial information
Q3. Which of the following is true:
(a) The internal audit plan should be comprehensive enough to ensure that it helps in achieving of the above overall
objectives of an internal audit.
(b) The internal audit plan should, generally be consistent with the goals and objectives of the internal audit function as
listed out in the internal audit charter as well as the goals and objectives of the organisation.
(c) In case the entire internal audit or the particular internal audit engagement has been outsourced, the internal auditor
should also ensure that the plan is consistent with the terms of the engagement.
(d) All the above
(ICAI MCQs)
Correct answer: (d) All the above
Q4. CA M is internal auditor of Crayon Products Limited. Which of the following is not TRUE about scope of internal audit?

(a) Internal audit is an independent assurance activity.

(b) Internal audit helps in improving internal control of the company.

(c) Internal audit cannot review non-financial activities of company.

(d) Internal audit can review compliance of company with various laws and regulations.
(MTP2, Nov 2022, 1 Mark)

Correct answer: (c) Internal audit cannot review non-financial activities of company.

Explanation: Statement 3 is incorrect as the internal audit function may be assigned to review the economy, efficiency and
effectiveness of operating activities, including non financial activities of an entity.
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SA 530 “Audit Sampling”

Part | : Descriptive Questions

Q1. An auditor, while conducting audit of an entity, has selected samples based upon his personal experience and knowledge.
Later on, it turns out that selected samples were not representative and it has led to faulty selection of samples. The auditor
contends that samples were selected based upon his personal experience and knowledge. Can auditor escape from his
responsibility in this regard? (ICAI Study Material - Test Your Understanding)

e Inthe provided situation, the auditor has selected samples based upon his personal experience and knowledge. It is
a case of a non-statistical sampling approach adopted by the auditor.

e Whatever may be the approach, non-statistical or statistical sampling, the sample must be representative. This
means that it must be closely similar to the whole population although not necessarily exactly the same. T

e The auditor cannot escape his responsibility in this regard.

Q2. What is the meaning of Sampling? Also discuss the methods of Sampling. Explain in the light of SA 530 “Audit Sampling”.
(ICAI Study Material - Test Your Knowledge)

Meaning of Audit Sampling: “Audit Sampling” means the application of audit procedures to less than 100% of items within a
population of audit relevance such that all sampling units have a chance of selection in order to provide the auditor with a
reasonable basis on which to draw conclusions about the entire population.

The objective of the auditor when using audit sampling is to provide a reasonable basis for the auditor to draw conclusions
about the population from which the sample is selected.

Methods of Sampling:

1. Random Sampling: Random selection ensures that all items in the population have an equal chance of selection. It
may involve use of random number tables.

2. Interval Sampling or Systematic Sampling: Systematic selection is a selection method in which the number of
sampling units in the population is divided by the sample size to give a sampling interval, for example 50, and
having determined a starting point within the first 50, each 50th sampling unit thereafter is selected.

3. Monetary Unit Sampling: It is a type of value-weighted selection in which sample size, selection and evaluation
results in a conclusion in monetary amounts

4. Haphazard sampling: Haphazard selection, in which the auditor selects the sample without following a structured
technique. Although no structured technique is used, the auditor would nonetheless avoid any conscious bias or
predictability. Haphazard selection is not appropriate when using statistical sampling.

5. Block Sampling: This method involves selection of a block(s) of contiguous items from within the population.
Block selection cannot ordinarily be used in audit sampling because most populations are structured such that
items in a sequence can be expected to have similar characteristics to each other, but different characteristics from
items elsewhere in the population

Q3. With reference to Standard on Auditing 530, state the requirements relating to audit sampling, sample design, sample size

and selection of items for testing. (ICAI Study Material - Test Your Knowledge)

OR
State the requirements relating to audit sampling, sample design, sample size and selection of items for testing.
(MTP1, Nov 2021, 4 marks)

OR

Explain the meaning of Audit Sampling as per the relevant standard on auditing. State the requirements relating to audit
sampling, sample design, sample size and selection of items for testing. (RTP, Nov 2022, NA)

As per SA 530 on “Audit Sampling”, the meaning of the term Audit Sampling is the application of audit procedures to less
than 100% of items within a population of audit relevance such that all sampling units have a chance of selection in order to
provide the auditor with a reasonable basis on which to draw conclusions about the entire population.

The requirements relating to sample design, sample size and selection of items for testing:

e Sample design: When designing an audit sample, the auditor shall consider the purpose of the audit procedure and
the characteristics of the population from which the sample will be drawn.

e Sample Size: The auditor shall determine a sample size sufficient to reduce sampling risk to an acceptably low
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level.

e Selection of Items for Testing: The auditor shall select items for the sample in such a way that each sampling unit
in the population has a chance of selection

Q4. While planning the audit of S Ltd. you want to apply sampling techniques. What are the risk factors you should keep in mind?
(ICAI Study Material - Test Your Knowledge) (RTP, Nov 2018, NA) (MTP2, May 2019, 3 Marks) (RTP, May 2023, NA)
OR
"Sampling risk can lead to erroneous conclusions". Justify (SA, May 2019, 4 Marks) (MTP2, May 2021, 3 Marks)
OR
Sampling risk can lead to two types of erroneous conclusions. Explain clearly stating the meaning of sampling risk
(RTP, May 2022, NA)
Risk Factors while applying Sampling Techniques:
As per SA 530 “Audit Sampling”, sampling risk is the risk that the auditor’s conclusion based on a sample may be different
from the conclusion if the entire population were subjected to the same audit procedure. Sampling risk can lead to two
types of erroneous conclusions-

i) In the case of a test of controls, that controls are more effective than they actually are, or in the case of tests of
details, that a material misstatement does not exists when in fact it does. The auditor is primarily concerned with
this type of erroneous conclusion because it affects audit effectiveness and is more likely to lead to an
inappropriate audit opinion.

i) In the case of test of controls, the controls are less effective than they actually are, or in the case of tests of details,
that a material misstatement exists when in fact it does not. This type of erroneous conclusion affects audit
efficiency as it would usually lead to additional work to establish that initial conclusions were incorrect

NOTE: For a student’s understanding, answer is explained in simple language:

e Situation I: The auditor determines that the controls of the entity are effective and that no misstatements in the FS
exist. However, actual controls are not effective, and misstatements exist. The auditor can give an inappropriate
opinion in this case, which affects audit effectiveness. (Danger situation)

e Situation II: The auditor determines that the controls of the entity are not effective and that misstatements in the FS
exist. However, actual controls are effective, and misstatements do not exist. This situation would usually lead to
additional work to establish that the initial conclusions were incorrect. More time and effort are required in this
situation.(Loss situation)

Q5. Write a short note on Advantages of Statistical sampling in Auditing. (ICAI Study Material - Test Your Knowledge)

OR

Audit testing done through Statistical sampling is more scientific than testing based entirely on the auditor's own judgment
because it involves use of mathematical laws of probability in determining the appropriate sample size in varying
circumstances. Explain and also state advantages of Statistical sampling. (MTP1, Nov 2020, 4 Marks)

OR
What are the advantages of Statistical sampling technique in auditing (RTP, May 2022, NA)

Audit testing done through this approach is more scientific than testing based entirely on the auditor’s own judgment
because it involves use of mathematical laws of probability in determining the appropriate sample size in varying
circumstances. Statistical sampling has reasonably wide application where a population to be tested consists of a large
number of similar items and more in the case of transactions involving compliance testing, trade receivables’ confirmation,
payroll checking, vouching of invoices and petty cash vouchers.

The advantages of statistical sampling may be summarized as follows -

e The amount of testing (sample size) does not increase in proportion to the increase in the size of the area
(universe) tested.

e The sample selection is more objective and thereby more defensible.

e The method provides a means of estimating the minimum sample size associated with a specified risk and
precision.

e |t provides a means for deriving a “calculated risk” and corresponding precision (sampling error) i.e. the probable
difference in result due to the use of a sample in lieu of examining all the records in the group (universe), using the
same audit procedures.

e It may provide a better description of a large mass of data than a complete examination of all the data, since
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non-sampling errors such as processing and clerical mistakes are not as large.

e Itis widely accepted way of sampling as it is more scientific, without personal bias and the result of sample can be
evaluated and projected in more reliable way.

Q6. Write a short note on Stratified Sampling. (ICAI Study Material - Test Your Knowledge)
Stratified Sampling
e This method involves dividing the whole population to be tested in a few separate groups called strata and taking a
sample from each of them.
e Each stratum is treated as if it was a separate population and items are selected from each of these stratum.
e The number of groups into which the whole population has to be divided is determined on the basis of auditor
judgment.
Example: The population in the range between ¥500 to ¥ 11,50,000 say for trade receivables balances may be divided into
groups as follows:-
1. balances in excess of ¥ 10,00,000;
2. balances in the range of ¥ 7,75,001 to ¥ 10,00,000;
3. balances in the range of ¥ 5,50,001 to ¥ 7,75,000
4. balances in the range of ¥ 2,25,001 to ¥ 5,50,000; and
5. balances ¥ 2,25,000 and below.
From these above groups the auditor may pick up different percentages of items from each of the group. -
e From the top group i.e. balances in excess of ¥ 10,00,000, the auditor may examine all the items;
e from the second group 25% of the items;
e from the third group 10% of the items; and
e from the lowest group 2% of the items may be selected
Q7. What precautions should be taken by the auditor while applying test check techniques?
(ICAI Study Material - Test Your Knowledge)
OR
CA B is appointed as an auditor of M/s. Divine Pharmacy, a wholesale medicine supplier. While auditing for the financial year
2023-24, CA B wants to use test checking technique. Advise CA B, what kind of precautions should be taken by him in this
regard. (SA, July 2021, 4 Marks)
Precautions to be taken while applying test check techniques are
e Thorough study of accounting system should be done before adopting sampling.
e  Proper study of internal control systems.
e Areas which are not suitable for sampling should be carefully considered. Eg: compliance with statutory provisions,
transactions of unusual nature etc.
e  Proper planning for Sampling methods to be used and explaining the staff,
e Transactions and balances have to be properly classified (stratified)
e Sample size should be appropriately determined.
e  Sample should be chosen in unbiased way,
e  Errors located in the sample should be analysed properly.
Q8. Explain the factors to be considered while determining the extent of checking on a sampling plan.

(ICAI Study Material - Test Your Knowledge) (SA, Nov 2018, 5 Marks) (RTP, May 2019, NA) (RTP, Nov 2020, NA)

The factors that should be considered for deciding upon the extent of checking on a sampling plan are following:
e Size of the organisation under audit.

State of the internal control.

Adequacy and reliability of books and records.

Tolerable error range.

Degree of the desired confidence.
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Q9.

Whatever may be the approach non-statistical or statistical sampling, the sample must be representative. Discuss explaining
Statistical and Non Statistical sampling approaches. (RTP, May 2018, NA)

Statistical sampling:
e An approach to sampling that has the following characteristics:
o Random selection of the sample items; and
o  The use of probability theory to evaluate sample results, including measurement of sampling risk.

e This method is more scientific as it involves use of mathematical laws of probability. This method has reasonably
wide application where a population to be tested consists of a large number of similar items

Non- Statistical sampling:
e A sampling approach that does not have characteristics of random selection and use of probability theory is
considered non-statistical sampling.
e Under this approach, the sample size and its composition are determined on the basis of the personal experience
and knowledge of the auditor.

e This approach has been in common application for many years because of its simplicity in operation.

The decision whether to use a statistical or non-statistical sampling approach is a matter for the auditor’s judgment;
however, sample size is not a valid criterion to distinguish between statistical and non-statistical approaches. Sample must
be representative. Whatever may be the approach, non-statistical or statistical sampling, the sample must be representative.
This means that it must be closely similar to the whole population although not necessarily exactly the same. The sample
must be large enough to provide statistically meaningful results.

Q10.

XYZ Ltd is engaged in trading of electronic goods and having huge accounts receivables. For analysing the whole accounts
receivables, auditor wanted to use sampling technique. In considering the characteristics of the population from which the
sample will be drawn, the auditor determines that stratification or value-weighted selection technique is appropriate. SA 530
provides guidance to the auditor on the use of stratification and value - weighted sampling techniques. Advise the auditor in
accordance with SA 530 (RTP, May 2018, NA) (MTP2, May 2018, 5 Marks) (MTP1, Nov 2019, 4 Marks)

OR

In considering the characteristics of the population from which the sample will be drawn, the auditor may determine that
stratification or value-weighted selection technique is appropriate. Guide the auditor on the use of stratification and
value-weighted sampling techniques. (RTP, Nov 2021, NA)

Stratification and Value-Weighted Selection:

As per SA 530 “Audit Sampling”, the objective of the auditor when using audit sampling is to provide a reasonable basis for
the auditor to draw conclusions about the population from which the sample is selected. In considering the characteristics
of the population from which the sample will be drawn, the auditor may determine that stratification or value-weighted
selection technique is appropriate.

Stratification:

e Itisthe process of dividing a population into sub-populations, each of which is a group of sampling units which
have similar characteristics (often monetary value).

e The objective of stratification is to reduce the variability of items within each stratum and therefore allow sample
size to be reduced without increasing sampling risk.

e  When performing tests of details, the population is often stratified by monetary value. This allows greater audit
effort to be directed to the larger value items, as these items may contain the greatest potential misstatement in
terms of overstatement.

e Similarly, a population may be stratified according to a particular characteristic that indicates a higher risk of
misstatement

e Theresults of samples from the units drawn under each subpopulation are projected to that respective stratum. In
order to draw an opinion on the overall population, the auditor needs to combine the results of all the stratum to
check for possible deviation or risk of material misstatement.

Value-Weighted Selection:
e  When performing tests of details it may be efficient to identify the sampling unit as the individual monetary units
that make up the population.
e One benefit of this approach to defining the sampling unit is that audit effort is directed to the larger value items
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because they have a greater chance of selection, and can result in smaller sample sizes.

e This approach may be used in conjunction with the systematic method of sample selection and is most efficient
when selecting items using random selection.

Q11.

The level of sampling risk that the auditor is willing to accept affects the sample size required. The lower the risk the auditor
is willing to accept, the greater the sample size will need to be. Explain Stating the examples of factors that the auditor may
consider when determining the sample size for tests of controls. (MTP1, May 2018, 5 Marks)

OR
The sample size can be determined by the application of a statistically-based formula or through the exercise of professional
judgment. When circumstances are similar, the effect on sample size of factors will be similar regardless of whether a
statistical or non-statistical approach is chosen. Explain Stating the examples of factors (any four) that the auditor may
consider when determining the sample size for tests of controls.

(MTP2, Nov 2018, 5 Marks) (MTP1, May 2019, 4 Marks) (MTP1, May 2020, 3 Marks)

Factors to be considered while determining the sample size for tests of controls:

The level of sampling risk that the auditor is willing to accept affects the sample size required. The lower the risk the auditor
is willing to accept, the greater the sample size will need to be. The sample size can be determined by the application of a
statistically-based formula or through the exercise of professional judgment. When circumstances are similar, the effect on
sample size of factors will be similar regardless of whether a statistical or non-statistical approach is chosen.

Examples of Factors Influencing Sample Size for Tests of Controls:

e Anincrease in the extent to which the auditor’s risk assessment takes into account relevant controls will increase
the sample size.

e Anincrease in the tolerable rate of deviation, will decrease the sample size.
e Anincrease in the expected rate of deviation of the population to be tested, will increase the sample size.

e Anincrease in the auditor’'s desired level of assurance that the tolerable rate of deviation is not exceeded by the
actual rate of deviation in the population will increase the sample size.

Q12.

The auditor is required to project misstatements for the population to obtain a broad view of the scale of misstatement.
Explain (RTP, May 2019, NA) (RTP, Nov 2023,NA)

OR
The auditor is required to project misstatements for the population to obtain a broad view of the scale of misstatement but
this projection may not be sufficient to determine an amount to be recorded. Explain (RTP, May 2020, NA)

OR

It is imperative for the auditor to project misstatements for the population while performing audit procedures through
sampling. Comment. (SA, Nov 2020, 3 Marks) (MTP2, Nov 2023, 2 marks)

e As per SA 530 “Audit Sampling”, the auditor is required to project misstatements for the population to obtain a
broad view of the scale of misstatement but this projection may not be sufficient to determine an amount to be
recorded.

e When a misstatement has been established as an anomaly, it may be excluded when projecting misstatements to
the population. However, the effect of any such misstatement, if uncorrected, still needs to be considered in
addition to the projection of the non-anomalous misstatements.

e For tests of details, the auditor shall project misstatements found in the sample to the population whereas for tests
of controls, no explicit projection of deviations is necessary since the sample deviation rate is also the projected
deviation rate for the population as a whole.

Q13.

There is a growing realisation that the traditional approach to audit is economically wasteful because all efforts are directed
to check all transactions without exception. Explain (RTP, Nov 2019, NA) (MTP2, May 2022, 3 marks)

e No conscious effort in human society is divested of economic considerations and auditing is no exception. There is
a growing realisation that the traditional approach to audit is economically wasteful because all efforts are directed
to check all transactions without exception.

e In the traditional approach more emphasis is placed on routine checking, which often is not necessary in view of
the time and the cost involved. In routine checking, auditor considers extensive checking and vouching of all entries

e  With the shift in favour of formal internal controls in the management of affairs of organisations, the possibilities of
routine errors and frauds have greatly diminished and auditors often find extensive routine checking as nothing
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more than a ritual because it seldom reveals anything material.

e Now the approach to audit and the extent of checking are undergoing a progressive change in favour of more
attention towards the questions of principles and controls with a curtailment of non-consequential routine

checking.

Q14. | The extent of the checking to be undertaken is primarily a matter of judgment of the auditor. It is in the interest of the auditor
that if he decides to form his opinion on the basis of a part checking, he should adopt standards and techniques which are
widely followed Explain (RTP, Nov 2019, NA)

e The auditor is required to express an opinion on the financial statements. For this purpose, the auditor is required to
decide the extent of the checking to be performed. The extent of the checking to be undertaken is primarily a matter
of judgment of the auditor, there is nothing statutorily stated anywhere which specifies what work is to be done,
how it is to be done and to what extent.

e ltis also not obligatory that the auditor must adopt the sampling technique.

e To ensure a good and reasonable standard of work, he should adopt standards and techniques that can lead him to
an informed professional opinion. On a consideration of this fact, it can be said that it is in the interest of the
auditor that if he decides to form his opinion on the basis of a part checking, he should adopt standards and
techniques which are widely followed and which have a recognised basis.

e Since statistical theory of sampling is based on a scientific law, it can be relied upon to a greater extent than any
arbitrary technique which lacks in basis and acceptability.

Q15. | Explain the sampling method which involves selection of a block(s) of contiguous items from within the population. Also
give example. (RTP, May 2020, NA)

Block Sampling:

e This method involves selection of a block(s) of contiguous items from within the population.

e Block selection cannot ordinarily be used in audit sampling because most populations are structured such that
items in a sequence can be expected to have similar characteristics to each other, but different characteristics from
items elsewhere in the population.

e In some circumstances it may be an appropriate audit procedure to examine a block of items, it would rarely be an
appropriate sample selection technique when the auditor intends to draw valid inferences about the entire
population based on the sample.

Example: Take the first 300 sales invoices from the sales day book in the month of August; alternatively take any five blocks
of 50 sales invoices. Therefore, once the first item in the block is selected, the rest of the block follows items to the
completion.

Q16. | Sampling risk is the risk that the auditor’s conclusion based on a sample may be different from the conclusion if the entire

population were subjected to the same audit procedure. Sampling risk leads to erroneous conclusions. Explain in detail
distinguishing it from nonsampling risk with examples. (RTP, Nov 2020, NA)

OR
In the context of SA 530 ‘Audit Sampling’, explain the terms ‘Sampling Risk’ and ‘NonSampling risk’. (SA, Jan 2021, 4 Marks)
OR

While designing an audit sample, the auditor shall determine a sample size sufficient to reduce the sampling risk to an
acceptably low level. In this context, explain sampling risk and non-sampling risk. (SA, May 2023, 4 marks)

As per SA 530 “Audit Sampling”, sampling risk is the risk that the auditor’s conclusion based on a sample may be different
from the conclusion if the entire population were subjected to the same audit procedure. Sampling risk can lead to two
types of erroneous conclusions-

i) In the case of a test of controls, that controls are more effective than they actually are, or in the case of tests of
details, that a material misstatement does not exists when in fact it does. The auditor is primarily concerned with
this type of erroneous conclusion because it affects audit effectiveness and is more likely to lead to an
inappropriate audit opinion.

i) In the case of test of controls, the controls are less effective than they actually are, or in the case of tests of details,
that a material misstatement exists when in fact it does not. This type of erroneous conclusion affects audit
efficiency as it would usually lead to additional work to establish that initial conclusions were incorrect

Non-Sampling Risk. The risk that the auditor reaches an erroneous conclusion for any reason not related to sampling risk.
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Non sampling risk can never be mathematically measured. Examples of non-sampling risk include use of inappropriate
audit procedures, or misinterpretation of audit evidence and failure to recognize a misstatement or deviation.

Sources of Non Sampling risk are :
e Human Mistakes
e Applying audit procedures not appropriate to the objectives of audit
e Relying on erroneous information e.g. erroneous confirmation
e  Misinterpreting the sample results

Q17.

In most of the circumstances, the evidence available is not conclusive and the auditor always takes a calculated risk in
giving his opinion. Even by undertaking hundred percent checking of the transactions, the auditor does not derive absolute
satisfaction. This state of uneasiness led pragmatic auditors to adopt the statistical theory of sampling to derive the
necessary satisfaction about the state of affairs by checking only a part of the total population of entries. Explain in detail.

(RTP, May 2021, NA)

e In most of the circumstances, the evidence available is not conclusive and the auditor always takes a calculated
risk in giving his opinion. Even by undertaking hundred percent checking of the transactions, the auditor does not
derive absolute satisfaction. This state of uneasiness led pragmatic auditors to adopt the statistical theory of
sampling to derive the necessary satisfaction about the state of affairs by checking only a part of the total
population of entries.

e Auditors realised that they can derive good satisfaction by undertaking a much lesser checking by adoption of this
technique in the auditing process. It is a mathematical truth that the sample, if picked purely on a random basis
would reveal the features and characteristics of the population.

e By adopting the sampling technique, the auditor only checks a part of the whole mass of transactions. The
satisfaction he used to derive earlier, by checking all the transactions, can be derived by a sample checking
provided he can put reliance on the internal controls and checks within the client’s organisation because they
provide the reliability of the records. Sampling is used as a part of the Test of controls. Auditors will check a few
internal controls and their operating effectiveness. Based on the conclusion derived, he can then design the sample
size for test of details (i.e checking of transactions and balances)

e If the internal control is satisfactory in its design and implementation, a much smaller sample can give the auditor
the necessary reliability of the result he obtains. On the other hand, if in certain areas controls are slack or not
properly implemented, the auditor may have to take a much larger sample for getting satisfactory result.

e Another truth about the sampling technique should be noted. It can never bring complete reliability; it cannot give
precisely accurate results. It is a process of estimation. It may have some errors. What error is tolerable for a
particular matter under examination is a matter of the individual's judgment in that particular case.

Q18.

Explain the following terms with reference to Audit Sampling :
i) Stratification
ii) Tolerable misstatement
iii) Tolerable rate of deviation
(RTP, May 2021, NA)

e Stratification: The process of dividing a population into sub-populations, each of which is a group of sampling units
which have similar characteristics (often monetary value).

e Tolerable misstatement: A monetary amount set by the auditor in respect of which the auditor seeks to obtain an
appropriate level of assurance that the monetary amount set by the auditor is not exceeded by the actual
misstatement in the population.

e Tolerable rate of deviation: A rate of deviation from prescribed internal control procedures set by the auditor in
respect of which the auditor seeks to obtain an appropriate level of assurance that the rate of deviation set by the
auditor is not exceeded by the actual rate of deviation in the population.

Q19.

CA X is not sure about the kind of Sampling method to be used for audit of a company. Advise him about the choice of
methods (name of methods only) of Sampling to be used in various circumstances. Also explain briefly the advantages of
the Sampling to be used by him in auditing. (MTP2, Nov 2021, 3 marks)

Sample Selection:
CA. X should obtain the knowledge before using the sampling methods. The principal methods are as follows:
e Random selection.
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Systematic selection.
Monetary Unit sampling.
Haphazard selection.
Block selection.

Advantages of Statistical Sampling in Auditing:

e The amount of testing (sample size) does not increase in proportion to the increase in the size of the area
(universe) tested.

e The sample selection is more objective and thereby more defensible.

e The method provides a means of estimating the minimum sample size associated with a specified risk and
precision.

e |t provides a means for deriving a "calculated risk" and corresponding precision (sampling error) i.e. the probable
difference in result due to the use of a sample in lieu of examining all the records in the group (universe), using the
same audit procedures.

e It may provide a better description of a large mass of data than a complete examination of all the data, since
non-sampling errors such as processing and clerical mistakes are not as large.

e Itis widely accepted way of sampling as it is more scientific, without personal bias and the result of sample can be
evaluated and projected in more reliable way.

Q20. | With reference to SA 530 “Audit Sampling”, explain briefly the following factors that the auditor may consider when
determining the sample size for the Test of Details —

i) The desired level of assurance
ii) Stratification of the population
(SA, Dec 2021, 3 marks)

Examples of factors influencing Sample Size for Test of Details:

e Desired Level of Assurance: An increase in the auditor's desired level of assurance that tolerable misstatement is
not exceeded by actual misstatement in the population will increase the sample size. Hence, greater the level of
assurance that the auditor requires that the results of the sample are in fact indicative of the actual amount of
misstatement in the population, the larger the sample size needs to be.

e Stratification of population: When stratification of the population is appropriate then sample size will decrease as
when there is a wide range (variability) in the monetary size of items in the population, it may be useful to stratify
the population. When a population can be appropriately stratified, the aggregate of the sample sizes from the strata
generally will be less than the sample size that would have been required to attain a given level of sampling risk, had
one sample been drawn from the whole population.

Q21. | ABC Ltd is a Large Company with huge purchase and sales transactions. Which sampling approach is recommended in such
a company? Explain giving features of such sampling approach along with example (MTP1, May 2022, 3 Marks)

In larger organisations, with huge transactions, statistical sampling is always rec ommended as it is unbiased, and the
samples selected are not prejudged.
Features/Characteristics of Statistical Sampling:

e Audit testing done through this approach is more scientific than testing based entirely on the auditor's own
judgment because it involves use of mathematical laws of probability in determining the appropriate sample size in
varying circumstances.

e Statistical sampling has reasonably wide application where a population to be tested consists of a large number of
similar items and more in the case of transactions involving compliance testing, trade receivables’ confirmation,
payroll checking, vouching of invoices and petty cash vouchers.

e There is no personal bias of the auditor in case of statistical sampling. Since it is scientific, the results of sample
can be evaluated and projected on the whole population in a more reliable manner.

For Example: An auditor while verifying the Purchases during the year realised that the purchase transactions in that year are
more than 50,000 in number, then in such case, statistical sampling will be highly recommended in the audit programme.

Q22. | The approach to audit and extent of checking are undergoing a progressive change in favour of more attention towards the
questions of principle and controls with a curtailment of non-consequential routine checking. Discuss the given statement.

(SA, May 2022, 3 Marks)
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No conscious effort in human society is divested of economic considerations and auditing is no exception.There is
a growing realisation that the traditional approach to audit is economically wasteful because all the efforts are
directed to check all transactions without any exception. This invariably leads to more emphasis on routine
checking, which often is not necessary in view of the time and the cost involved.

With the shift in favour of formal internal controls in the management of affairs of organisations, the possibilities of
routine errors and frauds have greatly diminished. Thus, the auditors often find extensive routine checking as
nothing more than a ritual because it seldom reveals anything material. Now the approach to audit and the extent
of checking are undergoing a progressive change in favour of more attention towards the questions of principles
and controls with a curtailment of non-consequential routine checking.

By routine checking, we traditionally think of extensive checking and vouching of all the entries, disregarding the
concept of materiality. The extent of the checking to be undertaken is primarily a matter of judgment of the auditor.
There is nothing statutorily stated anywhere which specifies what work is to be done, how it is to be done and to
what extent it has to be done.

It is also not obligatory that the auditor must adopt the sampling technique. What he is to do as an auditor is to
express his opinion on the financial statements and become bound by that.
To ensure good and reasonable standard of work, he should adopt standards and techniques that can lead him to

an informed professional opinion.This enables the auditor to make conclusions and express fair opinion without
having to check all of the items within the financial statements.

Q23. | This method is considered appropriate provided the population to be sampled consists of reasonably similar units and fall

within a reasonable range i.e. it is suitable for a homogeneous population having a similar range. Explain about that method.
(RTP, Nov 2022, NA)

Simple Random Sampling:

Under this method each unit of the whole population e.g. purchase or sales invoice has an equal chance of being
selected.

Samples are selected through a random number table.

Random number tables are simple and easy to use and also provide assurance that the auditors’ bias does not
affect the selection.

Each item in a population is selected by use of a random number table either with the help of a computer or picking
up a number in a random way.

This method is considered appropriate provided the population to be sampled consists of reasonably similar units
and fall within a reasonable range i.e it is suitable for a homogeneous population having a similar range

Q24. | What are the matters that the auditor shall consider while designing an audit sample? (SA, Nov 2022, 3 marks)

Matters to be considered while designing an Audit Sample:
As per SA 530, “Audit Sampling”, when designing an audit sample, the auditor shall

consider the purpose of the audit procedures and the characteristics of the population from which the sample will
be drawn.

determine a sample size sufficient to reduce sampling risk to an acceptably low level.
select items for the sample in such a way that each sampling unit in the population has a chance of selection.
determine that the sample selected must be representative of the population.

consider including the specific purpose to be achieved and the combination of audit procedures that is likely to
best achieve that purpose.

consider nature of the audit evidence sought and possible deviation or misstatement conditions or other
characteristics relating to that audit evidence will assist the auditor in defining what constitutes a deviation or
misstatement and what population to use for sampling.

perform audit procedures to obtain evidence that the population from which the audit sample is drawn is complete.

Q25. | Random selection ensures that all items in the population or within each stratum have a known chance of selection. Random

sampling includes two very popular methods. Explain. (RTP, May 2023, NA)

Random selection ensures that all items in the population or within each stratum have a known chance of selection. It may
involve use of random number tables. Random sampling includes two very popular methods which are discussed below—

Simple Random Sampling:
o Under this method each unit of the whole population e.g. purchase or sales invoice has an equal chance of
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being selected.
o  Samples are selected through a random number table.

o Random number tables are simple and easy to use and also provide assurance that the auditors’ bias does
not affect the selection.

o Eachitemin a population is selected by use of a random number table either with the help of a computer
or picking up a number in a random way.

o This method is considered appropriate provided the population to be sampled consists of reasonably
similar units and fall within a reasonable range i.e it is suitable for a homogeneous population having a
similar range

e Stratified Sampling: This method involves dividing the whole population to be tested in a few separate groups
called strata and taking a sample from each of them. Each stratum is treated as if it was a separate population and
if proportionate of items are selected from each of these stratum. The number of groups into which the whole
population has to be divided is determined on the basis of auditor judgment

Q26. | Chintamani Ltd appoints Chintan & Mani as statutory auditors for the financial year 202 2- 2023. Chintan & Mani seem to
have different opinion on audit approach to be adopted for audit of Chintamani Ltd. Mani is of the opinion that 100%
checking is not required and they can rely on Audit Sampling techniques in order to provide them a reasonable basis on
which they can draw conclusions about the entire population. Chintan is concerned whether the use of audit sampling has
provided a reasonable basis for conclusions about the population that has been tested. You are required to guide Chintan
about his role if audit sampling has not provided a reasonable basis for conclusions about the population that has been
tested in accordance with SA 530 (RTP, Nov 2023, NA)

As per SA 530, “Audit Sampling”, the auditor shall evaluate:
a) The results of the sample; and
b) Whether the use of audit sampling has provided a reasonable basis for conclusions about the population that has
been tested.
If the auditor concludes that audit sampling has not provided a reasonable basis for conclusions about the population that
has been tested, the auditor may:
e Request management to investigate misstatements that have been identified and the potential for further
misstatements and to make any necessary adjustments; or
e Tailor the nature, timing and extent of those further audit procedures to best achieve the required assurance. For
example, in the case of tests of controls, the auditor might extend the sample size, test an alternative control or
modify related substantive procedures.

Q27. | What is tolerable misstatement and total rate of deviation? (MTP1, Nov 2023, 3 marks)

e Tolerable misstatement is a monetary amount set by the auditor in respect of which the auditor seeks to obtain an
appropriate level of assurance that the monetary amount set by the auditor is not exceeded by the actual
misstatement in the population. When designing a sample, the auditor determines tolerable misstatement in order
to address the risk that the aggregate of individually immaterial misstatements may cause the financial statements
to be materially misstated and provide a margin for possible undetected misstatements.

e Total rate of deviation / Tolerable rate of deviation - A rate of deviation from prescribed internal control procedures
set by the auditor in respect of which the auditor seeks to obtain an appropriate level of assurance that the rate of
deviation set by the auditor is not exceeded by the actual rate of deviation in the population

Part II: Correct/Incorrect Questions

Q1. Universe refers to the entire set of data from which a sample is selected and about which the auditor wishes to draw
conclusions. (ICAI Study Material - Test Your Knowledge)

Incorrect. Population refers to the entire set of data from which a sample is selected and about which the auditor wishes to
draw conclusions.

Q2. Non Statistical sampling is an approach to sampling that has the random selection of the sample items; and the use of
probability theory to evaluate sample results, including measurement of sampling risk characteristics.

(ICAI Study Material - Test Your Knowledge)
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Incorrect. Statistical sampling is an approach to sampling that has the random selection of the sample items; and the use of
probability theory to evaluate sample results, including measurement of sampling risk characteristics

Q3. The objective of stratification is to increase the variability of items within each stratum and therefore allow sample size to be
reduced without increasing sampling risk. (ICAI Study Material - Test Your Knowledge)
Incorrect. The objective of stratification is to reduce the variability of items within each stratum and therefore allow sample
size to be reduced without increasing sampling risk.

Q4. Stratified Sampling is used for homogeneous population. (ICAI Study Material - Test Your Knowledge)
Incorrect. Stratified sampling is used when the population is diversified i.e heterogeneous. The population is divided into sub
population having similar characteristics. Sample are then chosen from these sub populations which are called Stratum.
Therefore, stratified sampling is not useful in case of homogeneous population.

Q5. Non statistical sampling is considered to be more scientific than the statistical sampling.
(ICAI Study Material - Test Your Knowledge)
Incorrect. Statistical sampling uses the scientific method of choosing samples from a given population. The use of
probability theory is involved in statistical sampling so that every sampling unit has an equal chance of getting selected. In
the non statistical sampling, auditors’ judgment and past experience is used to choose samples without any scientific
method

Q6. In case of Statistical sampling, auditor’s bias in choosing sample is involved (ICAI Study Material - Test Your Knowledge)
Incorrect. Statistical sampling uses the scientific method choosing samples from a given population. The use of probability
theory is involved in statistical sampling so that every sampling unit has an equal chance of getting selected. In the
non-statistical sampling, auditor’s judgment and past experience is used to choose samples without and scientific method.
Hence, personal bias is involved in Non statistical sampling and not Statistical.

Q7. When statistical sampling is used to select a sample, sample need not be representative because the statistical sampling
takes care of the representation. (ICAI Study Material - Test Your Knowledge) (SA, May 2018, 2 Marks)

OR

Sample need not be representative. (ICAl Study Material - Test Your Knowledge)
Incorrect.Whatever may be the approach, non-statistical or statistical sampling, the sample must be representative. This
means that it must be closely similar to the whole population although not necessarily exactly the same. The sample must
be large enough to provide statistically meaningful results.

Qs. The method which involves dividing the population into groups of items is known as block sampling.
(ICAI Study Material - Test Your Knowledge) (MTP1, Nov 2019, 2 Marks)
Incorrect. The method which involves dividing the population into groups of items is known as cluster sampling whereas
block sampling involves the selection of a defined block of consecutive items.

Qo. In stratified sampling, the conclusion drawn on each stratum can be directly projected to the whole population
(ICAI Study Material - Test Your Knowledge) (SA, July 2021, 2 Marks)
Incorrect. In case of stratified sampling, the conclusions are drawn on the stratum. The combination of all the conclusions
on stratum together will be used to determine the possible effect of misstatement or deviation. Hence the samples are used
to derive conclusions only on the respective stratum from where they are drawn and not the whole population.

Q10. | Low acceptable sampling risk requires larger sample size.

(ICAI Study Material - Test Your Knowledge) (MTP1, May 2023, 2 marks)

Correct. Sampling risk arises from the possibility that the auditor’s conclusion based upon the sample may be different from
the conclusion that would have been reached if the same audit procedures were applied on the entire population. If
acceptable sampling risk is low, large sample size is needed.
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Q11. | According to SA 530 “Audit sampling”, ‘audit sampling’ refers to the application of audit procedures to 100% of items within a
population of audit relevance. (MTP1, May 2018, 2 Marks) (MTP1, May 2019, 2 Marks)

Incorrect. According to SA 530 “Audit sampling”, ‘audit sampling’ refers to the application of audit procedures to less than
100% of items within a population of audit relevance such that all sampling units have a chance of selection in order to
provide the auditor with a reasonable basis on which to draw conclusions about the entire population.

Q12. | Stratified Sampling involves dividing the whole population to be tested in a few separate groups called strata and taking a
sample from each of them. (MTP2, Nov 2018, 2 Marks)

Correct. Stratified Sampling involves dividing the whole population to be tested in a few separate groups called strata and
taking a sample from each of them. Each stratum is treated as if it was a separate population and if proportionate of items
are selected from each of these stratum. The number of groups into which the whole population has to be divided is
determined on the basis of auditor judgment.

Q13. | Sample size is not a valid criterion to distinguish between statistical and non-statistical approaches.
(MTP2, May 2019, 2 Marks) (RTP, Nov 2023, NA)

Correct. The decision whether to use a statistical or non-statistical sampling approach is a matter for the auditor’s judgment;
however, sample size is not a valid criterion to distinguish between statistical and non-statistical approaches.

Whatever may be the approach, non-statistical or statistical sampling, the sample must be representative. This means that it
must be closely similar to the whole population although not necessarily exactly the same. The sample must be large
enough to provide statistically meaningful results.

Q14. | The non-statistical sampling is criticized on the grounds that it is neither objective nor scientific. (SA, Nov 2019, 2 Marks)

Correct. The non-statistical sampling is criticized on the grounds that it is neither objective nor scientific. The expected
degree of objectivity cannot be assured in non-statistical sampling because the risk of personal bias in selection of sample
items cannot be eliminated. The closeness of the qualities projected by the sample results with that of the whole population
cannot be measured because the sample has not been selected in accordance with the mathematically based statistical
techniques.

Q15. | Statistical sampling has narrower application where a population to be tested consists of a large number of similar items.
(RTP, May 2020, NA)

Incorrect. Statistical sampling has reasonably wide application where a population to be tested consists of a large number
of similar items and more in the case of transactions involving compliance testing, trade receivables’ confirmation, payroll
checking, vouching of invoices and petty cash vouchers.

Q16. | Statistical sampling being more scientific and without personal bias bias will always be appropriate to use under all
circumstances (SA, Dec 2021, 2 marks) (MTP2, May 2023, 2 marks) (MTP2, Nov 2023, 2 marks)

Incorrect. Statistical sampling is a widely accepted way of sampling as it is more scientific, without personal bias and the
result of sample can be evaluated and projected in more reliable way.

Under some audit circumstances, statistical sampling methods may not be appropriate. The auditor should not attempt to
use statistical sampling when another approach is either necessary or will provide satisfactory information in less time or
with less effort. For instance, when exact accuracy is required or in case of legal requirements etc

Q17. | The level of sampling risk that the auditor is willing to accept will not affect the sample size.
(MTP2, May 2022, 2 marks) (RTP, Nov 2022, NA)

Incorrect. As per SA 530, “Audit Sampling” the level of sampling risk that the auditor is willing to accept affects the sample
size required. The lower the risk the auditor is willing to accept, the greater the sample size will need to be.

Q18. | In case of stratified sampling, the conclusions are drawn on the stratum. (MTP1, Nov 2022, 2 Marks)

Correct. In case of stratified sampling, the conclusions are drawn on the stratum. The combination of all the conclusions on
stratum together will be used to determine the possible effect of misstatement or deviation. Hence the samples are used to
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derive conclusion only on the respective stratum from where they are drawn and not the whole population.

Q19. | Systematic sampling means dividing heterogeneous population into homogeneous sub population, where samples are
drawn from each sub population. (MTP2, Nov 2022, 2 Marks)

Incorrect. Stratification means dividing a heterogeneous population into a homogeneous sub population, where samples are
drawn from each sub population. Systematic sampling is a selection method in which the number of sampling units in the
population is divided by the sample size to give a sampling interval, for example 50, and having determined a starting point
within the first 50, each 50th sampling unit thereafter is selected.

Q20. | The higher the auditor's assessment of the risk of material misstatement, the smaller the sample size needs to be.
(MTP2, Nov 2022, 2 marks)

Incorrect. The higher the auditor's assessment of the risk of material misstatement, the larger the sample size needs to be.
The auditor's assessment of the risk of material misstatement is affected by inherent risk and control risk. Therefore, in
order to reduce audit risk to an acceptably low level, the auditor needs a low detection risk and will rely more on substantive
procedures. The more audit evidence that is obtained from tests of details (that is, the lower the detection risk), the larger
the sample size will need to be.

Part lll: Multiple Choice Questions

Q1. Which of the following is not an advantage of statistical sampling?

(a) Sample size does not increase in proportion to size of area tested.

(b) Sample selection is more objective.

(c) It provides a means of deriving a calculated risk and corresponding precision.
(d) In case of verifying compliance with specific legal requirements, it is suitable.
(ICAI Study Material - Test Your Knowledge)

Correct answer: (d) In case of verifying compliance with specific legal requirements, it is suitable.

Q2. As the number of transactions of WY Limited for the financial year 2023-24 were very large, the auditor of WY Limited
decided to use the technique of Audit Sampling. Before selecting the sample from Repair and Maintenance Expenses, the
auditor of WY Limited wished that the entire data of Repair and Maintenance Expenses of WY Limited for financial year
2023-24 should have three characteristics. These three characteristics are:

(a) Simple, Completeness, Relevant.

(b) Appropriateness, Simple, Relevant.

(c) Reliable, Simple, Relevant.

(d) Appropriateness, Completeness, Reliable.
(ICAI MCQs)

Correct answer: (d) Appropriateness, Completeness, Reliable

Explanation: Population refers to the entire set of data from which a sample is selected and about which the auditor wishes
to draw conclusions. Characteristics of Population are Appropriateness, completeness and Reliable.

Q3. The main advantage of using statistical sampling techniques is that such techniques:
(a) Mathematically measure risk

(b) Eliminate the need for judgmental sampling

(c) Defines the values of tolerable error

(d) All of the them

(ICAI MCQs)

Correct answer: (a) Mathematically measure risk

Q4. Which of the following is more scientific:
(a) Statistical
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(b) Non- statistical
(c) both (a) and (b)
(d) none of the above
(ICAI MCQs)

Correct answer: (a) Statistical

Explanation: Statistical sampling uses the scientific method of choosing samples from a given population. In the
non-statistical sampling, auditors’ judgment and past experience is used to choose samples without any scientific method.

Qs.

Statistical sampling has the following characteristics
(a) Random selection

(b) Use of Probability theory

(c) both (a) and (b)

(d) Judgmental approach

(ICAI MCQs)

Correct answer: (c) both (a) and (b)

Qeé.

Which of the following factors is (are) considered in determining the sample size for tests of control?
(a) Projected error

(b) Tolerable error

(c) Expected error

(d) Both (b) and (c)

(Sample MCQs) (ICAI MCQs)

Correct answer: (d) Both (b) and (c)
Explanation:
e Tolerable error means the maximum error in a population that the auditor is willing to accept.

e Expected errors are errors that the auditor expects in the population based on prior audit results, changes in
processes, and evidence/conclusions from other sources.

Q7.

Tolerable error, is the maximum monetary error that the auditor is prepared to accept in the population and still conclude that
audit objective has been achieved, is directly related to

(a) Sample size

(b) Audit risk

(c) Materiality

(d) Expected error

(Sample MCQs) (ICAI MCQs)

Correct answer: (c) Materiality

Explanation: Tolerable error is considered during the planning stage and, for substantive procedures, is related to the
auditor’s judgment about materiality. The larger the tolerable error, the smaller the sample size will need to be. That means if
the auditor can tolerate a high level of risk that means less checking to be done i.e. a high level of materiality will be
determined by the auditor.

Q8.

Which of the following is source of Non Sampling risk :

(a) Human Mistakes

(b) Applying audit procedures not appropriate to the objectives of audit
(c) Misinterpreting the sample results

(d) All of the above

(Sample MCQs) (ICAI MCQs)

Correct answer: (d) All of the above

Explanation: Sources of Non Sampling risk are Human Mistakes, Applying audit procedures not appropriate to the objectives
of audit, Relying on erroneous information e.g. erroneous confirmation, Misinterpreting the sample results
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Q9.

While auditing TEN Ltd., CA. Porky divided the whole population of trade receivables balances to be tested in a few separate
groups called ‘strata’ and started taking a sample from each of them. He treated each stratum as if it was a separate
population. He divided the trade receivables balances of TEN Ltd. for the Financial Year 2022-23 into groups on the basis of
personal judgment as follows:

S. No.|Particulars

1 |Balances in excess of ¥ 10,00,000;

Balances in the range of ¥ 7,75,001 to ¥ 10,00,000;

2
3 |Balances in the range of ¥ 5,50,001 to ¥ 7,75,000;
4 |Balances in the range of ¥ 2,25,001 to ¥ 5,50,000;

5 |Balances ¥ 2,25,000 and below

From the abovementioned groups, CA. Porky picked up different percentage of items for examination from each of the
groups, for example, from the top group i.e. balances in excess of ¥10,00,000, he selected all the items to be examined; from
the second group, he opted for 25 % of the items to be examined; from the lowest group, he selected 2% of the items for
examination; and so on from rest of the groups. Which one of the following methods of sample selection is he following?

(a) Systematic sampling.
(b) Stratified sampling.
(c) Section sampling.

(d) Selection sampling.
(Sample MCQs)

Correct answer: (b) Stratified sampling.

Explanation: Stratified sampling involves dividing the whole population to be tested in a few separate groups called strata
and taking a sample from each of them.

Q10.

In random Sample, each item of population has

(a) equal chance of selection

(b) has varying chance of selection depending upon placing of items.

(c) may have a chance of selection based on auditors professional judgement
(d) All of these

(ICAI MCQs)

Correct answer: (a) equal chance of selection

Q11.

The relationship between tolerable error and sample size is
(a) Inverse

(b) Direct

(c) Close

(d) There is no relationship.

(ICAI MCQs) (MTP2, May 2023, 1 mark)

Correct answer: (a) Inverse
Explanation:
e Tolerable error is the maximum error in the population that the auditor would be willing to accept and still conclude
that the result from the sample has achieved the audit objective.

e If thereis anincrease in the tolerable error, then sample size will decrease, as lower the tolerable error, larger the
sample size needs to be. That means if the auditor can tolerate a high level of risk that means less checking to be
done because deviation/misstatements can be accepted and less samples are drawn thus, sample size decreases.

Q12.

In the case of tests of details

(a) the projected misstatement plus anomalous misstatement, if any, is the auditor’s best estimate of misstatement in the
population.

(b) the projected misstatement is the auditor’s best estimate of misstatement in the population.
(c) the anomalous misstatement is the auditor’s best estimate of misstatement in the population.
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(d) the projected misstatement plus anomalous misstatement, if any, cannot be the auditor’s best estimate of misstatement
in the population.

(MTP1, May 2019, 1 Mark)

Correct answer: (a) the projected misstatement plus anomalous misstatement, if any, is the auditor’s best estimate of
misstatement in the population.

Q13. | Which of the following is correct :
(a) When the projected misstatement exceeds tolerable misstatement, the sample does not provide a reasonable basis for
conclusions about the population that has been tested.
(b) When the projected misstatement plus anomalous misstatement, if any, exceeds tolerable misstatement, the sample
does not provide a reasonable basis for conclusions about the population that has been tested.
(c) When the anomalous misstatement exceeds tolerable misstatement, the sample does not provide a reasonable basis for
conclusions about the population that has been tested.
(d) When the projected misstatement plus anomalous misstatement, if any, exceeds tolerable misstatement, the sample
provides a reasonable basis for conclusions about the population that has been tested.
(MTP1, May 2019, 1 Mark)
Correct answer: (b) When the projected misstatement plus anomalous misstatement, if any, exceeds tolerable
misstatement, the sample does not provide a reasonable basis for conclusions about the population that has been tested.
Q14. | Itis atype of value-weighted selection in which sample size, selection and evaluation results in a conclusion in monetary
amounts :
(a) Haphazard sampling
(b) Monetary Unit Sampling
(c) Stratified Sampling
(d) Interval sampling
(MTP2, May 2019, 1 Mark)
Correct answer: (b) Monetary Unit Sampling
Q15. in which the auditor selects the sample without following a structured technique.

(a) Haphazard selection,
(b) Monetary Unit Sampling
(c) Block Sampling

(d) Structured Sampling
(RTP, May 2021, NA)

Correct answer: (a) Haphazard selection

Explanation: In Haphazard selection, the auditor does not follow a structured technique but avoids bias or predictability

SA 501 “Audit Evidence- Specific Considerations for Selected Items”
Part | : Descriptive Questions

Q1.

The audit procedures performed so far by auditor of a company indicate that there is a possibility that company has not
disclosed all material litigation cases involving the company. Does such a situation warrant direct communication by auditor
with external lawyer of the company? (ICAI Study Material - Test Your Understanding)

As per requirements of SA 501, If the auditor assesses a risk of material misstatement regarding litigation or claims that
have been identified, or when audit procedures performed indicate that other material litigation or claims may exist, the
auditor shall, seek direct communication with the entity’s external legal counsel. The above situation warrants direct
communication with the company's standing external lawyer.
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Q2. JK Exports Ltd is a manufacturer exporter having its own production capacity and also gets the job work done through
various job workers. The auditor of JK Exports Ltd. considers that inventory held with job workers is material to the financial
statements. Suggest the audit procedures in the given case. (ICAl Study Material - lllustration)

When inventory under the custody and control of a third party is material to the financial statements, the auditor shall obtain
sufficient appropriate audit evidence regarding the existence and condition of that inventory by performing one or both of the
following:
a) Request confirmation from the third party as to the quantities and condition of inventory held on behalf of the
entity.
b) Perform inspection or other audit procedures appropriate in the circumstances.

Q3. Parag India Ltd is a manufacturer of various FMCG (fast moving consumable goods) range of products. The company is
having several cases of litigation pending in courts. The auditor wanted to identify litigation and claims resulting to risk of
material misstatements. Suggest the auditor with reference to SAs.

(ICAI Study Material - lllustration) (SA, May 2019, 4 Marks) (MTP1, May 2020, 4 Marks) (MTP2, May 2021, 3 Marks)
OR

Pachranga International Ltd is manufacturer of pickles, ginger garlic paste, jams etc having its plant at Jaipur. Being in food
industry, the company is facing many litigations in various courts across India. Auditors SPV & Co. wants to identify such
litigations and claims involving the company which may give rise to risk of material misstatement. Guide the auditor as to
how they should proceed for the purpose. (RTP, May 2022, NA)
The auditor shall design and perform audit procedures in order to identify litigation and claims involving the entity which may
give rise to a risk of material misstatement, including:

a) Inquiry of management and, where applicable, others within the entity, including in-house legal counsel;

b) Reviewing minutes of meetings of those charged with governance and correspondence between the entity and its

external legal counsel; and

¢) Reviewing legal expense accounts.
If the auditor assesses a risk of material misstatement regarding litigation or claims that have been identified, or when audit
procedures performed indicate that other material litigation or claims may exist, the auditor shall, in addition to the
procedures required by other SAs, seek direct communication with the entity’s external legal counsel.

Q4. Briefly mention the matters that are relevant in planning attendance at physical inventory counting.

(ICAI Study Material - Test Your Knowledge) (SA, Nov 2018, 5 Marks) (RTP, May 2020, NA)
Matters relevant in planning attendance at physical inventory counting: Matters relevant in planning attendance at physical
inventory counting include, for example:
e Nature of inventory.
e Stages of completion of work in progress.
e Therisks of material misstatement related to inventory.
e The nature of the internal control related to inventory.
e Whether adequate procedures are expected to be established and proper instructions issued for physical inventory
counting.
e The timing of physical inventory counting.
e  Whether the entity maintains a perpetual inventory system.
e The locations at which inventory is held, including the materiality of the inventory and the risks of material
misstatement at different locations, in deciding at which locations attendance is appropriate
e  Whether the assistance of an auditor’s expert is needed.
Q5. ABC Ltd is engaged in manufacturing of different type of yarns. On going through its financial statements for the past years,

it is observed that inventory is material to the financial statements. You as an auditor of the company wanted to obtain
sufficient appropriate audit evidence regarding the existence and condition of the inventory as appearing in the financial
statements. Discuss, how would you proceed as an auditor.

(MTP1, May 2018, 5 Marks) (MTP1, Nov 2018, 5 Marks) (MTP2, Nov 2018, 5 Marks) (MTP1, May 2019, 4 Marks) (MTP1,
May 2020, 4 Marks)

When inventory is material to the financial statements, the auditor shall obtain sufficient appropriate audit evidence
regarding the existence and condition of inventory by:
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e Attendance at physical inventory counting, unless impracticable, to:
o  Evaluate management'’s instructions and procedures for recording and controlling the results of the
entity’s physical inventory counting;
o Observe the performance of management’s count procedures;
o Inspect the inventory; and
o  Perform test counts; and

e Performing audit procedures over the entity’s final inventory records to determine whether they accurately reflect
actual inventory count results.

Q6.

TRM Ltd. is a company engaged in manufacture of beauty products. It has hair care segment, skin care segment and kids’
beauty products. The auditor wants to obtain sufficient appropriate audit evidence regarding the presentation and disclosure
of segment information in accordance with the applicable financial reporting framework. Suggest the audit procedures in the
given case. (MTP1, May 2021, 4 Marks)

The auditor shall obtain sufficient appropriate audit evidence regarding the presentation and disclosure of segment
information in accordance with the applicable financial reporting framework by:

e Obtaining an understanding of the methods used by management in determining segment information. Further,

o Evaluating whether such methods are likely to result in disclosure in accordance with the applicable
financial reporting framework; and

o  Where appropriate, testing the application of such methods; and
e Performing analytical procedures or other audit procedures appropriate in the circumstances

Q7.

GPS & Co, Chartered Accountants, conducting the audit of Pratibha Ltd., a listed company for the year ended 31.03.2024 is
concerned with the presentation and disclosure of segment information included in Company's Annual Report. GPS & Co
wanted to ensure that methods adopted by management for determining segment information have resulted in disclosure in
accordance with the applicable financial reporting framework. Guide GPS & Co with 'Examples of Matters' that may be
relevant when obtaining an understanding of the methods used by the management with reference to the relevant Standards
on Auditing. (RTP, May 2022, NA)

The auditors, GPS & Co wanted to ensure and obtain sufficient appropriate audit evidence regarding the presentation and
disclosure of segment information in accordance with the applicable financial reporting framework by obtaining an
understanding of the methods used by management in determining segment information.

As per SA 501- “Audit Evidence—Specific Considerations for Selected ltems”, example of matters that may be relevant when
obtaining an understanding of the methods used by management in determining segment information and whether such
methods are likely to result in disclosure in accordance with the applicable financial reporting framework include:

Sales, transfers and charges between segments, and elimination of inter segment amounts.

Comparisons with budgets and other expected results, for example, operating profits as a percentage of sales.
The allocation of assets and costs among segments.

Consistency with prior periods, and the adequacy of the disclosures with respect to inconsistencies.

Q8.

SPR Ltd has been into the media business since 1990. During the F.Y 2023-2024 many notices were received by the
company for hurting public sentiments and financial claims were filed against the company. As an auditor of the company,
you requested the management for arranging the meeting with company's external legal counsel. Management is of the view
that such meetings are necessary in some certain circumstances only. Can you list down those certain circumstances?

(SA, May 2022, 3 Marks)

Circumstances when becoming necessary to meet with external legal counsel:

In certain circumstances, the auditor also may judge it necessary to meet with the entity’s external legal counsel to discuss
the likely outcome of the litigation or claims. This may be the case, for example, where:

e The auditor determines that the matter is a significant risk.
e The matter is complex.

e There is disagreement between management and the entity’s external legal counsel. Ordinarily, such meetings
require management’s permission and are held with a representative of management in attendance.

Q9.

What auditor should do if it is impracticable to attend the physical inventory count? (SELF)

e If attendance at physical inventory counting is impracticable, the auditor shall perform alternative audit procedures
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to obtain sufficient appropriate audit evidence regarding the existence and condition of inventory.
e Ifitis not possible to do so, the auditor shall modify the opinion in the auditor’s report in accordance with SA 705.

e In some cases, attendance at physical inventory counting may be impracticable. This may be due to factors such as
the nature and location of the inventory, for example, where inventory is held in a location that may pose threats to
the safety of the auditor.

Part II: Correct/Incorrect Questions

Q1.

If the auditor assesses a risk of material misstatement regarding litigation or claims that have been identified, the auditor
need not seek direct communication with the entity’s external legal counsel. (RTP, Nov 2021, NA)

Incorrect. If the auditor assesses a risk of material misstatement regarding litigation or claims that have been identified, or
when audit procedures performed indicate that other material litigation or claims may exist, the auditor shall, in addition to
the procedures required by other SAs, seek direct communication with the entity’s external legal counsel.

Q2.

When inventory under the custody and control of a third party is material to the financial statements, the auditor can obtain
sufficient appropriate audit evidence regarding the existence and condition of that inventory by taking written representation
from management (SA, Dec 2021, 2 Marks) (RTP, May 2023, NA) (MTP2, May 2023, 2 marks)

Incorrect. When inventory under the custody and control of a third party is material to the financial statements, the auditor
shall obtain sufficient appropriate audit evidence regarding the existence and condition of that inventory by performing one
or both of the following:
e Request confirmation from the third party as to the quantities and condition of inventory held on behalf of the
entity.
e Perform inspection or other audit procedures appropriate in the circumstances

Q3.

When inventory under the custody and control of a third party is material to the financial statements, the auditor cannot
obtain sufficient appropriate audit evidence regarding the existence and condition of that inventory by taking written
representation from management. (MTP1, Nov 2023, 2 marks)

Correct. When inventory under the custody and control of a third party is material to the financial statements, the auditor
shall obtain sufficient appropriate audit evidence regarding the existence and condition of that inventory by performing one
or both of the following:
e Request confirmation from the third party as to the quantities and condition of inventory held on behalf of the
entity.
e Perform inspection or other audit procedures appropriate in the circumstances

Part Il

Multiple Choice Questions

Q1.

Coyote Ltd. is dealing in trading of electronic goods. Huge inventory (60% approximately) of the company is lying on
consignment (i.e. under the custody of a third party). CA. Star, the auditor of the company, wants to obtain sufficient
appropriate audit evidence regarding the existence and condition of the inventory lying on consignment. Thus, he requested
& obtained confirmation from the third party as to the quantities and condition of inventory held on behalf of the entity,
however, it raised doubts about the integrity and objectivity of the third party. Which of the following other audit procedures
may be performed by CA. Star to obtain sufficient appropriate audit evidence regarding the existence and condition of the
inventory under the custody of a third party?

(a) Attend a third party’s physical counting of inventory.

(b) Arrange for another auditor to attend a third party’s physical counting of inventory.

(c) Inspect warehouse receipts regarding inventory held by third parties.

(d) All of the above.

(Sample MCQs) (RTP, May 2019, NA)

Correct answer: (d) All of the above

Explanation: Where information is obtained that raises doubt about the integrity and objectivity of the third party, the auditor
may consider it appropriate to perform other audit procedures instead of, or in addition to, confirmation with the third party.
Examples of other audit procedures include :
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e Attending, or arranging for another auditor to attend, the third party’s physical counting of inventory, if practicable.

e Obtaining another auditor’s report, or a service auditor’s report, on the adequacy of the third party’s internal control
for ensuring that inventory is properly counted and adequately safeguarded.

e Inspecting documentation regarding inventory held by third parties, for example, warehouse receipts.
e Requesting confirmation from other parties when inventory has been pledged as collateral

Q2.

The auditor shall design and perform audit procedures in order to identify litigation and claims involving the entity which may
give rise to a risk of material misstatement, including:

(a) Inquiry of management and, where applicable, others within the entity, including in-house legal counsel.

(b) Reviewing minutes of meetings of those charged with governance and correspondence between the entity and its
external legal counsel.

(c) Reviewing legal expense accounts.
(d) All of the above
(ICAI MCQs) (MTP2, May 2019, 1 Mark)

Correct answer: (d) All of the above

SA 505 “External Confirmations”
Part | : Descriptive Questions

Q1.

CA Jignesh Desai is in midst of audit of a company. The company is fairly large one and has a well -functioning internal audit
department. While considering sending out external confirmation requests to trade receivables outstanding as on date of
financial statements, he has delegated the process of choosing trade receivables, designing requests and receiving
responses from customers to internal audit department. The responses are also received on the mail id of internal audit
department. Is approach of CA Jignesh Desai proper? (ICAl Study Material - Test Your Understanding)

When using external confirmation procedures, the auditor shall maintain control over external confirmation requests,
including:

a) Determining the information to be confirmed or requested;

b) Selecting the appropriate confirming party;

c) Designing the confirmation requests, including determining that requests are properly addressed and contain return
information for responses to be sent directly to the auditor; and
d) Sending the requests, including follow-up requests when applicable, to the confirming party.
In the given case, it appears that the external auditor has delegated the entire work of sending out external confirmation
requests to internal audit department over which he has no control. Further, responses to external confirmation requests are
received on mail id of internal audit department. All these acts are not in line with requirements under SA 505

Q2.

On reviewing schedule of trade receivables of a company, CA Mary finds that in respect of one outstanding balance, the CFO
of the company is not willing to allow her to send external confirmation request due to the reason that sending out such
request could spoil precariously placed business relations with the customer. On further inquiry, she finds out that there is a
dispute going on with the company relating to some quality issues of goods sent to the customer and matter is sub judice.
Efforts are also being made by the company for out of court settlement. Reviewing correspondence with the customer, she
finds that issue is near resolution and no fraud risk factors exist. Is unwillingness of CFO justifiable?

(ICAI Study Material - Test Your Understanding)

e Interms of requirements of SA 505, if management refuses to allow the auditor to send a confirmation request, the
auditor shall inquire as to management'’s reasons for the refusal, and seek audit evidence as to their validity and
reasonableness.

e A common reason advanced is the existence of a legal dispute or ongoing negotiation with the intended confirming
party, the resolution of which may be affected by an untimely confirmation request. Further, fraud risk factors do not
exist.

e Keeping in view, unwillingness of CFO is justifiable

Q3.

During the financial year 2023-24, the auditor of Healthy and Wealthy Limited asked a Trade Receivable to respond directly to
the auditor whether or not the amount they were required to pay to Healthy and Wealthy Limited was ¥ 1,23,000. That trade
receivable confirmed to the auditor of Healthy and Wealthy Limited, that they were required to pay an amount of ¥ 1,23,000 to
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Healthy and Wealthy Limited. State and explain the type of Confirmation Request as required by the auditor
(ICAI Study Material - lllustration)

This is an example of Positive Confirmation Request because in Positive Confirmation Request the party confirms the
auditor of a company whether such party agrees or whether such party disagrees with the information for which the
confirmation is required by the auditor of that company.

Q4. While conducting the audit of AB Ltd, the auditor K of KLM and Associates, Chartered Accountants observes that there are
large number of Trade payables and receivables standing in the books of accounts as on 31st March. The auditor wanted to
send confirmation request to few trade receivables, but the management refused the auditor to send confirmation request.
How would the auditor proceed? (ICAI Study Material - lllustration) (SA, Nov 2020, 4 Marks)

OR
CA P is the auditor of MN Ltd. While scrutinising the accounts of MN Ltd., he observed that the company had large volume of
Trade payable outstanding in the Balance sheet as on 31st March, 2023 for which external confirmations are not available.
CA P wants to send external confirmation request to selected Trade payables but management of MN Ltd. refused for the
same. Discuss how CA P should deal in this regard as per relevant Standard on Auditing.
(SA, May 2023, 4 marks)
If the management refuses to allow the auditor to send a confirmation request, the auditor shall
e Inquire as to management’s reasons for the refusal and seek audit evidence as to their validity and
reasonableness.
e Evaluate the implications of management’s refusal on the auditor’s assessment of the relevant risks of material
misstatement, including the risk of fraud, and on the nature, timing and extent of other audit procedures; and
e Perform alternative audit procedures designed to obtain relevant and reliable evidence.
If the auditor concludes that management’s refusal to allow the auditor to send a confirmation request is unreasonable, or
the auditor is unable to obtain relevant and reliable audit evidence from alternative audit procedures,
e the auditor shall communicate with those charged with governance in accordance with SA 260.
e The auditor shall also determine the implication for the audit and the auditor’s opinion in accordance with SA 705.

Q5. When using external confirmation procedures, the auditor shall maintain control over external confirmation requests
including sending the requests, including follow-up requests when applicable, to the confirming party. Explain the other
points as to when using external confirmation procedures, the auditor would be required to maintain control over external
confirmation requests. (ICAl Study Material - Test Your Knowledge) (RTP, May 2020, NA)

As per SA 505 “External Confirmations”, when using external confirmation procedures, the auditor shall maintain control over
external confirmation requests, including:
a) Determining the information to be confirmed or requested,;
b) Selecting the appropriate confirming party;
c) Designing the confirmation requests, including determining that requests are properly addressed and contain return
information for responses to be sent directly to the auditor; and
d) Sending the requests, including follow-up requests when applicable, to the confirming party.
Q6. Define the following :

i) Positive confirmation request
ii) Negative confirmation request
iii) Non-response
iv) Exception
(RTP, May 2020, NA)

e Positive confirmation request: A request that the confirming party respond directly to the auditor indicating
whether the confirming party agrees or disagrees with the information in the request, or providing the requested
information.

e Negative confirmation request: A request that the confirming party respond directly to the auditor only if the
confirming party disagrees with the information provided in the request.

e Non-response: A failure of the confirming party to respond, or fully respond, to a positive confirmation request, or a
confirmation request returned undelivered.
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e Exception: A response that indicates a difference between information requested to be confirmed, or contained in
the entity’s records, and information provided by the confirming party.

Q7. CA Rohit is appointed as an auditor of Grace Ltd., he wants to design a suitable Confirmation request letter for a few debtors
of Grace Ltd. As a senior auditor of the firm, explain to him with reference to SA 505 "External Confirmation" all the
conditions that should be present to use Negative Confirmation requests as the sole substantive audit procedure to address
an assessed risk of material misstatement at the assertion level. (SA, July 2021, 4 Marks)

Negative confirmation is a request that the confirming party respond directly to the auditor only if the confirming party
disagrees with the information provided in the request. Negative information provides less persuasive audit evidence than
positive confirmations.
Accordingly, CA Rohit, Auditor of Grace Ltd, shall not use negative confirmation requests as the sole substantive audit
procedure to address an assessed risk of material misstatement at the assertion level unless all of the following are present:
e The auditor has assessed the risk of material misstatement as low and has obtained sufficient appropriate audit
evidence regarding the operating effectiveness of controls relevant to the assertion;
e The population of items subject to negative confirmation procedures comprises a large number of small,
homogeneous, account balances, transactions or conditions;
e Avery low exception rate is expected; and
e The auditor is not aware of circumstances or conditions that would cause recipients of negative confirmation
requests to disregard such requests.

Q8. External confirmation procedures frequently are relevant when addressing assertions associated with account balances and
their elements but need not be restricted to these items. Apart from confirmations for bank balances and accounts
receivables, what are the other situations where external confirmation procedures may provide relevant audit evidence in
responding to assessed risks of material misstatement? (MTP2, May 2022, 3 marks) (RTP, Nov 2022, NA)

Examples of situations where external confirmations may be used include the following:
e Inventories held by third parties at bonded warehouses for processing or on consignment.
e Property title deeds held by lawyers or financiers for safe custody or as security.
e Investments held for safekeeping by third parties, or purchased from stockbrokers but not delivered at the balance
sheet date.
e  Amounts due to lenders, including relevant terms of repayment and restrictive covenants.
Q9. What are the factors that are to be considered while designing a confirmation request? (SELF)

As per SA 505 “External confirmation”, the design of a confirmation request may directly affect the confirmation response
rate, and the reliability and the nature of the audit evidence obtained from responses.

Factors to consider when designing confirmation requests include:
e The assertions being addressed.
Specific identified risks of material misstatement, including fraud risks.
The layout and presentation of the confirmation request.
Prior experience on the audit or similar engagements.
The method of communication [for example, in paper form, or by electronic mode (like e-mail) or other medium)].
Management’s authorisation or encouragement to the confirming parties to respond to the auditor. Confirming
parties may only be willing to respond to a confirmation request containing management'’s authorisation.
e The ability of the intended confirming party to confirm or provide the requested information (for example, individual
invoice amount versus total balance).

Part lI: Correct/Incorrect Questions

Q1.

A request that the confirming party respond directly to the auditor only if the confirming party disagrees with the information
provided in the request is called a positive confirmation request. (MTP2, May 2018, 2 Marks)

OR
Positive Confirmation request is a request where the confirming party respond only if it disagrees with the information
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provided in the request. (SA, May 2019, 2 Marks)

Incorrect. In Positive confirmation request confirming party respond directly to the auditor indicating whether the confirming
party agrees or disagrees with the information in the request, or providing the requested information whereas Negative
confirmation request is a request that the confirming party respond directly to the auditor only if the confirming party
disagrees with the information provided in the request.

Q2. Audit evidence obtained from external confirmation is always reliable. (SA, Nov 2018, 2 Marks) (MTP1, Nov 2021, 2 Marks)
Incorrect. The reliability of information to be used as audit evidence, and therefore of the audit evidence itself, is influenced
by its source and its nature, and the circumstances under which it is obtained, including the controls over its preparation and
maintenance where relevant. Even when information to be used as audit evidence is obtained from sources external to the
entity, circumstances may exist that could affect its reliability.

Q3. External confirmation procedures are restricted to the items of addressing assertions associated with account balances &
their elements only. (SA, Nov 2020, 2 Marks)

Incorrect. External confirmation procedures frequently are relevant when addressing assertions associated with certain
account balances and their elements. However, external confirmation need not be restricted to account balances only.

Q4. R Ltd. has asked for email responses for the purpose of external confirmation. The auditor, however, feels that external
confirmation received electronically involves the risk of its reliability. (MTP2, May 2022, 2 marks)

Correct. SA 505, “External Confirmations”, responses received electronically, for example by facsimile or electronic mail,
involve risks as to reliability because proof of origin and authority of the respondent may be difficult to establish, and
alterations may be difficult to detect. Hence R Ltd. Should avoid using email responses as evidence for external
confirmation.

Part lll: Multiple Choice Questions

Q1. A company auditor receives external confirmation from an entity to whom company has sold goods. The said amount is
properly classified in financial statements of company. Which of the following statements is not true in this regard?
(a) It shows that said trade receivable exists.

(b) It shows that said trade receivable is properly valued.
(c) It shows that company has a right to said trade receivable.
(d) It shows that amount of said trade receivable has been recorded in proper account.
(ICAI Study Material - Test Your Knowledge)
Correct answer: (b) It shows that said trade receivable is properly valued.
Q2. Statement 1: A response that indicates a difference between information requested to be confirmed and information

provided by confirming party is Negative Confirmation.

Statement 2: A failure of the confirming party to respond, or fully respond, to a positive confirmation request, or a
confirmation request returned undelivered is exception.

(a) Statement 1 is correct
(b) Statement 2 is correct
(c) Both 1 & 2 are incorrect
(d) Both 1 & 2 are correct
(ICAI MCQs)

Correct answer: (c) Both 1 & 2 are incorrect
Explanation:
e Aresponse that indicates a difference between information requested to be confirmed, or contained in the entity's
records, and information provided by the confirming party is an Exception
e A failure of the confirming party to respond, or fully respond, to a positive confirmation request, or a confirmation
request returned undelivered is Non response.
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Q3.

Which of the following is not correct?
(a) SA 230- Audit Documentation

(b) SA 500- Audit Evidence

(c) SA 505- Written Representation
(d) SA 560- Subsequent Events

(ICAI MCQs)

Correct answer: (c) SA 505- Written Representation
Explanation: SA 580 “Written Representations” and SA 505 “External Confirmation”

Q4.

A request that the confirming party respond directly to the auditor only if the confirming party disagrees with the information
provided in the request is-

(a) Positive confirmation request

(b) Non-response

(c) Exception

(d) Negative confirmation request

(ICAI MCQs) (MTP2, May 2019, 1 Mark) (MTP1, May 2020, 2 Marks)

Correct answer: (d) Negative confirmation request

Qs.

A failure of the confirming party to respond, or fully respond, to a positive confirmation request, or a confirmation request
returned undelivered is called-

(a) Negative confirmation request
(b) Non-response

(c) Exception

(d) Positive confirmation request
(RTP, Nov 2019, NA)

Correct answer: (b) Non-response

SA 510 “Initial Audit Engagements-Opening Balances”

Part | : Descriptive Questions

Q1.

M/s Pankaj & Associates, Chartered Accountants, have been appointed as an auditor of ABC Limited. CA Pankaj did not
apply any audit procedures regarding opening balances. He argued that since financial statements were audited by the
predecessor auditor therefore he is not required to verify them. Is CA Pankaj correct in his approach?

(ICAI Study Material - Test Your Knowledge) (SA, Nov 2018, 5 Marks)

Initial audit engagement is an engagement in which either :
e The financial statements for the prior period were not audited; or
e The financial statements for the prior period were audited by a predecessor auditor.

Audit Procedures regarding Opening Balances

The auditor shall read the most recent financial statements, if any, and the predecessor auditor’s report thereon, if any, for
information relevant to opening balances, including disclosures.

The auditor shall obtain sufficient appropriate audit evidence about whether the opening balances contain misstatements
that materially affect the current period’s financial statements by:

e Determining whether the prior period’s closing balances have been correctly brought forward to the current period
or, when appropriate, any adjustments have been disclosed as prior period items in the current year’s Statement of
Profit and Loss;

e Determining whether the opening balances reflect the application of appropriate accounting policies; and
e  Performing one or more of the following:
o Where the prior year financial statements were audited, perusing the copies of the audited financial
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statements including the other relevant documents relating to the prior period financial statements;

o  Evaluating whether audit procedures performed in the current period provide evidence relevant to the
opening balances; or

o Performing specific audit procedures to obtain evidence regarding the opening balances

Conclusion: Thus, we can conclude that CA Pankaj is not correct in his approach and therefore would be required to follow
the initial audit engagement and also apply audit procedures regarding opening balances.

Q2.

An auditor is appointed for the first time for audit of accounts of an entity. The accounts of previous year were unaudited. He
is unable to obtain sufficient appropriate audit evidence regarding the opening balances. What is his responsibility in this
regard? (ICAI Study Material - Test Your Knowledge)

e If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor
shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.

e If the auditor concludes that the opening balances contain a misstatement that materially affects the current
period’s financial statements, and the effect of the misstatement is not properly accounted for or not adequately
presented or disclosed, the auditor shall express a qualified opinion or an adverse opinion, as appropriate, in
accordance with SA 705.

Q3.

Discuss the objective of Auditor with respect to Opening balances in conducting an initial audit engagement.
(ICAI Study Material - Test Your Knowledge)
OR

M/s PQR and associates are the statutory auditors of TUV Ltd. for the FY 2023-24. They have been appointed as statutory
auditors of TUV Ltd. for the first time. What is the objective of the engagement partner in terms of SA 510?

(ICAI Study Material - Test Your Knowledge)
OR

What is the objective of the auditor with respect to the opening balances when conducting an initial audit engagement as per
the relevant SA? (RTP, May 2023, NA)

Objective of auditor with respect to opening balances
As per SA 510 “Initial Audit Engagements — Opening Balances”, in conducting an initial audit engagement, the objective of
the auditor with respect to opening balances is to obtain sufficient appropriate audit evidence about whether-
e Opening balances contain misstatements that materially affect the current period's financial statements; and
e Appropriate accounting policies reflected in the opening balances have been consistently applied in the current
period’s financial statements, or changes thereto are properly accounted for and adequately presented and
disclosed in accordance with the applicable financial reporting framework.

Q4.

Auditors of M/s Tender India (P) Ltd. were changed for the accounting year 2023-24. The closing inventory of the company
as on 31.3.2023 amounting to ¥ 100 lacs continued as it is and became closing inventory as on 31.3.2024. The auditors of
the company propose to exclude from their audit programme the audit of closing inventory of ¥ 100 lacs on the
understanding that it pertains to the preceding year which was audited by another auditor.

(MTP1, Nov 2019, 4 Marks)

Verification of Inventory:

e As per SA 510 “Initial Audit Engagements — Opening Balances”, in conducting an initial audit engagement, the
objective of the auditor with respect to opening balances is to obtain sufficient appropriate audit evidence about
whether-

o Opening balances contain misstatements that materially affect the current period’s financial statements;
and

o  Appropriate accounting policies reflected in the opening balances have been consistently applied in the
current period’s financial statements, or changes thereto are properly accounted for and adequately
presented and disclosed in accordance with the applicable financial reporting framework.

e When the financial statements for the preceding period were audited by predecessor auditor, the current auditor
may be able to obtain sufficient appropriate audit evidence regarding opening balances by perusing the copies of
the audited financial statements including the other relevant documents relating to the prior period financial
statements such as supporting schedules to the audited financial statements. Ordinarily, the current auditor can
place reliance on the closing balances contained in the financial statements for the preceding period, except when
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during the performance of audit procedures for the current period the possibility of misstatements in opening
balances is indicated.

e General principles governing verification of assets require that the auditor should confirm that assets have been
correctly valued as on the Balance Sheet date.

e The contention of the management that the inventory has not undergone any change cannot be accepted, it forms
part of normal duties of auditor to ensure that the figures on which he is expressing opinion are correct and properly
valued. Moreover, it is also quite likely that the inventory lying as it is might have deteriorated and the same need to
be examined. The auditor is advised not to exclude the audit of closing inventory from his audit programme.

Qs.

The newly appointed auditor of BTN Limited wants to obtain sufficient appropriate audit evidence about whether the opening
balances contain misstatements that materially affect the current period's financial statements. What audit procedures
should he perform for this purpose? (SA, May 2022, 3 Marks) (MTP2, May 2023, 3 marks)

The newly appointed auditor of BTN Ltd shall read the most recent financial statements, if any, and the predecessor auditor’s
report thereon, if any, for information relevant to opening balances, including disclosures.

The auditor of BTN Ltd shall obtain sufficient appropriate audit evidence about whether the opening balances contain
misstatements that materially affect the current period’s financial statements by:

e Determining whether the prior period's closing balances have been correctly brought forward to the current period
or, when appropriate, any adjustments have been disclosed as prior period items in the current year’s Statement of
Profit and Loss;

e Determining whether the opening balances reflect the application of appropriate accounting policies; and
e Performing one or more of the following:

o  Where the prior year financial statements were audited, perusing the copies of the audited financial
statements including the other relevant documents relating to the prior period financial statements;

o  Evaluating whether audit procedures performed in the current period provide evidence relevant to the
opening balances; or

o  Performing specific audit procedures to obtain evidence regarding the opening balances

Part Il: Correct/Incorrect Questions

Q1.

An auditor is not concerned with consistency of accounting policies relating to opening balances. (SA, Nov 2018, 2 Marks)

Incorrect. In conducting an initial audit engagement, one of the objective of the auditor with respect to opening balances is
to obtain sufficient appropriate audit evidence about whether appropriate accounting policies reflected in the opening
balances have been consistently applied in the current period’s financial statements, or changes thereto are properly
accounted for and adequately presented and disclosed in accordance with the applicable financial reporting framework.

Q2.

If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor shall
include an Emphasis of Matter paragraph in the auditor’s report. (MTP1, May 2020, 2 marks) (MTP2, May 2021, 2 marks)

Incorrect. As per SA 510, if the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening
balances, the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705

Part lll:

Multiple Choice Questions

Q1.

If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances,the auditor shall
express :

(a) a disclaimer opinion

(b) a qualified opinion

(c) a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.
(d) unmodified opinion

(ICAI MCQs) (MTP2, May 2019, 1 Mark) (RTP, Nov 2019) (MTP1, May 2020, 2 Marks)

Correct answer: (c) a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.

Q2.

If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances,
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(a) the auditor shall express a qualified opinion in accordance with SA 705.

(b) the auditor shall express a disclaimer of opinion in accordance with SA 705.

(c) the auditor shall express a qualified opinion or adverse opinion, as appropriate, in accordance with SA 705.

(d) the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.
(MTP1, Nov 2019, 2 Marks)

Correct answer: (d) the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance
with SA 705
Explanation:
e If the auditor is unable to obtain SAAE regarding the opening balances, the auditor shall express a qualified opinion
or a disclaimer of opinion, as appropriate, in accordance with SA 705
e If the auditor concludes that the opening balances contain a misstatement that materially affects the current
period’s FS, and the effect of the misstatement is not properly accounted for or not adequately presented or
disclosed, the auditor shall express a qualified opinion or an adverse opinion, as appropriate.

SA 550 “Related Parties”

Part | : Descriptive Questions

Q1. Many related party transactions are in the normal course of business. However, the nature of related party relationships and
transactions may, in some circumstances, give rise to higher risks of material misstatement of the financial statements than
transactions with unrelated parties. Give few examples of such areas.

(ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA)

Many related party transactions are in the normal course of business. In such circumstances, they may carry no higher risk
of material misstatement of the financial statements than similar transactions with unrelated parties. However, the nature of
related party relationships and transactions may, in some circumstances, give rise to higher risks of material misstatement
of the financial statements than transactions with unrelated parties.

Example
e Related parties may operate through an extensive and complex range of relationships and structures, with a
corresponding increase in the complexity of related party transactions.
e Information systems may be ineffective at identifying or summarising transactions and outstanding balances
between an entity and its related parties.
e Related party transactions may not be conducted under normal market terms and conditions; for example, some
related party transactions may be conducted with no exchange of consideration

Q2. How can an auditor verify the existence of related party relationships and transactions?
(ICAI Study Material)

OR
The auditor has a responsibility to perform audit procedures to identify, assess and respond to the risks of material
misstatement arising from the entity’s failure to appropriately account for related party relationships, transactions or
balances. During the audit, the auditor should maintain alertness for related party information while reviewing records and
documents. He may inspect the records or documents that may provide information about related party relationships and
transactions. Explain in detail with examples. (RTP, Nov 2021, NA)

OR
During the audit, the auditor should maintain alertness for related party information while reviewing records and documents.

He may inspect the records or documents that may provide information about related party relationships and transactions.
Explain in detail with examples. (MTP2, Nov 2023, 4 marks)

During the audit, the auditor should maintain alertness for related party information while reviewing records and documents.
He may inspect the following records or documents that may provide information about related party relationships and
transactions, for example:

Entity income tax returns.

Information supplied by the entity to regulatory authorities.

Documents associated with the entity’s filings with a securities regulator e.g, prospectuses)
Statements of conflicts of interest from management and those charged with governance.

Ao~
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5. Contracts and agreements with key management or those charged with governance.
6. Significant contracts and agreements not in the entity’s ordinary course of business.
7. Significant contracts re-negotiated by the entity during the period.

8. Specific invoices and correspondence from the entity’s professional advisors.

9. Internal auditors’ reports.

10. Shareholder registers to identify the entity’s principal shareholders.

11. Life insurance policies acquired by the entity.

12. Records of the entity’s investments and those of its pension plans.

Q3. P Ltd. is a company from a business group "ABCD" and is engaged in trading of garments. The promoters of the company
are promoters and directors of some other group companies also. You have been appointed as an auditor of P Ltd. P Ltd has
entered into various inter company transactions (within group companies) during the year which are outside its normal
course of business. What will be your duties as an auditor in relation to those transactions?

(SA, May 2022, 4 Marks)

SA 550 “Related Parties” deals with the auditor's responsibilities regarding related party relationships and transactions when
performing an audit of financial statements.

For identified significant related party transactions outside the P Ltd.'s normal course of business, the auditor shall:
e Inspect the underlying contracts or agreements, if any, and evaluate whether:

o  The business rationale (or lack thereof) of the transactions suggests that they may have been entered into
to engage in fraudulent financial reporting or to conceal misappropriation of assets;

o  The terms of the transactions are consistent with management'’s explanations; and

o  The transactions have been appropriately accounted for and disclosed in accordance with the applicable
financial reporting framework; and

e Obtain audit evidence that the transactions have been appropriately authorised and approved.

Part II: Correct/Incorrect Questions

Q1. All entities that are under common control by a state (i.e., national, regional or local government) are considered related
party. (SA, Nov 2019, 2 marks)

Incorrect. Entities that are under common control by a state (i.e., a national, regional or local government) are not considered
related unless they engage in significant transactions or share resources to a significant extent with one another

Q2. In the context of related parties, the potential effects of inherent limitations on the auditor's ability to detect material
misstatements are greater. (SA, July 2021, 2 marks)

Correct: In the context of related parties, the potential effects of inherent limitations on the auditor’s ability to detect material
misstatements are greater for such reasons as the following:

e Management may be unaware of the existence of all related party relationships.

e Related party relationships may present a greater opportunity for collusion, concealment or manipulation by
management.

Part Ill: Multiple Choice Questions

Q1. An auditor finds during course of an audit that the entity has entered into many related party transactions. Which of the
following statements is true?

(a) The risk that management may override controls in respect of related party transactions is lower.

(b) The risk that management may override controls in respect of related party transactions is higher.

(c) There is no effect on the risk that management may override controls in respect of related party transactions.
(d) Risk of overriding of controls by management has no relationship at all with related party transactions.

(ICAI Study Material - Test Your Knowledge)

Correct answer: (b) The risk that management may override controls in respect of related party transactions is higher.
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SA 520 “Analytical Procedures”

Part | : Descriptive Questions

Q1.

An auditor of a company intends to apply analytical procedures for verifying revenue. Discuss any two analytical procedures
which may be performed by auditor relating to revenues. (ICAI Study Material - Test Your Understanding)

Analytical procedures in relation to revenue can include:-
e Comparing revenue of current year with previous year and investigating significant fluctuations
e Comparing revenue of current year with budgeted targets and investigating significant fluctuations.

Q2.

CA Aarav wants to verify the payments made by XYZ Ltd. on account of building rent during the FY 2023-24. The rent
amounts to ¥ 50,000/- per month for the year. The monthly rent payments are consistent with the rent agreement. However,
the other companies in the similar industry are paying rent of ¥ 10,000/- per month for a similar location. How will applying
the analytical procedures impact the verification process of such rental payments by XYZ Ltd.?

(ICAI Study Material - lllustration) (MTP2, May 2021, 3 Marks)

If CA Aarav checks in detail the monthly rent payments, he may find that such payments are consistent with the rent
agreement i.e. XYZ Ltd. paid ¥ 50,000/- per month as rent and the same is getting reflected in the rent agreement. Here, CA
Aarav may not be able to find out the inconsistency in the rent payment with respect to rent payment prevalent in the similar
industry for rent of the similar location.

If CA Aarav applies analytical procedure i.e. compares the rent payment by XYZ Ltd. with the similar payments made by
companies in similar industry and similar area, he will notice an inconsistency in such rent payments as the other
companies are paying a very less monthly rent in similar industry for similar area.

However, if CA Aarav does not make such comparison and only checks the monthly payments and rent agreement of XYZ
Ltd., he would not have found such inconsistency and as such the misstatement may remain undetected.

Qs.

Analytical procedure involves analysis of relationship among financial and nonfinancial data. Explain with the help of an
example as to how, the statutory auditor of ABC Ltd. will analyse such relationship with respect to the total wages paid by
ABC Ltd. during the FY 2023-24. (ICAI Study Material - Illustration)

As per SA 520, Analytical Procedures means evaluations of financial information through analysis of plausible relationships
among both financial and non-financial data. The following example explains the analysis of relationship between financial
and non-financial data while applying analytical procedures.

The statutory auditor of ABC Ltd. has to verify the total wages paid by the company having factories in various states. He
can verify the same by analyzing the relationship between wages per worker and total number of workers across all the
factories.

i.e. Total wages = Wages per worker x Total number of workers.

Here wages per worker is financial data i.e. in ¥ and total number of workers is a number which is a non financial data.
Thus, the statutory auditor of ABC Ltd. is evaluating financial information i.e. total wages paid (in ¥) by analyzing the
relationship between wages per worker (in ¥) which is financial data and number of workers which is a non financial data

Q4.

Enumerate various analytical procedures that can be used from below data:

Particulars Client Industry

Year 2021-22 2022-23 2021-22 2022-23
Inventory Turnover 2.8 2.9 3.1 2.8
Gross Margin 22.5% 22.7% 23.6% 22.2%

(ICAI Study Material - lllustration)

e Various methods may be used to perform analytical procedures. These methods range from performing simple
comparisons to performing complex analyses using advanced statistical techniques.

e Analytical procedures may be applied to consolidated financial statements, components and individual elements

Neeraj Arora | www.edu91.org 4.44


http://www.edu91.org

Question Bank - Chapter 4 Compiled by Neeraj Arora and TEAM

of information.
e Analytical Procedures may be segregated into the following major types:
o comparison of client and industry data,
comparison of client data with similar prior period data,
comparison of client data with client-determined expected results,
comparison of client data with auditor-determined expected results and
comparison of client data with expected results, using non financial data.

O O O O

Qs.

Define Analytical Procedures. (ICAI Study Material - Test Your Knowledge)

Meaning of Analytical Procedures:

As per SA 520 “Analytical Procedures” ‘the term “analytical procedures” means evaluations of financial information through
analysis of plausible relationships among both financial and non-financial data. Analytical procedures also encompass
such investigation as is necessary of identified fluctuations or relationships that are inconsistent with other relevant
information or that differ from expected values by a significant amount.

Thus, analytical procedures include the consideration of comparisons of the entity’s financial information with as well as
consideration of relationships.

e

Q6.

While applying the Substantive Analytical Procedures what techniques can be used by the statutory auditor of a company to
obtain sufficient and appropriate audit evidence?

(ICAI Study Material - Test Your Knowledge) (MTP1, May 2022, 4 marks) (RTP, May 2023, NA)
OR

Ratio analysis is useful for analysing asset and liability accounts as well as revenue and expense accounts. An individual
balance sheet account is difficult to predict on its own, but its relationship to another account is often more predictable (e.g.,
the trade receivables balance related to sales). Explain stating the techniques available as substantive analytical procedures

(RTP, May 2018, NA) (MTP1, Nov 2019, 3 Marks)
OR
Explain techniques available as substantive analytical procedures.
(SA, May 2018, 5 Marks) (RTP, May 2019, NA) (SA, Jan 2021, 3 Marks)
OR

The design of a substantive analytical procedure is limited only by the availability of reliable data and the experience and
creativity of the audit team. Explain clearly stating the techniques available as substantive analytical procedures.

(MTP1, Nov 2018, 5 Marks) (RTP, May 2021, NA)

Techniques available as substantive analytical procedures:

a) Trend analysis: Trend analysis is a commonly used technique. It is the comparison of current data with the prior
period balance or with a trend in two or more prior period balances. The auditor evaluates whether the current
balance of an account moves in line with the trend established with previous balances for that account, after
adjusting for relevant factors responsible for changes

b) Ratio analysis: Ratio analysis is useful for analysing asset and liability accounts as well as revenue and expense
accounts. An individual balance sheet account is difficult to predict on its own, but its relationship to another
account is often more predictable (e.g., the trade receivables balance related to sales). Ratios can also be
compared over time or to the ratios of separate entities within the group, or with the ratios of other companies in
the same industry.

c) Reasonableness tests: Unlike trend analysis, this analytical procedure does not rely on events of prior periods, but
uses non-financial data for the audit period under consideration (e.g., occupancy rates to estimate rental income or
interest rates to estimate interest income or expense). These tests are generally more applicable to income
statement accounts and certain accrual or prepayment accounts.

d) Structural modelling: A modelling tool constructs a statistical model from financial and/or non-financial data of
prior accounting periods to predict current account balances (e.g., linear regression).

The statutory auditor may use any of the above mentioned techniques while applying substantive analytical procedures
depending upon the availability of data and requirements of the case.

Q7.

Explain how a statutory auditor of a company can apply analytical procedures at the planning phase of audit.
(ICAI Study Material - Test Your Knowledge) (MTP2, Nov 2021, 3 Marks)
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OR

In the planning stage, analytical procedures assist the auditor in understanding the client’s business and in identifying areas
of potential risk. Explain (RTP, Nov 2020, NA)

Analytical Procedures in Planning the Audit
e Inthe planning stage, analytical procedures assist the auditor in understanding the client’s business and in
identifying areas of potential risk by indicating aspects of and developments in the entity’s business of which he
was previously unaware.
e This information will assist the auditor in determining the nature, timing and extent of his other audit procedures.
e Analytical procedures in planning the audit use both financial data and non-financial information, such as number
of employees, square feet of selling space, volume of goods produced and similar information.
o  For example, analytical procedures may help the auditor during the planning stage to determine the nature,
timing and extent of audit procedures that will be used to obtain audit evidence for specific account
balances or classes of transactions

Q8.

The statutory auditor of MNO Ltd., CA Kishore identifies certain inconsistencies while applying analytical procedures to the
financial and non financial data of MNO Ltd. What should CA Kishore do in this case with reference to SA 520 on “Analytical
Procedures”? (ICAI Study Material - Test Your Knowledge)

While performing analytical procedures on financial statements of ABC Ltd., auditor identifies fluctuations or relationships
that are inconsistent with other relevant information and also that differs from expected values by a significant amount, the
auditor seeks your advise as to how should he proceed (MTP2, May 2018, 5 marks)
OR
If analytical procedures performed in accordance with SA 520 identify fluctuations or relationships that are inconsistent with
other relevant information or that differ from expected values by a significant amount, explain how would the auditor
investigate such differences. (RTP, May 2019, NA) (RTP, May 2022, NA) (RTP, May 2023, NA) (MTP2, Nov 2023, 3 marks)
OR
The statutory auditor of ABC Ltd., CA Raj identifies certain inconsistencies while applying analytical procedures to the
financial and non-financial data of ABC Ltd. With reference to SA 520 on "Analytical Procedures", how CA Raj shall
investigate such differences? (SA, July 2021, 3 Marks)

As per SA 520- “Analytical Procedures” If while applying analytical procedures in accordance with SA 520, the statutory
auditor identifies fluctuations or relationships that are inconsistent with other relevant information or that differ from
expected values by a significant amount, the auditor shall investigate such differences by:

i) Inquiring of management and obtaining appropriate audit evidence relevant to management’s responses: Audit
evidence relevant to management’s responses may be obtained by evaluating those responses taking into account
the auditor’s understanding of the entity and its environment, and with other audit evidence obtained during the
course of the audit.

ii) Performing other audit procedures as necessary in the circumstances: The need to perform other audit
procedures may arise when, for example, management is unable to provide an explanation, or the explanation,
together with the audit evidence obtained relevant to management’s response, is not considered adequate.

In the present case, the auditor identifies certain inconsistencies while applying analytical procedures to the financial and
non financial data of the company. The auditor should inquire the management of the company and obtain sufficient and
appropriate audit evidence relevant to management response. Further, the auditor should also perform other audit
procedures if required in the circumstances of the case to obtain further sufficient and appropriate audit evidence.

Q9.

What are the factors that determine the extent of reliance that the auditor places on results of analytical procedures? Explain
with reference to SA 520 on “Analytical procedures”. (ICAl Study Material - Test Your Knowledge)

The reliability of data is influenced by its source and nature and is dependent on the circumstances under which it is
obtained. Accordingly, explain the factors that are relevant when determining whether data is reliable for purposes of
designing substantive analytical procedures. (MTP1, May 2018, 5 marks) (MTP2, Nov 2018, 5 marks) (SA, May 2023, 3
marks)

OR
CA A, auditor of ABC Ltd. wants to design substantive analytical procedure and for that he wants to check whether the data
is reliable or not. Mention the relevant points which he has to consider whether data is reliable for purpose of designing the
substantive analytical procedures. (SA, Nov 2019, 3 Marks)
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OR

Discuss with examples the factors that are relevant when determining whether data is reliable for purposes of designing
substantive analytical procedures. (RTP, Nov 2022, NA)

The reliability of data is influenced by its source and nature and is dependent on the circumstances under which it is
obtained. Accordingly, the following are the relevant points while determining whether data is reliable for purposes of
designing substantive analytical procedures:
e Source of the information available. For example, information may be more reliable when it is obtained from
independent sources outside the entity.
e Comparability of the information available. For example, broad industry data may need to be supplemented to be
comparable to that of an entity that produces and sells specialized products.
e Nature and relevance of the information available. For example, whether budgets have been established as results
to be expected rather than as goals to be achieved.
e Controls over the preparation of the information that are designed to ensure its completeness, accuracy and
validity. For example, controls over the preparation, review and maintenance of budgets.

Q10. | Analytical procedures use comparisons and relationships to assess whether account balances or other data appear
reasonable. Explain stating the purpose of analytical procedures with examples. (RTP, May 2018, NA)

Purpose of analytical procedures

e Analytical procedures involve comparing and relating data to determine if data in the financial statements seems
reasonable.

e These are helpful in the detection of unusual state of affairs and mistakes in accounts

e It will assist the auditor in identifying risks of material misstatement, especially risks of material misstatement due
to fraud.

e Few Examples

o Comparing Profit and Loss Statement balances of an entity with another similar entity in the same trade
can reveal reasons for variations in profitability rates.

o Comparing current Profit and Loss Statement balances with the previous period can identify reasons for
profit increases or decreases over the years.

o  Establishing expense ratios from the Profit and Loss Statement and comparing them with previous years
helps ascertain the extent of changes in expenditure relative to sales and trading profit's relation to sales.

o  The cost of importing goods subject to a uniform ad-valorem duty can be verified through the amount of
duty paid.

o  The quantity of sugar sold by a mill can be independently verified through the amount of GST paid.

o Income or expenses directly tied to profits or sales can be independently verified, like commission on net
profits or sales percentage. The process of calculating ratios, trends, and comparisons is also known as
analytical review.

Q11. | Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be predictable
over time. Explain (RTP, Nov 2018, NA) (MTP2, May 2019, 4 Marks) (MTP2, May 2022, 4 marks)

e Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time.

e The application of planned analytical procedures is based on the expectation that relationships among data exist
and continue in the absence of known conditions to the contrary. However, the suitability of a particular analytical
procedure will depend upon the auditor’s assessment of how effective it will be in detecting a misstatement that,
individually or when aggregated with other misstatements, may cause the financial statements to be materially
misstated.

e In some cases, even an unsophisticated predictive model may be effective as an analytical procedure.

o For example, where an entity has a known number of employees at fixed rates of pay throughout the
period, it may be possible for the auditor to use this data to estimate the total payroll costs for the period
with a high degree of accuracy, thereby providing audit evidence for a significant item in the financial
statements and reducing the need to perform tests of details on the payroll.

e The use of widely recognised trade ratios (such as profit margins for different types of retail entities) can often be
used effectively in substantive analytical procedures to provide evidence to support the reasonableness of recorded
amounts.
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Q12.

Routine checks cannot be depended upon to disclose all the mistakes or manipulation that may exist in accounts, certain
other procedures also have to be applied like trend and ratio analysis. Analyse and Explain stating clearly the meaning of
analytical procedures (RTP, Nov 2019, NA)

Routine checks cannot be depended upon to disclose all the mistakes or manipulation that may exist in accounts, certain
other procedures also have to be applied like trend and ratio analysis in addition to reasonable tests. These collectively are
known as overall tests. With the passage of tests, analytical procedures have acquired a lot of significance as substantive
audit procedures. SA 520 on Analytical Procedures discusses the application of analytical procedures during an audit.

Meaning of Analytical Procedures:

As per SA 520 “Analytical Procedures” ‘the term “analytical procedures” means evaluations of financial information through
analysis of plausible relationships among both financial and non-financial data. Analytical procedures also encompass
such investigation as is necessary of identified fluctuations or relationships that are inconsistent with other relevant
information or that differ from expected values by a significant amount.

"

Q13.

Give examples of Analytical Procedures having consideration of comparisons of the entity’s financial information
(RTP, Nov 2019, NA)

Examples of Analytical Procedures having consideration of comparisons of the entity’s financial information with are:
e Comparable information for prior periods.
e Anticipated results of the entity, such as budgets or forecasts, or expectations of the auditor, such as an
estimation of depreciation.
e Similar industry information, such as a comparison of the entity’s ratio of sales to accounts receivable with
industry averages or with other entities of comparable size in the same industry

Q14.

Explain the commonly used technique in the comparison of current data with the prior period balance or with a trend in two
or more prior period balances. (RTP, May 2020, NA)

e Trend analysis is the most commonly used technique which involves comparison of current data with the prior
period balance or with a trend in two or more prior period balances.

e The auditor evaluates whether the current balance of an account moves in line with the trend established with
previous balances for that account, or based on an understanding of factors that may cause the account to change.

e For example, the auditor may compare the rent paid by the company during the year under audit with the rent paid
by the company for several earlier years. There may be some percentage increase in the rent expense over the
years. However, an unusual increase in such expense amounts may indicate that fraudulent payments are being
made

Q15.

When designing and performing substantive analytical procedures, either alone or in combination with tests of details, as
substantive procedures in accordance with SA 330, the auditor shall determine the suitability of particular substantive
analytical procedures for given assertions, taking account of the assessed risks of material misstatement and tests of
details, if any, for these assertions. Explain the other relevant points in this context. (RTP, May 2020, NA)

OR

Explain the aspects to be considered by an auditor when designing and performing substantive analytical procedures, either
alone or in combination with test of details, as substantive procedures in accordance with SA 330. (RTP, Nov 2022, NA)

When designing and performing substantive analytical procedures, either alone or in combination with tests of details, as
substantive procedures in accordance with SA 330, the auditor shall:

e Determine the suitability of particular substantive analytical procedures for given assertions, taking account of the
assessed risks of material misstatement and tests of details, if any, for these assertions;

e Evaluate the reliability of data from which the auditor’s expectation of recorded amounts or ratios is developed,
taking account of source, comparability, and nature and relevance of information available, and controls over
preparation;

e Develop an expectation of recorded amounts or ratios and evaluate whether the expectation is sufficiently precise
to identify a misstatement that, individually or when aggregated with other misstatements, may cause the financial
statements to be materially misstated; and

e Determine the amount of any difference of recorded amounts from expected values that is acceptable without
further investigation.
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Q16. | The decision about which audit procedures to perform, including whether to use substantive analytical procedures, is based
on the auditor’s judgment. Explain (RTP, Nov 2020, NA)

Use of substantive analytical procedures:

e The substantive procedures at the assertion level may be tests of details, substantive analytical procedures, or a
combination of both.

e The decision about which audit procedures to perform, including whether to use substantive analytical procedures,
is based on the auditor’s judgment about the expected effectiveness and efficiency of the available audit
procedures to reduce audit risk at the assertion level to an acceptably low level.

e The auditor may inquire of management as to the availability and reliability of information needed to apply
substantive analytical procedures, and the results of any such analytical procedures performed by the entity. It may
be effective to use analytical data prepared by management, provided the auditor is satisfied that such data is
properly prepared.

Q17. | With respect to SA 520 "Analytical procedures”, explain the following factors to be considered by the auditor for substantive
audit procedures.

(i) Account type (ii) Predictability (iii) Nature of Assertion
(SA, Nov 2020, 3 Marks)

The auditor should consider the following factors for Substantive Audit Procedures:

e Account Type: Substantive analytical procedures are more useful for certain types of accounts than for others.
Income statement accounts tend to be more predictable because they reflect accumulated transactions over a
period, whereas balance sheet accounts represent the net effect of transactions at a point in time or are subject to
greater management judgment.

e Predictability: Substantive analytical procedures are more appropriate when an account balance or relationships
between items of data are predictable (e.g., between sales and cost of sales or between trade receivables and cash
receipts). A predictable relationship is one that may reasonably be expected to exist and continue over time.

e Nature of Assertion: Substantive analytical procedures may be more effective in providing evidence for some
assertions (e.g., completeness or valuation) than for others (e.g., rights and obligations). Predictive analytical
procedures using data analytics can be used to address completeness, valuation/ measurement and occurrence.

Q18. | For the purposes of the SAs, the term “analytical procedures” means evaluations of financial information through analysis of
plausible relationships among both financial and non-financial data. Explain giving examples of both.

(RTP, Nov 2021, NA)

Analytical procedures include the consideration of comparisons of the entity’s financial information with
e Comparable information for prior periods.

e Anticipated results of the entity, such as budgets or forecasts, or expectations of the auditor, such as an
estimation of depreciation.

e Similar industry information, such as a comparison of the entity’s ratio of sales to accounts receivable with
industry averages or with other entities of comparable size in the same industry.

Analytical procedures also include consideration of relationships

e Among elements of financial information that would be expected to conform to a predictable pattern based on the
entity’s experience, such as gross margin percentages.

e Between financial information and relevant non-financial information, such as payroll costs to number of
employees.

Q19. | Whether it is possible to independently verify the correctness of some of the items of expenses included in the statement of
profit and loss? Explain with the help of some examples. (SA, Dec 2021, 3 Marks)

e Oftenitis possible to independently verify the correctness of some of the items of expenses included in the
Statement of Profit and Loss.

e Forinstance, the cost of importing goods which are subjected to an ad-valorem duty at uniform rate can be verified
from the amount of duty paid. Similarly, a quantity of sugar sold by a sugar mill can be verified independently from
the amount of excise duty/ GST paid.

e Similarly, the amount of any income or expenses which has a direct relationship with the amount of profits or that
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of sales can be verified independently, e.g., commission paid to a manager calculated on the basis of net profits,
commission paid to a selling agent as percentage of sales, etc. Such calculation of ratios, trends and comparisons
is also termed as analytical review.

e Thus, it is important to note that Analytical procedures may help identify the existence of unusual transactions or
events, and amounts, ratios, and trends that might indicate matters that have audit implications. Unusual or
unexpected relationships that are identified may assist the auditor in identifying risks of material misstatement,
especially risks of material misstatement due to fraud.

Q20. | Discuss the matters relevant to the auditor’s evaluation of whether the expectation can be developed sufficiently precisely to
identify a misstatement that, when aggregated with other misstatements, may cause the financial statements to be
materially misstated. (RTP, May 2022, NA)

Matters relevant to the auditor’s evaluation of whether the expectation can be developed sufficiently precisely to identify a
misstatement that, when aggregated with other misstatements, may cause the financial statements to be materially
misstated, include:

e The accuracy with which the expected results of substantive analytical procedures can be predicted. For example,
the auditor may expect greater consistency in comparing gross profit margins from one period to another than in
comparing discretionary expenses, such as research or advertising.

e The degree to which information can be disaggregated. For example, substantive analytical procedures may be
more effective when applied to financial information on individual sections of an operation or to financial
statements of components of a diversified entity, than when applied to the financial statements of the entity as a
whole.

e The availability of the information, both financial and non-financial. For example, the auditor may consider whether
financial information, such as budgets or forecasts, and non-financial information, such as the number of units
produced or sold, is available to design substantive analytical procedures. If the information is available, the auditor
may also consider the reliability of the information.

Q21. | Tree Limited presented its financial statements for the F.Y. 2022-2023 to its auditor for expressing an opinion thereon. The
auditor while carrying out the audit started comparing various items of profit and loss account of the year under audit with
previous financial years. What is auditor trying to achieve by carrying out those comparisons?

(SA, May 2022, 4 Marks) (RTP, Nov 2023, NA)

Purpose of Applying Analytical Procedure: Analytical procedures use comparisons and relationships to assess whether
account balances or other data appear reasonable. The auditor of Tree Ltd. would achieve the following by carrying out the
comparison stated in the question:

e If balances included in the Statement of Profit and Loss of an entity are compared with those contained in the
Statement of Profit and Loss with that of the previous period, it would be possible to find out the reasons for
increase or decrease in the amount of profits of those years.

e By setting up certain expenses’ ratios on the basis of balances included in the Statement of Profit and Loss, for the
year under audit, comparing them with the same ratios for the previous year, it is possible to ascertain the extent of
increase or decrease in various items of expenditure in relation to sales and that of trading profit in relation to sales.

e |[f differences are found to be material, the auditor would ascertain the reasons thereof and assess whether the
accounts have been manipulated to inflate or suppress profits.

e It would be possible to identify the existence of unusual transactions, amounts, ratios and trends that might
indicate matters that have audit implications.

Q22. | As per the Standard on Auditing (SA) 520 "Analytical Procedures"”, what are the examples of analytical procedures having
consideration of relationships? (SA, Nov 2022, 3 marks)

Examples of Analytical Procedure having consideration of relationship:
As per the Standard on Auditing (SA) 520 “Analytical Procedures”, examples of Analytical Procedures having consideration
of relationships are:
e Among elements of financial information that would be expected to conform to a predictable pattern based on the
entity’s experience, such as gross margin percentages.

e Between financial information and relevant non-financial information, such as payroll costs to number of
employees.

Q23. | When designing and performing substantive analytical procedures, either alone or in combination with tests of details as
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substantive procedures in accordance with SA 330, the auditor shall determine the suitability of particular substantive
analytical procedures for given assertions, taking account of the assessed risks of material misstatement and tests of
details, if any, for these assertions. Discuss. (RTP, Nov 2023, NA)

e Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time.

o  The application of planned analytical procedures is based on the expectation that relationships among
data exist and continue in the absence of known conditions to the contrary.

o However, the suitability of a particular analytical procedure will depend upon the auditor’s assessment of
how effective it will be in detecting a misstatement that, individually or when aggregated with other
misstatements, may cause the financial statements to be materially misstated.

o In some cases, even an unsophisticated predictive model may be effective as an analytical procedure.
o Different types of analytical procedures provide different levels of assurance.

o  For example, prediction of total rental income on a building divided into apartments, taking the rental rates,
the number of apartments and vacancy rates into consideration, can provide persuasive evidence and may
eliminate the need for further verification by means of tests of details, provided the elements are
appropriately verified.

o In contrast, calculation and comparison of gross margin percentages as a means of confirming a revenue
figure may provide less persuasive evidence, but may provide useful corroboration if used in combination
with other audit procedures.

e The determination of the suitability of particular substantive analytical procedure is influenced by the nature of the
assertion and the auditor’'s assessment of the risk of material misstatement.
o  For example, if controls over sales order processing are weak, the auditor may place more reliance on
tests of details rather than on substantive analytical procedures for assertions related to receivables.
e Particular substantive analytical procedures may also be considered suitable when tests of details are performed
on the same assertion.
o  For example, when obtaining audit evidence regarding the valuation assertion for accounts receivable
balances, the auditor may apply analytical procedures to an aging of customers’ accounts in addition to
performing tests of details on subsequent cash receipts to determine the collectability of the receivables.

Part Il: Correct/Incorrect Questions

Q1.

As per the Standard on Auditing (SA) 520 “Analytical Procedures” ‘the term “analytical procedures” means evaluations of
financial information through analysis of plausible relationships among financial data only.

(ICAI Study Material - Test Your Knowledge)

Incorrect. As per the Standard on Auditing (SA) 520 “Analytical Procedures” the term “analytical procedures” means
evaluations of financial information through analysis of plausible relationships among both financial and non-financial data.

Q2.

Auditor can depend on routine checks to disclose all the mistakes or manipulation that may exist in accounts.
(ICAI Study Material - Test Your Knowledge)
OR

During the audit process, the auditor can easily identify all mistakes or manipulations that may exist in the accounts through
routine checking processes. (SA, May 2018, 2 marks)

Incorrect. Routine checks cannot be depended upon to disclose all the mistakes or manipulation that may exist in accounts,
certain other procedures also have to be applied like trend and ratio analysis in addition to reasonable tests.

Q3.

Only purpose of analytical procedures is to obtain relevant and reliable audit evidence when using substantive analytical
procedures. (ICAI Study Material - Test Your Knowledge)

Incorrect. Analytical procedures use comparisons and relationships to assess whether account balances or other data
appear reasonable. Analytical procedures are used for the following purposes:

e To obtain relevant and reliable audit evidence when using substantive analytical procedures; and

e To design and perform analytical procedures near the end of the audit that assist the auditor when forming an
overall conclusion as to whether the financial statements are consistent with the auditor’s understanding of the
entity
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Q4. Analytical Procedures are required in the planning phase only. (ICAI Study Material - Test Your Knowledge)

Incorrect. Analytical Procedures are required in the planning phase and it is often done during the testing phase. In addition
these are also required during the completion phase.

Q5. Substantive analytical procedures are generally less applicable to large volumes of transactions that tend to be predictable
over time. (ICAI Study Material - Test Your Knowledge) (MTP1, Nov 2018, 2 marks)

Incorrect. Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time.

Q6. Ratio analysis is useful in analyzing revenue and expense account only (ICAI Study Material - Test Your Knowledge)

Incorrect. Ratio analysis is useful for analysing asset and liability accounts as well as revenue and expense accounts

Q7. Reasonableness test rely only on the events of the prior period like other analytical procedures.
(ICAI Study Material - Test Your Knowledge)

Incorrect. Unlike trend analysis, Reasonableness test does not rely on events of prior periods, but upon non-financial data
for the audit period under consideration

Q8. The statutory auditor of the company can apply analytical procedures to the standalone financial statements of a company
only and not to the consolidated financial statements. (ICAI Study Material - Test Your Knowledge)

Incorrect. Analytical procedures may be applied to consolidated financial statements, components and individual elements
of information.

Qo. A modelling tool constructs a statistical model from financial data only of prior accounting periods to predict current
account balances. (MTP1, May 2018, 2 marks) (MTP1, May 2019, 2 marks)

Incorrect. A modelling tool constructs a statistical model from financial and/or non-financial data of prior accounting
periods to predict current account balances (e.g., linear regression).

Q10. | When we are designing audit procedures to address an inherent risk or “what can go wrong”, we consider the nature of the
risk of material misstatement in order to determine if a substantive analytical procedure can be used to obtain audit
evidence. (MTP1, May 2018, 2 marks) (MTP1, May 2019, 2 marks)

OR
When we are designing audit procedures to address an inherent risk or “what can go wrong”, we consider the nature of the
risk of material misstatement. (RTP, Nov 2020, NA)

Correct. When we are designing audit procedures to address an inherent risk or “what can go wrong”, we consider the nature
of the risk of material misstatement in order to determine if a substantive analytical procedure can be used to obtain audit
evidence. When inherent risk is higher, we may design tests of details to address the higher inherent risk. When significant
risks have been identified, audit evidence obtained solely from substantive analytical procedures is unlikely to be sufficient

Q11. | Ratio analysis is a commonly used technique in the comparison of current data with the prior period balance or with a trend
in two or more prior period balances. (MTP2, Nov 2018, 2 marks)

Incorrect. Trend analysis is the most commonly used technique in the comparison of current data with the prior period
balance or with a trend in two or more prior period balances. The auditor evaluates whether the current balance of an
account moves in line with the trend established with previous balances for that account, after adjusting for relevant factors
responsible for changes. Ratio analysis is useful for analysing asset and liability accounts as well as revenue and expense
accounts.

Q12. | When we are designing audit procedures to address an inherent risk or “what can go wrong”, we do not consider the nature
of the risk of material misstatement in order to determine if a substantive analytical procedure can be used to obtain audit
evidence. (MTP2, Nov 2018, 2 marks)
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Incorrect. When we are designing audit procedures to address an inherent risk or “what can go wrong”, we consider the
nature of the risk of material misstatement in order to determine if a substantive analytical procedure can be used to obtain
audit evidence. When inherent risk is higher, we may design tests of details to address the higher inherent risk. When
significant risks have been identified, audit evidence obtained solely from substantive analytical procedures is unlikely to be
sufficient

Q13.

The auditor's substantive procedure at the assertion level means substantive analytical procedures only.
(SA, Nov 2019, 2 Marks)

Incorrect. The auditor’s substantive procedures at the assertion level may be tests of details, substantive analytical
procedures, or a combination of both. The decision about which audit procedures to perform, including whether to use
substantive analytical procedure, is based on the auditor's judgment about the expected effectiveness and efficiency of the
available audit procedures to reduce audit risk at the assertion level to an acceptably low level.

Q14.

In the planning stage, analytical procedures would not in any way assist the auditor. (RTP, May 2020, NA)

Incorrect. In the planning stage, analytical procedures assist the auditor in understanding the client’s business and in
identifying areas of potential risk by indicating aspects of and developments in the entity’s business of which he was
previously unaware. This information will assist the auditor in determining the nature, timing and extent of his other audit
procedures. Analytical procedures in planning the audit use both financial data and non-financial information, such as
number of employees, square feet of selling space, volume of goods produced and similar information

Q15.

If an entity has a known number of employees at fixed rates of pay throughout the period, there would be more need to
perform tests of details on the payroll. (RTP, Nov 2020, NA)

Incorrect. If an entity has a known number of employees at fixed rates of pay throughout the period, it may be possible for
the auditor to use this data to estimate the total payroll costs for the period with a high degree of accuracy, thereby providing
audit evidence for a significant item in the financial statements and reducing the need to perform tests of details on the

payroll.

Q16.

SA 520 deals with the auditor's use of analytical procedures as substantive procedures ("substantive analytical procedures"),
and as procedures near the end of the audit, that assist the auditor in preparation of the financial statements.

(SA, May 2022, 2 Marks)

Incorrect. SA 520 deals with the auditor’s use of analytical procedures as substantive procedures (“substantive analytical
procedures”), and as procedures near the end of the audit that assist the auditor when forming an overall conclusion on the
financial statements.

Q17.

The term "Analytical Procedures" means evaluation of financial information through analysis of plausible relationships
among financial data and non-financial data. (SA, Nov 2022, 2 marks)

Correct. As per SA 520 “Analytical Procedures”, the term “analytical procedures” means evaluations of financial information
through analysis of plausible relationships among both financial and non-financial data. Analytical procedures also
encompass such investigation as is necessary of identified fluctuations or relationships that are inconsistent with other
relevant information or that differ from expected values by a significant amount

Q18.

Analytical procedures are used in all stages of audit by experienced auditors. (SA, May 2023, 2 marks)

Correct. Experienced auditors use analytical procedures in all stages of the audit. Analytical Procedures are required in the
planning phase and it is often done during the testing phase. In addition these are also required during the completion
phase.

Part Il

Multiple Choice Questions

Q1.

What are analytical procedures?

(a) Substantive tests designed to assess control risk

(b) Substantive tests designed to evaluate the validity of management'’s representation letter
(c) Substantive tests designed to study relationships between financial and non-financial data
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(d) All of the above
(Sample MCQs) (ICAI MCQs)

Correct answer: (c) Substantive tests designed to study relationships between financial and non-financial data

Explanation: As per SA 520, the term “analytical procedures” means evaluations of financial information through analysis of
plausible relationships among both financial and non-financial data

Q2.

Analytical procedures issued in the planning stage of an audit, generally:

(a) helps to determine the nature, timing and extent of other audit procedures
(b) directs attention to potential risk areas

(c) indicates important aspects of business

(d) All of the above

(Sample MCQs) (ICAI MCQs)

Correct answer: (d) All of the above

Explanation: Analytical procedures may help the auditor during the planning stage to determine NTE of audit procedures that
will be used to obtain audit evidence for specific account balances or classes of transactions. Also, analytical procedures
assist the auditor in understanding the client’s business and in identifying areas of potential risk by indicating aspects of and
developments in the entity’s business of which he was previously unaware.

Q3.

Statement1: Analytical procedures are more useful while conducting the audit and at the completion phase and are of no use
at the planning stage.

Statement 2: In the planning stage, audit procedures assist the auditor in understanding the client’s business and identifying
the areas of potential risks.

(a) Statement 1& 2 are correct
(b) Statement 1 & 2 are incorrect
(c) Only Statement 1 is correct
(d) Only Statement 2 is correct
(ICAI MCQs)

Correct answer: (d) Only Statement 2 is correct

Explanation: Statement 1 is incorrect. Analytical procedures can be used in all the stages of the audit (planning, testing and
completion)

e Analytical procedures can be a part of the planning process. For example : During the planning process, current year
financial statements can be compared with last year financial statements and changes can be determined. In case
of any major variations in a specific area (say fixed assets) the auditor can put more focus on that area while
conducting the audit.

e Analytical procedures can be often done during the testing phase (Execution stage) Analytical procedures can be
applied in many areas. For example : an increase in sales can be compared with an increase in packaging
expenditure, production and power and fuel expenditure.

e Analytical procedures are also required during the completion phase (Reporting stage). For example : During the
reporting stage, company’s data can be compared with industry data.

Q4.

Marvin Ltd. is a renowned food chain supplier in a posh area providing restaurant facility along with food delivering. CA. Felix
was appointed as an auditor of the company for the Financial Year 2023-24. While examining the books of accounts of the
company, CA. Felix came to know about one of the major expenses of the company i.e. rent expense of ¥ 1,20,000 per
month, for which he applied substantive analytical procedure for verification purpose. Explain, how would CA. Felix performs
a substantive analytical procedure in the given scenario?

(a) CA. Felix would inspect every single rent invoice per month of ¥ 1,20,000 and verify other elements appropriately.

(b) CA. Felix would compare the rental expense of the company with that of another nearby company having corresponding
dimensions, for high degree of accuracy.

(c) CA. Felix would select the first month rent invoice of ¥ 1,20,000 and appropriately verifying other elements would predict
that the rent for the whole year would be ¥ 14,40,000 (i.e. ¥ 1,20,000 * 12). Thereafter, he would compare the actuals with his
prediction and follow-up for any fluctuation.

(d) (a) and (b), both.

(Sample MCQs) (RTP, May 2019, NA)
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Correct answer: (c) CA. Felix would select the first month rent invoice of ¥ 1,20,000 and appropriately verifying other
elements would predict that the rent for the whole year would be ¥ 14,40,000 (i.e. ¥ 1,20,000 * 12). Thereafter, he would
compare the actuals with his prediction and follow-up for any fluctuation.

Q5. The basic assumption underlying the use of analytical procedures is:

(a) It helps the auditor to study relationship among elements of financial information

(b) Relationship among data exist and continue in the absence of known condition to the contrary
(c) Analytical procedures will not be able to detect unusual relationships

(d) None of the above

(ICAI MCQs)

Correct answer: (b) Relationship among data exist and continue in the absence of known condition to the contrary

Explanation: The application of planned analytical procedures is based on the expectation that relationships among data
exist and continue in the absence of known conditions to the contrary.

Q6. Which of the following is not an analytical procedure?

(a) Tracing of purchases recurred in the purchase book to purchase invoices.
(b) Comparing aggregate wages paid to number of employees

(c) Comparing the actual costs with standard costs

(d) All of them are analytical procedure

(Sample MCQs) (ICAI MCQs) (MTP1, Nov 2019, 1 Mark)

Correct answer: (a) Tracing of purchases recurred in the purchase book to purchase invoices.
Explanation:
e Tracing purchases recorded in the purchase book to purchase invoices is not an analytical procedure; this is a
substantive procedure used in audit testing to verify the completeness and accuracy of recorded transactions.
e Analytical procedures, on the other hand, involve the evaluation of financial information through analysis of
plausible relationships and trends in data. Options (b) and (c) are examples of analytical procedures:

Q7. Auditor Compares Gross Profit Ratio with that of Previous year and it is discovered that there has been a fall in the ratio. This
is an example of :

(a) Analytical Procedure

(b) Test of Controls

(c) Walk Through Test

(d) Audit Sampling

(ICAI MCQs) (RTP, Nov 2020, NA) (MTP2, May 2022, 1 mark) (MTP2, May 2023, 1 mark)

Correct answer: (a) Analytical Procedure

Q8. When significant risk had been identified by the auditor, then:

(a) Audit evidence obtained solely from substantive analytical procedures is sufficient.

(b) Audit evidence obtained solely from substantive analytical procedures is unlikely to be sufficient.
(c) Auditor will perform test of details also.

(d) Bothband c

(ICAI MCQs)

Correct answer: (d) Bothb and ¢

Explanation: When we are designing audit procedures to address an inherent risk or “what can go wrong”, we consider the
nature of the risk of material misstatement in order to determine if a SAP can be used to obtain audit evidence. When
inherent risk is higher, we may design tests of details to address the higher inherent risk. When significant risks have been
identified, audit evidence obtained solely from SAP is unlikely to be sufficient.

Qo. __isthe comparison of current data with the prior period balance.
(a) Ratio Analysis
(b) Trend analysis
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(c) Reasonableness test
(d) Structural Modelling
(ICAI MCQs)

Correct answer: (b) Trend analysis

Explanation: In trend analysis, the auditor evaluates whether the current balance of an account moves in line with the trend
established with previous balances for that account, after adjusting for relevant factors responsible for changes. It is the
comparison of current data with the prior period balance or with a trend in two or more prior period balances.

Q10. | Which of the following statement is correct :
(a) Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time
(b) Substantive analytical procedures are generally less applicable to large volumes of transactions that tend to be
predictable over time
(c) Substantive analytical procedures are generally more applicable to small volumes of transactions that tend to be
predictable over time
(d) All statements are correct
(Sample MCQs)
OR
Which of the following statement is correct :
(a) Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to be
predictable over time
(b) Substantive analytical procedures are generally less applicable to large volumes of transactions that tend to be
predictable over time
(c) Substantive analytical procedures are generally more applicable to small volumes of transactions that tend to be
predictable over time
(d) None of the above
(RTP, Nov 2019, NA)
Correct answer: (a) Substantive analytical procedures are generally more applicable to large volumes of transactions that
tend to be predictable over time
Q11. | Substantive Analytical Procedures are generally more applicable to:
(a) Large volumes of transactions.
(b) Transactions predictable over time
(c) Bothaand b
(d) None of aand b
(ICAI MCQs)
Correct answer: (c) Botha and b
Explanation: Substantive analytical procedures are generally more applicable to large volumes of transactions that tend to
be predictable over time.
Q12. | What is the primary objective of analytical procedures used in the overall review stage of an audit?
(a) To help to corroborate the conclusions drawn from individual components of financial statements
(b) To reduce specific detection risk
(c) To direct attention to potential risk areas
(d) To satisfy doubts when questions arise about a client’s ability to continue.
(ICAI MCQs)
Correct answer: (a) To help to corroborate the conclusions drawn from individual components of financial statements
Explanation: The conclusions drawn from the results of analytical procedures designed and performed in accordance with,
are intended to corroborate conclusions formed during the audit of individual components or elements of the financial
statements. This assists the auditor to draw reasonable conclusions on which to base the auditor’s opinion.
Q13. | Which of the following is correct :
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(a) As per the Standard on Auditing (SA) 520 “Analytical Procedure” ‘the term “analytical procedures” means evaluations of
financial information through analysis of financial data.

(b) As per the Standard on Auditing (SA) 520 “Analytical Procedure” ‘the term “analytical procedures” means evaluations of
financial information through analysis of non-financial data.

(c) As per the Standard on Auditing (SA) 520 “Analytical Procedure” ‘the term “analytical procedures” means evaluations of
financial information through analysis of plausible relationships among both financial and non-financial data.

(d) As per the Standard on Auditing (SA) 520 “Analytical Procedure” ‘the term “analytical procedures” means evaluations of
financial information through ratio analysis.

(MTP1, May 2019, 1 Mark)

Correct answer: (c) As per the Standard on Auditing (SA) 520 “Analytical Procedure” ‘the term “analytical procedures” means
evaluations of financial information through analysis of plausible relationships among both financial and non-financial data.

Q14. | which of the following is correct :
(a) Different types of analytical procedures provide different levels of assurance.
(b) Different types of analytical procedures provide similar levels of assurance.
(c) Similar type of analytical procedures provide different levels of assurance.
(d) All are correct
(MTP1, Nov 2019, 2 Marks)
Correct answer: (a) Different types of analytical procedures provide different levels of assurance.
Q15. | Which of the following is not an example of Analytical Procedures having consideration of comparisons of the entity’s
financial information:
(a) Comparable information for prior periods.
(b) Anticipated results of the entity, such as budgets or forecasts, or expectations of the auditor, such as an estimation of
depreciation.
(c) Similar industry information, such as a comparison of the entity’s ratio of sales to accounts receivable with industry
averages or with other entities of comparable size in the same industry.
(d) Among elements of financial information that would be expected to conform to a predictable pattern based on the
entity’s experience, such as gross margin percentages.
(RTP, May 2020, NA)
Correct answer: (d) Among elements of financial information that would be expected to conform to a predictable pattern
based on the entity’s experience, such as gross margin percentages.
Explanation:

e Among elements of financial information that would be expected to conform to a predictable pattern based on the
entity’s experience, such as gross margin percentages is an example of Analytical Procedures having consideration
of relationships

e Comparable information for prior periods, Anticipated results of the entity and Similar industry information are
examples of analytical Procedures having consideration of comparisons of the entity’s financial information

Q16. | Statement | As per the Standard on Auditing (SA) 520 “Analytical Procedures”, the term “analytical procedures” means

evaluations of financial information through analysis of plausible relationships among financial data.

Statement Il Analytical procedures also encompass such investigation as is necessary of identified fluctuations or
relationships that are inconsistent with other relevant information or that differ from expected values by a significant
amount.

(a) Only Statement | is correct

(b) Only Statement Il is correct

(c) Both statements are correct

(d) Both Statements are incorrect

(RTP, May 2020, NA) (MTP2, May 2022, 1 mark) (MTP1, Nov 2022, 1 Mark)

Correct answer: (b) Only Statement Il is correct

Explanation: Statement 1 is incorrect. As per “SA 520 Analytical Procedures”, the term “analytical procedures” means
evaluations of financial information through analysis of plausible relationships among both financial and non-financial data.
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Q17. implies analysing account fluctuations by comparing current year to prior year information and, also, to
information derived over several years.
(a) Trend analysis
(b) Ratio analysis
(c) Structural modelling
(d) Account fluctuations analysis
(MTP1, May 2022, 1 mark)
Correct answer: (a) Trend analysis
Explanation: Trend analysis implies analysing account fluctuations by comparing current year to prior year information and,
also, to information derived over several years. For example, the auditor may compare the salary paid by the company during
the year under audit with the salary paid by the company for several earlier years. An unusual increase in such expense
amount may indicate that fraudulent payments are being made to fake employees

Q18. | The auditor of Vishwas Ltd wants to know from you which of the following methods are analytical procedures

I. Comparison of client and industry data

Il. Comparison of client data with similar prior period data

Ill. Comparison of client data with client-determined expected results
IV. Comparison of client data with auditor-determined expected results
(@) I, ' and Ill only

(b) I & Il only
(c) Il & IV only
(d) 1,11, il and IV

(MTP1, Nov 2022, 1 Mark)

Correct answer: (d) |, II, lll and IV
Explanation: Analytical Procedures may be segregated into the following major types - comparison of client and industry
data, comparison of client data with similar prior period data, comparison of client data with client-determined expected
results, comparison of client data with auditor-determined expected results and comparison of client data with expected
results, using non financial data.
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Audit of Share capital
59 of the Companies Act, 2013 provides that a Eumprn.,
¥ SN

ABC Ltd. has issued shares for cash at a premium. Section
mium to securities premium account. Advise the means in which
Ich he

s

transfer the amount received by it as securities pre

armount in the account can be applied. (ICAI Study \aterial - Test Your Knowledge)
OR
The securiti i i
rities premium account may only be applied by the company towards the issue of unissued sh i

ares of the compan, oy
(SA, May 2019, 3 Marks) (MTP2, Nov 2022 4m£,|'.i]

to the members of the company as fully paid bonus shares. Comment.

Shares Issued at Premium:
Where a company issues sh i
ares at a premium, whether for cash or otherwise, aggregate amount of th
b & [Termium recenved o

those shares shall be transferred to securities premium account

As per Section 52 of the Co [
mpanie iti
panies Act, 2013, the securities premium account may be applied by th
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following purposes:
a) issue of unissued shares
f
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M’nwem,ﬂt of D Lid. has issued shares ag a disc i "
when shares are issued at a discount 1o ClEﬂItﬂrsL‘:?::l;: "sd{:red“f-llﬂ Explain the provisions of the Companies Act, 2073
! auditor what will be your conoer 808 I
| cern of checking in such & case 7

=
Shares jssued at a discount: SO

« According to Section 53 of the Companiss
case of an issue of sweat equi Ur.mpdnlgh Act, 2013, company shall not Issue shares at a discount except in the
¥ shares given under Section 54 of the Companies Act, 2013 '

RNy SNA 156080 D8 comcany alia discounted price shall be vold

However, a company ma
e e of HHF; s:‘am:rr;u:nﬁ::rnms :at a di=ount to its creditors when its debt is converted into shares in
directions or regulations specified b Thp;; or debt restructuring scheme in accordance with any guidelines or
Act, 1948 ¥ the RBI under the Reserve Bank of India Act, 1934 or the Banking (Regulation)

here any company fai : :

" :‘Iefault Srl?la.” be{:iah};le ?JI::SEID- comply ""'f'lh the provisions of this section, such company and evary officer whe |8 in
B At b v FISETEIw 'I.-.rhlc_:h may extend to an amount equal to the amount raised through the issue of
akhs whichever is less, and the company shall also be liable to refund all monies

received with interest at the rate of 12% p.a. from the date of issue of such shares to the persons to whom such
shares have been issued,

The auditor needs to check

s the movement in share capital during the year and wherever there is any issue,

» Verify that Company has not issued any of its shares at a discount by reading the minutes of mesting of its
directors and shareholdars

s Verify that whether the company has issued shares at a discount to its ereditors when its debt is converted into
shares in pursuance of any statutory resolution plan or debt restructuring scheme in accordance with any
guidelines or directions or regulations specified by RBI under RBI Act, 1934 or the Banking (Regulation) Act, 1549

What audit points are to be bomne in mind In case of issue of “Sweat Equity Shares” by a limited company?
(MTP1, Nov 2019, 3 marks)

The auditor needs to verify that the Sweat Equity Shares issued by the company are of a class of shares already issued and
following conditions have been complied with {as per Section 54):

a) Theissue is authorized by a special resolution passed by the company;
b) The resolution specifies the number of shares, the current market price, consideration, if any, and the class or

elasses of directors or employees 1o wham such equity shares are to be issued,
the company are listed on a recognised stock exchange, the sweat equity shares are

' es of
o) gl thep e he regulations made by the SEBI in this behalf and if they are not so listed, the sweat

issued in accordance with t \
equity shares are jscued in accordance with such rules as may be prescribed
ctions and provisions as applicable to equity shares shall be applicable to the sweat

i i restri
g eI, Lo this section and the holders of such shares shall rank pari passu with other eguity

equity shares issued under
shareholders.

BNP Ltd has reduced its Share Capita!
you proceed for verifying the reduction

to a greater extent in the year for which you are conducting the audit, State how will
of Capital. (MTP1, Nov 2020, 6 Marks)

Reduction of Capital: For verifying

reduction of capital, the auditor needs to undertake the following procedures:

hareholders’ meeting, which was held to pass the special resolution, was duly convened and that
are

i)  Confirm that the s sed in advance to all the shareholders;
the proposal was clrwl:;im'mmlm authorises reduction of capital;
i)  Check thatthe Articles no default w.r.t repayment of deposits accepted by company or payment of interest
i) Evaluate that tﬁmﬁgz‘x " capital shall not be affected If such default exists.
on such deposits.
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reduction of share capital. |
that the Memorandum of Association of the company has been suitably amended.

ssets has been properly disclosed in the Balance Sheet;
rs’ accounts In the Register of Members and confirm that ethar g,

Confirm whe
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ey |

i) Verify
9 g Co., Chartered Accountants, are appointed as the auditors of ABC Ltd. CA S, the engagement partner, has come atrogg
= the following while verifying equity share capital of the company:

jj  He noticed that some of the equity shares are held by promoters.

i) Some shares are issued as sweat equity shares to the employees.
What is the meaning of sweat equity shares? What are the disclosure requirements of such promoter’s Shﬂfﬂholdlng?

(SA, Nov 2022, 4 marks)

[ Meaning Sweat Equity Shares: According to Section 54 of the Companies Act, 2013, the employees may be mm
the form of "Sweat Equity Shares”. "Swest Equity Shares” mean equity shares issued by the company to employes o
directors at a discount or for conslideration other than cash for providing know-how or making available right in the nalure of
intellectual property rights or value additions, by whatever name called.

Disclosure requirements of such promoter’s shareholding:
A company shall disclose Shareholding of Promoters as below

Shares held by promoters at the end of the year % Change during the year»
5. No. [Promoter Name Mo. of shares % of total shareg#*
Taotal

** Detajls shall be given separately for each clazs of shares,
*** percentage change shall be computed with respect to the number at the beginning of the year or If issued during the year
for the first time then with respect to the date of issue.

Audit of Reserves and Surplus
@10. | Explain the difference between revenue reserve and capital reserve. (RTE May 2019, NA)

Difference between Revenue Reserves and Capital Reservas;
® Revenue Reseives: Revenue reserves represent profits that are available for distribution to sharehalders held for

the time being or any one or more purpase. Ex- to supplement divisible profits in lean years, to finance an extensid
of business, to augment the working capital of the business or to generally strengthen the company's financi
position.

» Capital Reserves: Capital Reserve represents a reserve which does not include any amount regarded as f,-.ge_lnr
mdllﬂ'lbuﬂm through the Statement of Profit and Loss. Capital reserves include share premium, capital radempticn

. mﬂuheu:;tess th:.; aﬂ.Ic:mpany appropriates revenue profit for being credited to the asset replacement resz?z

ve se are to be used for a capital in the naturé

capital reserve, pital purpose, such a reserve shall also be in

. A s .
ﬂ:aﬂg raserrve. generally, can be utilised for writing down fictitious assets or losses or (subject topr

es) for issuing bonus shares if it is realised. But the amount of share premium or capital 2

ovisions
demptio”

| www.edu91.org
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resarve account can be ““"'ld only for i e RN TN TR
L]

companies Act, 2013 PUrpose 5
[Llas
fied in Sections 52 and 55 respectively of the

. ke guditing the accounts of ABC Ltd, g member of audi
al
-

e seniof member of audi
s Trrsl::uclir.'ms for prepa rauu::d::} t:;m Quide the me about Classification of Reserves and Surplus
ard ance sheet ag It team about such eriteria and classification as per
(MTPRZ, May 2022, 3 marks)

I'I"ibEf of "'IE aud
Per Schedule i)

aserves and Surplus shall be classified g5-

: Capital Reserves;

1

;-. capital Redemption Reserve:

¢ spcurities Premiurm;

4 Debenture Redemption Reserve;

o) Revaluation Reserve;

ﬂ. Share Options Outstanding Account

g) Other Reserves - (specify the nature and purpose of each reserve and the amount i hereof)
unt in respect thereof);

h} Surplusi.e. balance in Statement of Profit &
shares and transfer to/from reserves et

(Additions and deductions since last balance sheet to be shown under each of the specified heads)
ecitied neads

Loss di i
sclosing allocations and appropriations such as dividend, bonus

Note: A reserve specifically represented by earmarked investments shall be termed as a ‘fund

: it balance of stat - ed as a fund'.
:;[ai;f}t‘ﬂ:ﬁmﬂs ﬂndESiETS;’?;E:th?S;E: i:;:{:ﬁhﬂl‘”“” 3s a negative figure under the head ‘Surplus’. Similarly, the
‘Reserves and Surplus” even if the resulting figure |5 in the n;:tl'_;f: of surplusg, if any, shall be shown under the head

e
Reserves are a vital source of financing by intemnl means. Explain and also discuss the meaning of reserves along with

mi :
revenue reserve and capital reserve. (MTP1, Nov 2022, 3 M arkes)

b Reserves are the amounts appropriated o : a g
i commitment of diminution imhepvalue of I:s:ﬁsr?;?ﬁjlilj;G;;$::eeg;;ﬁfﬁ: Ei'l;t::lgt;hc:;Tngency.
Reserves are a vital source of financing by internal means, They are held for the purpose of distribution of dividend
or financing the _EXPHHHIUH of the company or strengthening the company financially. The company utilizes the
reserves according to the nature and type of such reserve.
-1 + The reserves can be segregated as revenue or capital reserves,
: Revenue reserves represent profits that are available for distribution to shareholders or below purposes such as:
o tosupplement divisible profits in lean years,
o tofinance an extension of business,
o toaugment the working capital of the business or

= 1o generally strengthen the company’s financial position.
which does not include any amount regarded as free for distribution. They

« Capital Reserves represents a resere
can be utilized only for certain limited purposes. Example: Securities premium, capital redemption reserve,

If a company appropriates revenue profit
these are to be used for a capital purpose,

TR

for being credited to the asset replacement reserve with the cbjective that
such a reserve shall also be in the nature of a capital reserve.

: | . re (O/s balance # 2 crore as at year end) from a bank for meeting its
4 s and debiors and guaranteed by directors of the company. Discuss,

'and disclosed in financial statements of company

4 classified as Short-term secured borrowings specifying nature of
heading “Loans repayable on Demand” from Banks.

i the lassified under :
_.S’Jh'“ . have been guaranteed by directors or others,

2013, where loans
shall be disclosed.

3.8
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WL of ver l,|\'-|'| T 2. Il: S
LI VoUC and/or EI_'.Il he Borra I gfrﬂr]Eﬂ. ':
(Ve wich i 1 I h #:I t

g4, | How will
i
] i «m loans. In each case, the borrowings g !
Barrowing from Barits he either in the farm of overdraft limits of o hauig be |
BT ks may : '
B:rrl';;l;; _f;l‘l':l‘v'f'sﬂ_" f= ar loan qocounts with that shown in the pa?: sl confirm i, |
" d as follow : & or : nce in the account 5 |
a RE:D-I‘I&‘-”Q‘ the balances in thﬁ D#Erﬁm“i-ﬁcate from the hank showing the bala 5 B8 at the ong e
mentioned balance by obtaining 8 €€ iculars of i
; , particulars of securities depga;
the year. : bank showing balances, p POty
i)  Obtain independent balance confirmateey f:rﬁ::;zf:reated on an asset and confirm that the same has been .
) the bank as security for the loa H_S G::dr :h.r:h Registrar af Companies and recarded in the Register of ﬂhﬂrgzs, i
carrectly disclosed and duly r.EQISIE o draft has been raised. In the case of a company, only the Boarg qf !
Directors is authorised to raise & . that the restraint contained in Section 180 of the Companies Act, 2013 g4 |
i)  Confirm, inthe case of 2 I.':{Il'f!'tDE";!iaD s :that the company can raise has not been contravened. §
regards the maximum amount & i manner in which it has been utilised and thag .,
. Ascertain the purpose for which !aan has been raised and the this hag \
ot prejudicially affected the entiy. |
i | Gagan and Associates observed that__-__-" t
. - ditors Kamal Gagal com hy I
1 o qe h the financial statements of POR Ltd, its au ! 5 : it 5 !
e ti;k:g :.] .lngat: smf:-:’f:-n banks and financial institutions. Further, the audit team discusses tfff fﬂ”'?""""f'lg about Liabllities:
L iabilities ars the financial obligations of an enterprise other than owners’ funds. Liabilities include loans/ borrowings, 34, l
payables and other current liabilities, deferred payment credits and prD'n:fI_SJOerS. ; '
verification of liabilitles is as important as that of assets, for, if any liability is ornitted {::-r;un derstated) or over stated, the
Baiance Shaet would not show a true and fair view of the state of affairs of the company.
Advise stating clearly the sudit procedures generally required to be undertaken for verification of existence of Borrowings
(MTP1, May 2018, 5 Marks) (MTP2, Nov 2018, 5 Marks)
Verification of existence of Borrowings:
ii  Review board minutes for approval of new lending agreements. During review, make sure that any new loan
agreements or bond [ssuances are authorised.
ii]  Ensure that significant debt commitments should be approved by the board of directors f
i)  Agree details of loans recorded such as interest rate, nature and repayment terms to the loan agreement.
iv)  Verify that the loans obtained are within the borrowing limits of the entity.
V) {!tc;JII.I ﬁ:ﬂd nl:_rnjai_n ;ﬁ;;;endent; I;alanr:a confirmations (SA 505) in respect of all the borrowings from the lender
S¢ ningncial in, ons etc. ).
v!; :ﬂgrae de:alls of leases and hire purchase creditors recorded to underlying contracts/agreements.
Wi, i} i . r
ms:;?ﬂﬂc:*bﬁmt;mm:;‘:ﬁ;mﬂe trust deed for terms and dates of redemption borrowing restrictions and
“i':j} ;th?nd:r:ittz retired, E”S:'a’: that a discharge is received on assets securing the debt.
n Reprasentation iliti -
. that all the lisbilities which have been recorded represent a valid claim by the
Audit of Trade Receivables
Q16. | Write the audit Procedure for ve

rification of existence of Trade Re
3 cejvables,
(ICAI Study Material- Test Your Knowledge) (MTP2, Noy 2021, 6 marks)

For Verification of Exj
stence of Trade Receivables, the auditor should check the following:

i} Check whether the
re are
controls in place to ensure that Invoices e nnot be recorded mare than once and

receivable balances are aytam
i) Askforg period-end acepunts :;:Il;r recorded In the general ledger from the original involce.

i vabl
lii) :::Ieck whether realization i recorded in'-.r:ﬂ::::::mn and trace the balance as per the report to the general |adger.
. elogically invol OF nat.If not, check 1 : p
¥} Ifany large balance i :fyua f:fﬂ;ﬂ;'nrla: and on FIFO basis j.e. previous !:niITtIE;E an;?;xéegf; L
ong time, auditor should ask for reasons and justif B name

L
,--"”
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1 of trade receivables selected for mnﬂmmn;;—-._________ —— & bt
ould be

Alis
/"'/ v hich should b
anfirmation W @ proper| glven
¢ y addressed. 1o the entity for preparing request letters for

itor should maintain stri
T::,_::dhe ensured that r:u;ﬂf:n:::tlb: AHIro-a anture nes d
- S and pra
chient praper dispatch of request leters, It
da A discrepancies revealed by the confirmations received
have & bearing on other accounts not included in the ﬂ:z ﬂ: b
inal &

Ji)  Whereno reply Is received, the auditor
include:
« Agreeing the balance to cash received subsequently;
+ Preparing a detailed analysis of th :
& balance, en i
Lt r : , ensuring it consists of | - ' |
- a:::‘ n:;e::;t zenu::rans Ellclluns actually ocourred. {Examlnaﬂ:: i?:;i:t:‘?s?ﬁol;in;:f;:ﬁﬂ; e
arty rece "
i valupnla e iy vables, review them for collectability as well as whether th ]
autho : such transactions wera reasonable and at arm's | R s
) Check that receivables for other than sales or services are not included i EhETgih-
- ‘ uded in the list,
\i) Reviewa trend line of sales and accounts receivable, or a comparison of th i i
any unusual trends |.e. perform Analytical prm:e:luresl Maka inguirl et LU ke
D e sl el T paper;_- inquiries about reasons for changes in trends with the

HI‘I

v the addit
Siols onal tests carried aut by the auditor may

should per
perform alternative procedures regarding the balances. This could

i)

—]
gi7. | Mereury Ltdaf;; Ea%ﬂ;%zr:' Er:gﬂgesc:n the manufamu_re of floor mats. The company sells its goods on eredit. The debtors
belance 4 i amounted to ¥ 20 cr. What is the disclosure requirement as per Schedule 1ll to the Companies Act

2013, with respect to the ageing schedule of debiors of the company?
(ICAI Study Material - Test Your Knowledge) (MTP1, May 2023, 6 marks)

The following is the disclosure requirement for Studymate Limited with respect to the ageing schedule of the trade
raceivables in terms of Schedule 1l {(Part I) to the Companies Act, 2013

Trade Recelvables ageing schedule

{Amount in Rsﬂ
Farticulars Outstanding for following periods from due date of paymentt l \

Less than & | 6 months-1|  1-2years 2-3 years |More than Total
months year 3 years
(i) Undisputed Trade recelvables —
considered good
(i) Undisputed Trade Receivables = \ l \
considered doubtful
(i) Disputed Trade Receivables l \ \
considered good
() Disputed Trade Recelvables \ \ J
considered doubtful :
& similar information shall be given where ne due date of payment is specified, in that case disclosure shall be from the date
of the transaction.
Unbilled dues shall be disclosed separately.
= balance sheet as aceounts receivable. If

invoice amount is recorded on the organisation’ ] :
"Until the is illlﬂ-l:; ht;n:::hﬁﬂ amounts will need o be written off as an expense in the income statement/ profit
- mm m:n' mmlEh nt to carry out gompliance procedures in the sales audit as part of the debtors’ audit
and loss It is irm les has the necessary features. (MTP1, May 2018, 5 Marks)

procedure. Verify to ensure that the system for receivab s

essential part of any nfgﬂmaatlun's halance sheet. Often referred to az debtors, these are monies

e of an account receivable is a gale made on credit,

“Trade receivables are an £
e ST by e ar. The most COMmmon

which mmﬂm ,@gﬁ?ﬂm ik nu.wtntl: carry out compliance procedures in the sales audit as part of the debtors’
via an invoice, t : mnr It Immhnm" for receivables has the neces sary features. (MTP2, Nov 2018, 5 Marks)

Taig LSt o
It is important to carry out compliance procedures in

B ——— iyt — - e R
5.7

gs audit as part of the debtors' audit procedure, In summary,

e



e Ao, 3
Qe s et Hand Chapte 5 £ —— - e —— e ———— ___‘_-_‘_‘_\_H-‘-T]N ;‘4
res. .
heck 1o ensure thal the System for receivables has the Tollowing fealu
c .
4 Only bona Nde sales lead o I ewablen f
1 Sales are made 10 approved customerns ﬂ;g‘l
i All such sakes are duly recorded in the books g
{ cash or on the au y of 8 respons
| W) Once ecorded, the debts can only be eliminated by receipt 0 e g,
\ [ebis ate collected promptly
:r ‘ ;‘“‘1’:“'” regularly reviewed and aged, a proper system of follow up exists and if necessary
| W alanies ! H“"l
! for bad debt exists i P
| E debt, receipt of income, reconci iations and i
I« Clhpat of duties relating to identification of : i
| - Wm ___‘-h—‘_-i
as a means of obtaining audit evidence regar ding v

- ful
o0 the Analytical Review procedures that may be WSCUE oy yny 2021, NA) (MTPT, Nov 2021, 4 Marks)

F
Trade receivables, loans and advances.

[ Niprt
i asserTrons relating 10

analytical review procedures may often be helpful as a mean E:;‘h‘:—-.._,_\
o trade receivables, loans and advances- Wing

Analytical Review Procedures: The following
hles, lpans and advances with the corresponding figures for the

sudit evidence regarding the various assertions relating 1
companson of closing balances of trade receiva

' i | dth
comparison of the relationship between current year trade recelva hle balances and the current year saleg 'l'i'ﬂ‘lh

comresponding budgeted figures, if available; .
comparizon of actual closing balances of trade receivables, loans and advances with the corresponding budgey

figures, if available;
g schedule with the corresponding figures for the previous year;

s comparison of current year's agein
comparison of significant ratios relating to trade receivables, loans and advances with similar ratios for other firms

in the same industry, if available;
comparizon of significant ratios relating to trade receivables, loans and advances with the industry noms, if

available

—

£% Pt Lid based in Moradabad, is engaged in export of brassware goods. The company has huge export receivablas as o
315t March 2024 1t is also analysed from Export Sales account of the company that large number of small shipments wer:
almost despatched daily during menth of March 2023. List out few audit procedures you would adopt as an auditor o verify
completeness assertion of export trade receivables. (RTP, Nov 2022, NA)

e OR
While auditing books of w:lfSDLAR Ltd., you observed that an amount due from a debtor for invoice issued on
3103 2024 has not been recognized in the books of accounts. As an auditor, you want to ensure that all trade receivable
balances that are supposed to be recorded have been recognized in the financial statements. How will you achieve the

been recorded. muﬂ:m mmuhm bar;m: s means that all balances which should have been recorded have
1 '

account balances of export receivables mself about cut off so that there is no understatement or overstatement

In this context, while verifying :
o mhwmﬁm asspf'mﬂ" of export trade receivables, following audit procedures are required -
dispatched st Iving w raised in last few days nearing the cut off date goods have been actually

expor .in respec ﬂf:::éfmm regarding actual movement of goods. It would provide
el revenue was booked have been actually moved out of company’s

| >

2/year end have been included in export receivables on test check

been Included in export receivables by tracing entries i
an be verified from e-way bills also.

atch invoices dates to dispatch dates to see if sales 3

e I::EEing report of export receivables and compare thé™
are. led with correct names, dates and arnnin_li-.________,.,
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of Cash and cash equivalents

pudit
what are the disclosures requirements as per Part | of 5
B |y pmleiite DI Y SECTERIYS (ICAI Study Material chedule I to the Companies Act with respect to the cash & cash

- Test Your Knowledga)

e . OR
How I8 cash and cash equivalents® disclosed in the Fi
companies Act, 20137 (SA, Dec 2021, 3 Marks) Financial Statements as required under Schedule Il (part 1) to

0OR

equivalents to be m
1, May 2023, 4 ﬂﬂ?jﬁ by the company as per Schedule Il {Part 1) 10

what are the required disclosures for cash & Cash
companies Act, 20137 (RTP, May 2023, NA) (MTP
i

The following are the disclosure requirements as
. er & £
cash eguivalents held by the company: Cash and Ea;h Z:?J?;:?e:gu the Companies Act, 2013, with respect 1o the cash &

iy  Cash and eash equivalents shall be classified ag:
a) Balances with banks; .
b} Cheques, drafts on hand;
c) Cash on hand;
d) Others (specify nature)
i) Earmarked balances with banks (for example, for unpaid dividend) shall be separately stated.

i) Balances with banks to the extent held as i ;
margin mon i
commitments shall be disclosed e i g By OF security against the borrowings, guarantees, other

) Rapatriatiur! restrictions, if any, in respect of cash and bank balances shall be separately stated.
v}  Bank deposits with more than 12 months’ maturity shall be disclosed separately.

A significant apd important audit activity is to contact banks/ financial institutiens directly and ask them to confirm the
amf:-unts held in -:_:urrem accounts, deposit accounts, EEFC account, cash credit accounts, etc. as at the end of the reporting
period under audit. Explain the audit procedure in this context. {RTF, Hov 2020, NA)

Audit procedures
s The auditor is required to confirm all account balances maintained with the bank as at the period-end.
e The client should be asked to investigate and reconcile the discrepancies, if any, including seeking written
explanations/ clarifications from the banks/ financial institutions on any unresolved gueries.
e The auditor should emphasize for confirmation of 100% of bank account balances. In remote situations, where no
reply is received, the auditor should perform additional testing regarding the balances. This testing could include:
o Agreeing the balance to bank statement received by the Company or internat/ onling login to account in

auditor's personal presence;
o Sending the audit team mermber to the bank branch along with the entity's personnel to obtain balance

confirmation from the bank directly.

.i.':

of Inventories
Jill you vot i sent on consignment? (ICAI Study Material - Tast Your Knowledge)
. | How will you vouch/verify the Goods sent
Consignment:
R he cansignee showing goods sold and Inventory of goods in hand.

4 accounts sales submitted by t
|; :e“h:-. the e figure of the G0 ds on hand, as given in the last accounts sales, with the Performa invoices and
ii econcile

; ng the year. [famy gonsignment inventory was in the hands of the consignee at the
accounts ﬁ?;?;iﬁ:ed:;ﬂgé 5hnirlld be taken into account in the reconciliation.
o -;‘mm the consignee for the goods held on consignment on the balance sheet date. Verify the
ji)  Obtain nmﬂmmn't" petween the consignor and the consignee to check the commission and other expenses
iﬁtﬁft:gﬂl;e: :;:sh]nmﬂﬂ aceount and credited to the consig nee's account. The accounts sales also must be

ecked.
mmdm@y l:“m, of goods in hand with the consignee has been valued at cost plus proportionate
iv)  Ensure that Jogd ses, e.0. freight, dock dues, customs due, etc., unless the value is lower. In case net realisable
: nor-recurring £ ' in hand of the consignee should be valued at net realisable value. Also see that the
for damaged and obsolete goods in miaking the valuation.
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e ————————————— e
ave been shown separately under the head inventories : :;::

v) see that goods in hand with the consignea h l
hip right —\\
the campany has valid legal ownership rights over the inventores rm%

Q24

3 rits to verify whether b
T|1:;‘:L;"T:;:::r :'T::II.ESH'I:'; 03,2024, What audit prg:ﬁdufﬂﬂ aghauld the statutory auditar of the meaﬂy ﬁtﬂm.
in 2 M 5 o 5 '

arks
(ICAI Study Material - Test Your Knowledge) (MTP2, Nov 2023, 4 m :

udit procedures to verify if the cummm

ing a

The statulory audior of Satum Ltd. should PerH i fullumr:; et as on 31.03.2024, The auditer should:
ownership rights over the inventories recorded in the balance she g - ReRE, "

« vouch recorded purchases to underlying documentation (purchase requisition, p - FeCeiving rag,,

vendor invoice and eancelled cheque or payment file).

+ evaluate the conslgned goods.

examine client correspondence, sal=s and receivables records, purchase documents.
determine the existence of collateral agreenents.

* review consignment agreements.
« review material purchase commitment agreements.

examine invoices for evidence of ownership i.e. the invoices shall be in the name of the client,
obtain confirmation for significant items of inventory as per SA 501,
For instances of inventory held by third party, the auditor should insist on obtaining declaration from the thirg party
on its business letterhead and signed by an authorized personnel of that third party confirming that the itemg o
inventary belong to the entity and are being held by such third party on behalf of and for the benefit of the entity

under audit.
——

Q25

Wirite the audit procedures to be performed as an auditor for valuation (assertion) related to Finished goods and goods for
resale. (SA, Nov 2018, 5 Marks) (MTP1, May 2020, 3 Marks)

—

Audit procedure for valuation of finished goods and goods for resale
Enquire as to what costs are included, how these have been established and ensure that the overheads included

have been determined based on normal costs and appear reasonable in relation to the information disclozed in the

financial staternents.
Ensure that inventories are valued at net realizable value if they are likely to fetch a value lower than their cost.

_Fnlluw up for items that are obsolete, damaged, slow moving and ascertain the possible realizable value of such

items. For the purpose, request the client to provide inventory ageing split between less than 30 days, 30-60 days

old, 60- 90 days old, 90- 180 days old, 180- 365 days cld and mare than 365 days old.

*  Follow up any inventories which at time of observance of physical counting were noted as being damaged or
obsolete,

* Examine vendor price lists to determine if recorded cost is less than current prices.

. ::al'culata Inventory turnover ratio. Obsolete inventory may be revealed if the ratio is significantly lower.

n manufacturing environments, test overhead allocation rates and ensure t i i

el B e e that only direct labor, direct material and

Q26.

mg}%ﬁ :E f:l'sl:::ng huI:ncF of work in progress of Inventories aggregating Rs 850 lakhs in their balance sheet as at
confirm uﬁum.i":pmgm:t:ﬁm:m :: ::i E'mrted. explain various audit procedures which need to be performed to
and practices. (SA, Jan 2021, 3 marks) =€ vallied appropriately and as per generally accepted accounting policies

Audit procedure which needs to be performed i
to confifm work in progress warth '
and as per generally accepted accounting palicies and practices is given hareundzf.-am R

g2E

-

*  Ascertain how the various stages of product|
e e ;Eﬁ ; on/ value add are measured and in case estimates are made,

*  Ascertain what elements
il bt :f:‘ ;::::;eﬁlhncutd;i ]:‘f:;mrl'ma_ds are included, ascertain the basis on which they are
i able costing and financial datay information maintained by the

L]
Ensure that material costs exclude any abnormal Wastage factors
e ———

MﬂZLﬂ wants to includ

T A T W e all th

recognise 5 owever, of the view that ﬂﬂ’l‘ﬂ?lfgst!l:c m?dh; the Company in valuing the cost of its inventories. The

i g ﬂfFﬂﬂBEBfnrtﬁimnd In whieh By are | @ excluded from the cost of inventories and should be
: MEUTed. What are such costs that should be excluded while

raj Arora | www.edu91.org
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1 . mining the cost of inventories? (MTP2, Nov 2021, 4 marks)

ples of costs to be excluded in determining cost of Inventory:

ining the cost of inventorles, it is
In ,je‘lﬂ'rn'llnll'lﬂ 3 y appropriate to .
peri od in which they are incurred. Examples of such mm;:‘:ydﬂ certain costs and recognlse them as expenses in the
- ol of wasted materials, labour, or ather production costs;
storage costs, unless thos i '
. ag E COS1S are necessary in the produetion process prier to a further production stage;

., administrative overheads that do not i i
! contribute to bringing the inventories to their present location and condition;
« selling and distribution costs.

Exam

: Ak _ _ :
In thﬂiﬂl‘ﬂ'i‘:;i;g?:h?’:;::g::ﬁoﬂf If Lﬁd. i= not c:-:}rte_r.i to include all the cost of its inventaries while determining the cost of
inventory. iy b Fridliiniia the accountant is eorreet that certain cost should be excluded from the cost of
inventories and ta be recognised as expenses in the period in which they are incurrad.

.-.___..-,____———
while conducting an audit of Vee Ltd, CA Aman, auditor of the company, found that some goods were lying with third parties

028. . ¥
for a long period. Advise Amnan how he will verify them. (MTP1, Nov 2021, 4 marks)
_Gunds Lying with Third Party: The auditor should check that the materiality of the item under this caption is included in
inventories.
i) He should obtain confirmation of the amount of goods lying with them.

i)  He should inquire inta the necessity of sub contractors retaining the inventory,

i)  The goods lying with them for a very long period would merit auditors’ special attention for making provision.

i)  The records, voucher/slips for regulating the movement of inventory into and out of entity for sub-contracting work
be reviewed by vouching for few transactions for ensuring axistence and working of internal control systems for
tham.

v)  The valuation of inventories should be correetly made for including material cost on appropriate inventory valuation
formulae and also for inclusion of proportionate processing charges for the work in process with the contractors.

vi)  Evaluate the condition of goods and see whether adequate provision has been made.

vil) Check whether subsequently the goods lying with third party were cald or received back after the expiry of the
stipulated time period.

viii) Ensure that the goods have been included in the closing inventory though lying with third party.
Audit of Tangible Fixed Assets
29 | The auditor A of ABC & Co.- firm of auditors iz conducting the audit of X¥Z Ltd and -._vhile perfarming testi(ng of additio_ns
e are in the name of the entity he is auditing.

i hase invoice
anted all PPE (Property Plant and Equipment) pure
H jomine 4 e auditor desires to have concrete evidence about ownership. The auditor Is

i . building in particular, th
For all additions to land, building ownership rights over the PPE claimed to be held by the entity and recorded

worried about whether the entity has valid I_egal

in the financial statements. Advise the audr;n;h-rp R o —
a- Test Your Knowledge) (RTE 12 : ' ' g , 3 Marks

(ICAl Study Materi o

d. While performing testing of additions during the year, he wanted to verify that

utory auditor of QRS Lt
CARis the slﬂtE ﬂ:m dip equipment) are in the name of the entity he is auditing.
] 4;.!; F'I:'I ag;':"ms ;n \and and building in particular, the auditor desires to have concrete evidence about the
i a
ovmershlp: whether the entity has valid legal ownership rights over the PPE, where it is kept as

T,
security for an¥ ure to be undertaken by him to establish the Rights and Obligations of the entity over

jtor on the audit proced
ﬁ:;:fs:,m pec 2021, 4 Marks) (MTP2, May 2023, 3 marks)

the procedures undertaken for verifying completeness of additions to PPE during the peried under

e Inadditionto e “thm g arforming testing of additions should also verify that all PPE purchase invoices are in the
audit, the auditor that entitles legal title of awnership to the respective entity.
name of the 1o land. puilding in particular, the auditor should obtain copies of conveyance deed/ sale deed to

o Forall additions s mentioned to be the legal and valid owner.
the entity 15
establish whether

5.11
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S s foral) movable properties halg .,
Id insist and verify the ariginal title deads for all im Py halant‘%
s The auditor should insist £

y as security for any borrawings and the gr
ament for chtaimng a

sheet date. :
e Incase the entity has given such ir

not available with the entity, the -au |

the respective lenders that they are

has been created against the PPE.

t
novable proper ity
H hould request the entity’s manag
ditor & g the ariginal title deeds of immovable property as Security
ML s Ol

Ildbl WI ! [!I = Iﬂl" T BSE"QS
” aul or sh Ul als &l }I’ 1." - E‘g'st Kl g L | e e ent
In adc ition, th 1_" i . 1l

yaldi

Compilag by Me,

Braf Arnr,;,, ang

Tg "'Jvl

Ginal iy,
i ™
CONfirmgy; ”E?’f T

Ig-l.l

fhay 3
" hge

i i he
030. | You are the statutory auditor of .Juprter Ltd. ;?;t i
PPE under construction i.e. Capital Work In q

schedule of such capital work in progress as
(ICAl Study Material- Test Your Knowladge)

ragjuire

. e
Ey 202324, During the course of audit, you noticed thzay the ogi S,
. i i By g,
s, What disclosures should the company give with respery ¢, the _ﬂrr
.;I by Schedule Ill to the Cempanies Act, 20137 g

Capital-Work-in Progress

. i IVE:
a) For Capital-work-n progress, following ageing schedule shall be give

o R

Ameount in CWIP for a period of

CWIP Less

than 1 year | 1-2

years 2-3 years

(Amouny i, 7l
Totate 5
More than 3 ;
years I
—— |

Projects in Progress

Projects tempaorarily
suspendad

following CWIP completion schedule

shall be given**:

*Total shall tally with CWIF amount in the balance shest

b}  For capitalwork-in progress, whose completion is overdue or has exceeded its cost compared to its original plap,

{Amwnﬁ;ﬁ'

To be completed in
CWIP Lesz than 1 year 1-2 years 2-3 years More than 3 years |
Project 1 I
Project 2

**Details of projects where activity has been suspended shall be Qiven separately

Q31. | Expenses which are essentially of a revenue nature if incurred for cr
productivity are regarded a5 expenses of a capital nature. Describe

(SA, May 2018, 5 Marks) (MTP2, May 2021, 3

marks)

such expenses.

ealing an asset or adding to its value for achieving higher

i) Material and wages when ey

i) Freight when incurred in respact
) Major repairs of 3 fixed asset that
vl Wages paid on installation costs i
Vil Interest Paid for the qualification

Pended on the construction of a buildin
il Legal expenses incur d i i i
red in connection with the purchase of land or

Q32. | The auditor hag S
has to ensure whether PPE has been valued 5 as per generally accepted accounting policies 87
claimed to be held by the entity an rded in

Practices and alsg the entity has valig |
egal ow
the finangia| statements | Explain how the audi

“EC dppropriately and
nership rights over the PPE

tor will verify the

ekl

: ke

Priately and as per generally accepted accounting polic®
\ _._'_'_'_'_'_._'_._,-'

Examples of revenue expenditure regarded as capital expenditure:

building.

of purchase of plant ang machinery.
increases jts productivity,
neurred in Plant & machinery.

Period as per AS 16 e, before the 3s5et s constructed,

g or erection of machinery,

—-—'_.-'_.-'—

d rec

same. (MTP2, Noy 2022, 6 Marks)

-—'—'_'_'_.-.-FFF

|
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alk
n"‘"PFI
.‘4'- _,_,_.-—'__'_'_._._—‘_-__ Tl r:qml?"ﬂ] h" Na
el f [4_“1.;] assels/ PP i . - s T 'r..f"-m'ﬂmr&”
s T A depreciates dua | o —
| e _ants an itern of cost 1o the entity for aamy Fefliue o time, y E— T T
presen: army v - Uky
#plE oed 10 the accoumts, the profit or loss w nr]lnl VENUE during g Slogr & and obsolescence The diminut
g Chd A S wWould not ba o Ve, Linkss, on of the wal
el aMEUNts '@ correctly ascertained Irjl + this cost in the form of "]F[.H'Pll'h'-ja; I"JJ:
nig H i wel, ane the valuss o : sCrati
' b ol PPE would be
2 gherarn st

.1 should
| Thi &
Fa
freehold land, Preciation on ail ems af ppg
: unlass any item of PR |5

aseess that the depreciation methgd ubed it non- depreciable e

ke
[ expected to be consumed by the entity, |y ¢
preduction method, as applicable
The auditor should also verify whether the

T the ma

an item of property, plant and equipment i iy

4 T

reflacts iha patter

k T in which £at's
ould be Stralght liy the asse's future econamic benefits ane

e I i
method, dll'rilﬂl‘;;h""! value method, unit of

nagement ha
15 done an impai
g - airrme
palred ag per the requir pairment assessment (o determine whether

ements of AS 28 - Impairment of Assets

| :
| 1o verify whether the entity has valid legal ownershi
the financial statements rship rights over the ppe claimed to be held by the entity and recorded i
I n

« Inaddition 1o the procedures undertak
; - 'rlaken for varifyin
audit, the auditor while perfarmi ¥Ing completeness of additions i i
name of the entity that I;nt ‘}rr:'ln{l testing of additions should also verif thlaltm]r FI'D s ur!de{
itles legal title of ownership to the respertiueing't gk -
= LY,

« For all additions to land, bullding in 1
; i particular, the audi - :
establish whether the entity is mentioned to be the led;?!ﬂﬁn:u:;ﬂ;gmn coples of conveyance deed/ sale deed o
2r,

« The auditor should insist and verif i
¥ the origi i
iy ginal title deeds for all immovable properties held as at the balance
: i k s e
. nnUthizi::EIEn::itlT::E: g:_‘:ﬁ'l ﬁCh tr‘n_mo--.rable property as security for any borrowings and the original title deeds are
B thl ¥, the auditor should request the entity's management for obtaining a confirmation from
e respective lenders that they are holding the original title deeds of immovable property as security.

. In add“lﬂn. t‘hE ﬂ-'l.ldim Shﬂ'l.ll.d ﬂiS-D 2ri Y the IS charges, i B Wi li] hat t'l
W reqi ker ﬂf harges, availabl i
I ted inst he PPE. q with the 'E"-l'ltll:f 1o assess i any < EI'gE

q33. | While verifying the PPE of the client entity, the auditor also needs to consider whether the PPE has been valued appropriately
and as per the generally accepted accounting principles and practices. Explain (RTF, May 2023, NA)

While verifying the PPE of the client entity, the auditor also needs to consider whether the PPE has been valued appropriataly

and as per the generally accepted accounting principles and practices, The auditor should:
e Verify that the entity has charged depreciation on all items aof PPE unless any iterm of PPE is non- depreciable like

freehold land;
s Assess that the depreciation meth
expected to be consumed by the entity.

production method, as applicable e
e The auditor should also verify whether the ma pagement has dons an impairment assessment 1o determine whether

an item of property plant and equipment is impaired as per the requirements of AS 28 - Impairment of Assets.

od used reflacts the pattern in vihich the asset’s future economic benafits are
It could be Straight line method, diminizhing value method, unit of

e existence of intangible fixed assels as at the period- end.

Audit of Intangible Assets
| rocedure to establish th

034, | Explain with examples the audit p
(RTP, Nov 2018, NA) (MTP2, May 2019, 3 Marks) (RTP, Nov 2019, NA)
monetary asset, without physical substance, for establishing the
e ol v hether such intangible asset is in active use in the production

e Since anintangible 2 d verify W
ditor shou!
nce of such a the au arf
:E:Nf of goods or services: for ren:al 10 -:-:::rfhe b
istence 5
+ Example- for verifyind the exi ] <hould verify the sa

auditar
the entity and for the purpos®, ﬂwbeen used.

: ; h softw as s, the auditor should verify the production data to establish
audit, in which suc ;
d, are being produced and sold by the entity.

sign/ drawing
hase
For verifying the wings were purc
» Example- which the design/ dra use, deletion should have been recorded in the books of account post
harge should have ceased to be charged beyond the date

or administrative pUrposes.
ditor should verify whether such software is in active use by
le of related services/ goods during the period under

| n active
s Incaseany intangible ﬂi;ﬁ;:ﬂnmm; and amortization €

approvals by the
of daletiun‘”/’—
— LA 2
5.13
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Question Bank - Chapter 5 N
You are an auditor of PQR Lid. which has spent 10 lakhs on Research activities of the product during p;o

" ; ng,
S : intangible assets. Advise and discygs B
Board of Directors want to recagnize it as an internally geﬂ#fﬂfdﬁnﬂnjal = i the Congpy; m'ﬂn.
nacéasiry 10 D8 THINNEC IEECoy |2 BT I R U 4 marks) (MTP2, May 2023
(SA, May 2019, 4 marks) (MTP1, Nov 2020, 3 marks) (MTP1, May 2021, 4m 1Y 2023, 3 mary)

. ; h _
No Intangible asset arising from research (or from the research phase of a:r:::gzgl?ﬂﬁgfezg:;? ':Wgﬂlaeu_
Expenditure on research shall be recognised as an expense when it 'Shmfu ill generate probable ﬁm,i - Marng)
project, an entity eannot demonstrate that an intangible asset exists that will g ‘“‘““'ﬂln% .

intangibl
Thus, the board of directars cannot recognize the expense as an internally generated intangible Skt

An intangible asset shall be recognised if, and only if:

* the said asset iz identifiable; : : ;
* the entity controls the asset |.e, the entity has the power to obtain the future economic benefits flowing From th

underlying resource and to restrict the access of others ":_" those hEnEﬂt_E; h 44
» itis probable that future economic benefits associated with the asset will flow to the entity;

* the cost of the item can be measured reliably

Q36.

The value of intangible assets may diminish due to efflux of time, use and/or ohsn!eacgnce. The demination aflth”mu,:
represants cost to the entity for eaming revenue during a glven period. Discuss the audit procedures to b apm.led: by the
auditor to ensure that intangible assets have haen valued appropriately and as per generally accepted accounting policies
and practices. (SA, July 2021, 3 Marks)

—_—
The auditor should:

*  Verify that the entity has charged amortization on all intangible assets:

*  Verify that the amortization method used reflects the pattern in which the asset's future economic benefits ara
expected to be consumed by the entity.

* The auditor should alse verify whether the management has done an impairment assessment to determine whether
an intangible asset Is impaired. For this purpose, the auditor needs to verify whether the entity has applied AS 29.
Impairment of Assets for determining the manner of reviewing the carrying amount of its intangible assel,
determining the recoverable amount of the asset to determine impairment loss, if any.

Q37

XYZ Ltd made huge additions to Intangible assets during the perlod 01-04-2023 to 31-03-2024 i.e period under audit. You
have been appointed as an auditor and youwant to verify the additions made to inta ngible assets during the period. Suggest
the audit procedure to verify the additions to intangible assets (MTP1, May 2022, 6 marks) (MTP1, Nov 2022, 6 marks)

Audit Procedures to verify the additions to intangible assets:

*  Verify the movement in the intangible assets schedule (asset class wise like software, designs/ drawings, goodwil
etc.) compiled by the management i.e. Opening balances + Additions - Deletions = Closing balances.
* Tally the closing balances to the entity's books of account.

& Check the arithmetical accuracy of the movement in intangible assets schedule.

For additions during the period under audit, obtain a listing of all additions from the management and undertake the
following procedures:

o\ e

Sl :'s“t::ﬂ' additions, verify whether such expenditure Mmeets the criterion for recognition of an intangible asse!
as per :

*  Ensure that no cost related to research gets recognized as intangible asset.

. ﬁuILEFk thelzr.rtll';mu or rq:urt_or other similar documentation maintained by the entity to verify the date of use of
wmtangl & which could be linked to date of tommencement of commercial production/ economic use to the
entity, for all additions to intangible assets during the period under audit.

" :::idf: '-:rhhatt::r the adﬁns (acquisitions) have been approved by appropriate entity’s personnel.
EINer proper internal processes and ' i iti i 4
fnlrowgd Lty T Procedures |ike inviting competitive Quotations/ proper tenders

sample basis, dor for procuring item of ntangible assets by testing those documents on @

* Inrelation tg deletions of intangible assets,
% understand from

©  Obtain the mana rationale for deletion and the manner of disposal

ote authoring disposal of the asset from its active Use
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B Compi
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he basis of calculation of saleg proceed

o Verify that the management ha s
accumulated amortization y
entity’s books of accoynt

5 aﬂﬂul’ﬂtill_f recorded

th j i :
P 1o the date = dispﬂsal] & deletion of |nlang|b|g asset [Urigiﬂﬂi eost and

and the resultant gain/ loss on disposal in the

_________——__

1 of Trade payables and Other Current Liabilities

- bilities is as import
verification of lia poriant as that of assets, congidar:
fre {he Balance Sheet ?.-.-uuld not show a true and fair view of mc‘;n:::term
Jiability to be classified as current liability. (RTR, Noy 201 8, NA) ( i

& OR

while auditing the accounts of ABC Ltd, a member of audit t

Ahile at i L Bam is not clear about the cri i ificati
jiability into current liability and non-current liability, Yoy being the senior member of :jﬂ?ﬁ?:é?;?ﬂi:ﬁﬁg::I:fnt:‘i

audit teamn about such criteria and classification as i i
e Tl il per general instruetions for preparation of balance sheet as per Schedule

? ifﬁ’ any 1iafblill_:tr is omitted (or understated) or averstated,
attairs of the entity. Explain stating also criteria for
MTP2, May 2019, 3 Marks) : g

e

A liability shall be classified as current when it satisfies any of the following criteria:
s [Itis expected to be settled in the entity's normal operating cycla |
« [tis held primarily for the purpose of being traded
« [tis due 1o be settled within twelve months after the reporting period
-

The Enth.dDES not have an uncm_-ldi_ti_nnal right to defer settlement of the liability for at least twelve months after
_“"E reporting pn_armd_ Terms of a liability that could, at the opticn of the counterparty, result in its settlement by the
issue of equity instrurmeants does not affect its classification.

4l other liabilities shall be classified as non-current.

39. | Liabilities include trade payables and other current liabilities, deferred payment credits and provisions. Werification of
liabilities is as important as that of assets, considering if any liability is omitted (or understated) or overstated, the Balance
Sheet would not show a true and fair view of the state of affairs of the entity. Advise stating clearly the audit procedure to
establish the existence of trade payables and other current liabilities as at the period-end.

(MTP1, Nov 2018, 10 marks)

Audit Procedure to establish the existence of trade payables and other current liabilities:
Check whether there are controls in place to ensure that any purchase/ expense invoice does not get recorded
mare than once and payable balances are automatically recorded in the general ledger at the time of recording of

expense.

« Obtain the accounts payable ageing
investigate reconciling items. Journal

report and trace its balances 1o the general ledger. If there are any differences,
antries specially for large amounts should be carefully examined.

n dure
Dlr?ct Eonfinetia led“ activity is to contact vendors directly/ independently and ask them to confirm the amounts of
i) An important au arily be done for all significant account payable balances as at the

Id necess
a:ﬂmndp:ﬂb:s‘rz:ﬁi:gfﬂmnwham material purchases have been made during the period under audit even if
period-e

1 of such parties is not significant. .
: ::l‘lnﬂ u;nd hﬂlill;:“ difec*t r;?nﬂrmaﬁ on procedure with the consent of the entity under audit. There may be
i e auditor employs

requests the auditor not to seek confirmation from certain trade
situations where the mﬁ“:‘ﬂ:;:;ﬁ?:;sﬂer whether there are valid grounds for such a request.
payables. In such case.s. E tion to be obtained, the form of confirmation, as well as the extent and timing of
i) While determining e |nfurr_na Im::cadure the auditor should consider all relevant factors such as the effectiveness
application of the ﬂunﬁ!matirg:;t prgsslhﬁm:‘ of disputes, inaccuracies of irregularities in the accounts, the probability
of internal control, the appa ~dzﬁﬂun, and the materiality of the amounts involved.
that requests will mmwebi:ur::lueﬁh"d 10 confirm the balances either (a) as at the date of the balance sheet, or (b)

iv)  Thetrade payables rﬂﬂg date which is reasonably close to the date of the balance sheet.
as at any other selecte from the trade payables may be either (a) the ‘positive’ form of request,

ion
Wi of reql.lﬂﬁ-ﬂ!"ﬁ unnﬁl'ﬂ'ﬂtw respond whether or not he is In agreement with the balance shown, or (b) the
wherein the creditor ﬂiﬂmmr:in the creditor is requested to respond only if he disagrees with the balance shown,

'negative’ form of req

M/s MP & Co, Chartered Accountants "

s 2 5.15

ave been appointed as auditors of LMP Private Limited. The partner of the firm
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Ques iEE

n depth’ of the payment made 1o a creditor. Advige M
G
L]

ant to carry out the ‘examination-i
od (RTP, Nov 2023, MNA)

asked the Audit assist
documents 10 b verifi

Examination = in depth of the payment made m_c
rs MP & Co., should varify

The Auait Assiztant of M/ |-
f ified “in depth™: |
ditor is to be venhe PSR gitr

invoi | t of account
The invoice and statemen . ;
The entry in the inventory record showing that the goods were recejved. |
showing that the goods on receipt were verifiag =

The Goods Received Note and Inspection Certificate

reditor:
= L - :
the follewing documents of LMP Frivate Limited in cag, o Pk

|

cre

inspected. :
The copy of the ariginal order and authority showing that the goods in fact were ordered by an a'l-llhan:r W
-l r.,;:._

Audit of Loans and Advances and Other Current Assets
Q41. | MNO & Associates are the statutory auditor of Venus Ltd. for the FY 2023-24. During the course of audit, one of the o
team members, Mr. Viaan noticed that the company has made loans totaling to ? 50 Ia_khs to the promoters gf the I:nn-:-
namely, Mr. Raj and Mr. Rajeev without specifying the period of repayrment. Mr. Viaan dm_cussed with Mr. Manik, the Pany,
engagement partner, about the disclosure requirements with respect to such loans required by Schedule Il to the
Act, 2013. What should Mr. Manik advise Mr. Viaan? (ICAI Study Material - Test Your Knowledge)

Mr. Manik should advise Mr. Viaan to consider whether the following disclosures as required by Schedule 11] o the
Companies Act, 2013, has been made in respect of the loans granted to promoters, namely, Mr. Raj and Mr. Rajeey, aithe,
severally or jointly with any other person, that are: 1

a) repayable on demand or
b) without specifying any terms or period of repayment

Percentage to the total Loans and

Type of Borrower  [Amount of loan or advance in the
Advances in the nature of loans

nature of loan cutstanding

Promoters

Directors
KMPs
Related Parties

competent to do s0.

Cﬂmpﬂneg

Rl

pud?
G#S-

04

42, i g ;
Q Write the audit procedures to be perfarmed as an auditor for valuatian (assertion) related to Loans and Advances and other

current assets. (SA, Nov 2018, 5 Marks) (MTP1, May 2020, 3 Marks)

Aur.jit procedure for valuation of Loans and Advances and other current assets
) Assess the allowance for doubtful aceounts,
d] Review
) the process followed by the Company to derive an allowance for doubtful accounts.

i :;j;._ol-:::; 80- 365 days old and moare than 365 days old
in i .
the list of loans and advances under litigation and compare with previous year

Accounts and loans/ advances Written off

v} Examine bad loans/ ;
advances write-off
5. PJ'EDHTE SﬂhEdule of r ovements on Bad |ﬂan5," advances - Prcu'-.'isiﬂﬂ

Check that the restatement of foreign ¢
11. urrency loans and advances/ other current assets has been done pmp-e:'f."

_.—-—'—'_'-'-.-H'H’F

Y) Examine that write-off
s or other reducti
] ctions in the recoveratle balances have been approved by the appropriate

.

616 Nee
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provision for Income Tax:
p  Obtain the computation of income and ineg
J j me tax
Income-tax Act, 1967 and Rules mad Prepared by the ent,
e ¥ the entity and verify whether |
b E”HSEEPEHhe

i Review adjustments, expenses, disallowed specig|
completed assessment. pecial rebates, etc. with particular refer
ence 1o the last available

i Examing relevant records an A

f!l} R . d documents pertaining to advance tax, self

iv) omp payable as per the latest applicable rates in the Financ -assessment tax and other demands.
y)  Ensure that overall provisions on the date of the in the Finance Act.

: balance k A
advance tax E aid, assessment orders, ete. sheet is adequate having regard to current year provision
il Ensure that the requirements of AS 22 o ; ;
i : n &
period under audit ceounting for Taxes on Income have been appropriately followed for the
[

—
. | From the auditing peint of view, the auditor should veri
; iy, erify that a proper discl : ey i
taternent ; osure about conti
flnaﬂﬂ1a|i3 ; h : gs re?qulred by AS 29. What type of disclosures should be made for eachngrm |1a$ e
at the balance sheet date? (MTP1, May 2021, 3 marks) (MTP2, May 2021, 4 marks) S

I

pisclosure for each class of Contingent Liability:
From the auditing point of view, the auditor should veri .

: U that apr I - il e i
fnancial statement as required by AS 2. fy proper disclosure about contingent liabilities is made in the

As per, AS 2_5'" '-!H|E$$ the possibility of any cutflow in settlement is remote, an enterprise should disclose for each class of
contingent liability at the balance sheet date a brief description of the nature of the contingent liahility and, whare

practicable:

e an estimate of its financial effect

s an indication of the uncertainties relating to any putflow; and

s the possibility of any reimbursement.
Where any of the information as required above
stated.

is not disclosed because it s not practicable to do so, that fact should be

e various provisions in the books of

while conducting audit observes that the company has mad
leteness, and valuation of the

CA Q, the auditor of XYZ Ltd, )
dures that CA Q will follow to verify the existence, comp

account. What are the audit proce
provisions made ? (SA, May 2023, 3 marks)

| follow ta verify the existence, compl

pudit procedures that CA @ wil steness, and valuation of the provisions made are:
Existence . .
e Obtain alist of all provisions and compare them with balances in the ledger.

ents like agreements with customers to assess warranty commitments, any legal

e Inspect ihe underlying agreements ft=
and other claims on the entity 1.&. litigations.

n and underlying working for the provision amount, For
mplex calculations, some entities get that valued through an actuary.

j the management to share the actuarial valuation report and in case of any
uditor may request
in such a case the 8

-y, the auditor should request for assessment made by a legal expert in relation to
matter under legal dispu rluing on the entity i e, whether probable or po ssible of remote as defined above. The

|1kglihn-uﬂ of all ify the underlying assumptions used I_:uy the expert with the data shared by the management.

Valuation rt's report, calculatio

s Wherever required, obtain the expe
example - for warranty involving €O

ing working and the basis for each of the provisions made from the man agement and verify
Obtain the underVifd o blete and accurate.
g sam representation from the manage

bt written ment that it has made all the provisions which
itor shal o nade as per the recognized accounting principles.

o e e e e - - — — 5I1T
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i FEI (1] pa . in t i regﬂrd pes r.g s I
An auditor of a company is focusing Upon revenues o ", : b gl m al derg;

of sales, he wants to perform substantive analytical procedures ffarm g

procedures. (ICAl Study Material- Test Your Understanding) :

|
Substﬂﬂtive anal}r[":-nl p[uceduigs jr| rEEI}EEt Uf SE|E!5 will EﬂﬁEiSt of Sﬂ|eS lr-EI'Id ﬂﬂ&|'!r'5l5. Eﬂmpaﬂanm:\\

accounting period, category-wise sales analysis, any analysis trje auditor rna;r fi |r_rri ;e;iv;:?;rawn.clilmust impartan o all
building a sales expectation and comparing that with the clients ReERAE LD duct Vi need 1o know the gy,
prices of the products or services over the year, monthly average sales price per product or aarvice, discount Poliey,

Q47.

verify the Goods sent out on Sale or Return Basis? (ICAl Study Material- Tmm

How will you vouch and/or

OR
Discuss the audit procedures generally required to be undertaken by the auditor while auditing Goods sent out g g, o
Return Basis. (SA, Nov 2020, 3 Marks) (MTP1, Nov 2023, 3 marks)
__-_'-—.___--‘-‘
Goods Sent Out on Sale or Return Basis: )

i) Check whether a separate memoranda record of goods sent out on sale or return basis is maintained. The Party
accounts are debited only after the goods have been sold and the sales account is credited.

H} "Jerify that the Pl'iﬂ-"E of =uch gl:l'l:'dﬁ s unloaded from the sales account and the trade recejvables record, Chﬂckthe
memoranda record to confirm that on the receipt of acceptance from each party, his account has been debiaq 2l
the sales account correspondingly credited.

iif)  Ensure that the goods in respect of which the period of approval has expired at the end of the year, have either e,
received back or customers’ accounts have been debited. i
iv) Confinm that the inventory of goods sent out on approval, the period of approval in respect of which had net eXpired
till the end of the year lying with the party, has been included in the closing inventary.
Q48. | Auditor of ABC Ltd while auditing its financial statements wants to ensure whether the disclosures regarding sales has bieen,
made as required under Schedule Il to Companies Act, 2013, Explain such disclosure requirements.
(MTP1, May 2021, 3 marks)
Ensure whether the following disclosures as required under Schedule Il (Part I1) to Companies Act, 2013 have been made
A) In respect of a company other than a finance company, revenue from operations shall disclose separately in the
notes revenue from-—
(a) Sale of products;
(b) Sale of services;
(ba) Grants or donations received (relevant in case of section 8 companies anly)]
() Other operating revenues;
Less: Excise duty,
B) In respect of a finance company, revenue from operations shall include revenue from—
(a) Interest; and
(b) Other financial services.
g; TEr\ukeragm.u and ﬂlscuunt on sales other than usual trade discount to be disclosad separately
ransa ith related i ; :
0ns parties to be disclosed appropriately in notes to accounts,
Q49. | cax

while conducti :
S ﬁm:ggﬂ:a?::: ::e J;r:;ul Ltd. found a considerable increase in sales as compared to the previous year ié
n recorded by the company to overstate its revenues. Discuss any four audit

procedures to be undertaken by the auditor to ens I
frcs R e s it Hre [evenue from sales of goods and services performed during the perioc

-

3

Audit
a5

05!

s Te
cd hﬁ ;h:::; few invoices with their relevant entries in the sales journal
rmation from few customers
5 : 0 ENslre genuineness of
. wwhhﬂet::: :x Ehc:m-:rus customers and sales have been recorded e o
Pments were dan
& without the congent and agreement of the customer, ESPE‘:‘W

Neo



W'Ws

+ Whether unearned revenue recorded as earnaq.
whether any substantial uncertainty exists a

whether custamer obligations are continge

bout eollectgh lity
Mt on other actions {financing

resale ec, )

has to ensur
050 accounting standards and correctly journalized ure that all sales are aceuratel

 SUMmarized, : ¥ measured as per applicable
eed e and posted. Explain the audit procedures to ensure the same,
e

while checking sales of the client, the auditar

has to ensure
accounting standards and correctly journalized, su that all sales are accurately measured as per applicable

mmari :
to ensure the same. zed, and posted. The auditor can perform the following procedures

¢ Trace a few transactions from inception to completion

E.g: Take a few sales tr i

e\rgery underlying du,,:ut"?;:?f;':ns' a"_df ChECk from the receipt of sales order to the payment of receivable balance,
el il sl n;::;: if it |s_i:rur:us!rly.r recorded at every stage and measured accurately taking into
e : unts, if any. The recognition shall be according to the revenue recognition

(Examination in depth)

» [fthe client iz engaged in export sales, then compliance with AS 11 shall be ensured.
Auditor must understand the client's operations and
percentage of completion, wherever applicable,

* puomparEiiorae of :sales affected with related parties and review them for collectability, as well as whether they
vere properly authorized and the value of such transactions were reasonable and at arms length.

related GAAP issues e.g. point of sale revenue recognition vs.

of Other Income comprising interest income, dividend income, Gain/ Loss on sale of investments
How will you vouch/venify the Receipt of capital subsidy. (ICAI Study Material- Test Your Knowledge)

Receipt of Capital Subsidy: :
0y Check the application made for the claim of subsidy to ascertain the purpose and the scheme under which the

subsidy has been made available. . :
ii Examine documents for the grant of subsidy and note the conditions attached with the same relating 1o its use, etc.

ill} Ensure that the conditions to be fulfilled and other terms ecpecially whether the same is for a specific asset or is for
setting up a factory at a specific location.

i heck es for receipt of subsidy.

M C relevant emwith requirements of AS 12 on “Accounting for Government Grants” l.e. whether it relates 1o

¢ Gha;l;lm nmun":: in the form of promoters’ contribution and accordingly accounted for as also compliance with
specific a

the disclosure raquwmants.
7. wledage)
How d ch/verify the Sale of Scrap.? (IcAl Study Material- Test Your Kno
would you vou

; ' ify the items “gale proceeds of scrap material’ while conducting an audit of an entity.
Explain how you will veriF S
(RTP, Nov 2021, NA) (RTP, May 2022, e
ardw nufacturing comp i 2 ' f scrapis
At each and every stage of production processes large armount o
Xltd.isah are ma d u,'::fqumu: :ild. As an auditor how will you vouch/ verify the sale of scrap?
generated in the factory and s

(SA, M'ﬂ?zm 3 marks)

i d disposal of scrap.
Sale of Scrap: trol ards generation, storage an
i)  Review the internal - rmaintaining reasonable record for genaraticn of scrap.

an is :

ii) Check whether the Wﬂ“‘;ﬂ production and generation pattern of scrap and compare the same with figures of
the raw materia :

iif) Analyze

earlier year. hich scrap has been sold and compare the rate with previous year.
iv) Check the rates “t;:rnlnﬁ raised, advertisement far tander, rate contract with scrap dealers.
with

v)  Vouch sales,

5.19




Compiled by Nearg; Aror

Question Bank - Chapter 5 R B i SR R 200 e T :nd Teu ~. i
B — i e ._ i
e : I ;‘.'.‘_,
e | and good units and lhey;;n—.;t—r\ i
vi)  Ensure that there exists a proper cont rol procedure to identify scrap Ined g o #;;
sold as scrap. ;
i g sonableness.
viil  Make an overall assessment of the value of realization from scrap as 1o IS reason
; i rtaken for the foilﬂwinf__-_h-'"‘*\ i
053. | As statutory auditor of the company, list out audit procedures req uired to be unde a k
i) Interest income from fixed deposits. (4 Marks) :
i Dividend income. (2 Marks) F
i) Gain/{loss) on sale of investment in Mutual funds. (2 'f"'ﬂﬂ‘-“} k] _5
Also indicate disclosure requirements of above as per Cormpanies Act, 2018 (; i
(SA, May 2018, 10 Marks) 'i;
____-_-.---""I- 2
) For verifying interest income on fixed deposits: : ! : . .
«  Obtain a listing of fixed deposits opened during the period under audit along with the applicable interey
rate and the number of days for which the deposit was gutstanding during f..he period. i
s Verify the arithmetical accuracy of the interest caleulation made by the entity b]._r recomputing i.e.
multiplying the deposit amount with the applicable rate and number of days during the period under audiy
« For deposits still outstanding as at the period- end, trace the same to the direct confirmations obtaineq -
from the respective bank/ financial institution. . :
« Obtain a confirmation of interest income from the bank and verify that the interest income as per bank A
reconciles to the calculation shared by the entity. , =
s Obtain a copy of Form 26AS and reconcile the interest reflected therein to the caleulation shared by clignt.

i) Dividend Income: ; :
Verify that the dividend is recognised in the statement of profit and loss only when the entity’s n:ght 10 receive
payment of the dividend is established, provided it is probable that the economic benefits associated with the
dividend will flow to the entity and the amount of the dividend can be measured reliably.

i)  Gain/(loss) on sale of investment in mutual funds:

Verify that Gain/(loss) on sale of investment in mutual funds is recorded as other income enly on transfer of tite
from the entity and is determined as the difference between the redemption price and carrying value of te
investments. For the purpose, obtain the mutual fund statement and trace the gain / loss as recorded in the books
of account to the gain/ loss as reflected in the statement.

Disclosure Requirements: Whether ‘other income” has been classified as:
# Interest Income (in case of a company other than a finance company);
« Dividend Income;
#  Met gain/loss on sale of investments;
& Other non-operating income (net of expenses directly attributable to such income)

S

Q54. | ABC limited appointed XYZ & Comnpany, Chartered Accountants, as a Statutory Auditor of the Company for the year 2023-24
CA X, partner of X¥Z & Company, was looking after the audit of other income of the company which consists of interest
income on fixed deposits. As a Statutory Auditor how would CA X verify interest income on fixed deposits for the year

2023-247 (SA, Nov 2020, 4 Marks) r
e —
CA X, partner of X¥Z & Company, would carry out the following audit ed ifying i i d
e S | it procedure for verifying interest income on fixe
if) 3,“&"" a listing of fixed deposits opened during the period under audit along with the applicable interest rate and
4 e number of days for which the deposit was outsta nding during the pericd
i Verify the arithmetical aceu of the i i i ing i iplyi
sl bl el apm € interest calculation made by the entity by recomputing i.e. multiplying te !

plicable rate and number of days during the period under audit,

W) For deposits still outstanding as at the period

- end i i | o

e p « trace the same to the direct confirmations obtained from

v} Obtain a confirmation of interest | i .
R el S ncome from the bank and verify that the interest income as per bank reconciles

Obtain a copy of Fo
Py Fm 26AS and reconcile the interest reflected therein to the caleulation shared by client.
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R |
g inmutual funds,
=i i
would perform the following audit . —
Procedure for i g
income on fixed deposits is recognized on y mmmmﬁmnfdﬁmhn- _
‘outstanding and the applicable interest rate, propartion basis taking into account the amount
i Dividends are recognised in the statemeant of profit and loss y . R T
¢ theentity's right to receive payment of the dividend is established: &
# itis probable that the economic benefits s 3 _ : o
ociated with th i P
+ the amount of the dividend can he measured reliably. e dividend will flow to the entity, and

E i)  Gain/(loss) on sale of investment in mutual fun
and is determined as the difference betweer t

o

ol

ds is recorded as ather income on tranzfer of tithe from the entity
he redemiption price and carrying value of the investments._

audit of Purchases
ﬁ_ While auditing purchases which types of analytical procedures will be performead by the auditor to obtsin audit evidenca 3510

overall reasonableness of purchase quantity and price. (SA, May 2019, 4 Marks)
OR
Discuss the audit procedure to be considered by an auditor while performing analytical procedure to obtain audit evidencs as
to averall reasonableness of purchase quantity and price. (S4, Mov 2019, 3 Marks)
OR
CA Saurabh is the statutory auditor of UVW Ltd. for the FY 23-24. While verifying the purch
Saurabh decided to perform analytical procedures to obtain audit evidence regarding the overa
guantity and price of purchases. What analysis should CA Saurabh perform? (RTE, May 2023, NA)

Auditor needs to perform analytical procedures 1o abtain audit evidence as to overall reszonableness of purchase quantity

and price which may include:
i)  Consumption Analysis: Auditors should examine raw material consumed 25 per manufacturing account and

; : . P Rl P £
compare the same with previous years with closing stock and ask for the reasons fro anagement for any
significant variations noticed. : : e

iiti sis: The auditor should collect the reports from management for composition of Stock Le.
i)  Stock Composition Analy e

raw materials as a percentage of total stock and compare the same with previous years and ask
from management for any significant variations noticed ; y o |
iiiy  Ratios: Auditors should compare the creditors turnover ratios and stock turnover ratios of the currant year with
[ previous years. .
iv)  Quantitative Reconciliation: Auditors sho
stock, purchases and consumption.

uld review quantitative reconciliation of closing stocks with opening

[

~ Audit of Employee Benefits Expenses
- of a company, how you as an auditor you will evaluate its hiring, appraisal and
efits expenses
57. | While reviewing Employee ben .
retirement process? (SA, May 2019, 3 Marks)

Benefits expenses auditor needs to obtain a clear understanding about the organisation and its
ent process in the following manner:
rols the entity has set around the employee benefit payment process to determine how effective they .
« Tests the cont tfective, the auditor can reduce the substantive testing. @43
are. If they afﬂml controls over the employee benefit payment cycle includes maintaining of aftendance records, S
B Common 'Tr::fmn authorisation and approval of monthly payroll processing and disbursement, computation of
e eductions like payroll taxes, accrual of other benefits like gratuity, leave encashment, bonus etc.

While reviewing Employee
hiring, appraisal and retirem
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g ines the related appointment |ey -%-H“- -8
SR « The auditor selects a random sample of transactions and exam ers, APpralgy -

letters, attendance records, HR policies, employes master etc. e R
Performing substantive analytical procedures which Wi". consist “: mu.i.:te:penze incL:rr;;in::mHﬁ' COMmpgy
with previous accounting period, setting an expectation u'l_nalz!ﬂh:ﬂ:j o : 2 e U umrlng the Pering ling
audit and comparing that with the client's business operations and overa ¥. iy

; . (MTP1, Nov 2022, 3 Markg)
Explain how you would verify Employee Benefit Expense incurred by a Company. ( : < Winrk)

o ____—-—-\\_\

Verification of Employee Benefit Expenses:
i attendance.
il Obtain an understanding of the entity's process of recording employee

Obtain a list of employees as at the period- end along with a menthly movement split between new hires, Feavery

and continuing employees, i
Select sample on random basis of new hires, obtain the appointment letter and verify whether the salary 1, firgy

maonth and subsequent months was processed as per the aglraed t_erms. -
Select sample on random basis of resigned employees, Cfbtﬂlﬂ their full and f“'lla_lf ¢Uﬂb'|ﬂl-ltaﬂl:fl; and verify Whethe,
all their dues including post-retirement benefits like gratuity, leave encashment ;"’E @& paid and whether ypg
respective employee’s acknowledgement on final computation has been obtained.

Obtain the monthly salary registers for all 12 months. Calculate the average salary per employee per mong, and
compare with the PY and preceding month and analyse the reasons for -.rarugncg .

Werify if accrual/ provision has been made for all employee benefits and obligations like banus, gratuity, leayve

i)

iy

encashment, ete, : ;
wiii) In case provident fund (PF), employee state insurance (ESI) are applicable to the entity, compile a reasonabiliy b,
applying the rate to the basic wages and comparing to the amount recorded in books and analyse reasons far
variance, if any.
Perform analytical procedures to obtain audit evidence as to overall reasonableness of employee benefiy EXpBrsss

—

wiii)

Q59. | How is "Employee Benefit Expense” disclosed in the Financial Statements as required under Schedule |I| (Part 1) to
Companies Act, 20137 (SELF)

Ensure whether employee benefit expenses has been classified as:
a) salarles and wages,
b) contribution to provident and ather funcds,
c) expense on Employee Stock Option Scheme (ESOP) and Employee Stock Purchase Plan (ESPP),
d) staff welfare expenses

Audit of Depreciation and Amortisation

Q&0. | While verifying depreciation charged to statement of profit and loss account of a company, it is noticed by auditor that one
new machinery was purchased and installed in month of April. The necessary trials were carried out and machinery was

ready for use in April itself, However, owing to lack of arders in the market, the said machinery was put into actual operation
from 1% October. The company has, accordingly, provided depreciation in its books on this machinery w.e.f. 1st October. Is
above recording of deprecation by company proper in its books? (ICAI Study Material- Test Your Understanding)

Deprg:l:iat?n of an asset begins whizn it is available for use i.e. when it is in the location and condition necessary for it to be
m;;an ItEiﬂ operating in the manner intendad by the management. Depreciation on asset is charged on asset from the date
s ready for use and not from the date of actual usage. Hence, recording of depreciation by co mpany w.ef. 1"

M

Q81. | Mention any five attributes 1o be considerad by an audj

(SA, May 2018, 5 Marks) torwhile verifying for a depreciation and amortisation expenses.

; OR
Depreciation and amortisati :
ortisation expense generally constitute an entity’s significant part of overall expenses and have direct |

Impact on the profit/loss of the entity. Wha [ | |
amortisation expense. (SA, Jan 2021{ 4 l'l'furi!:}a.‘-t ﬂf\“i T{}:Tﬁg,iiun::sijl;geaﬁ: :Lt;rk;}EEds to consider while verifying Depreciation and i
_______..--""

e n
overall expenses and have direct impact @
expenditure is appropriate, accurately

; MMIM ___.——"'E;F;
b N et

reciati i
i;.;ppmﬁtf :ln: sin:rignﬂr::sfanﬁn grmeral!y constitute an entity's significant part of
tity, hence auditors neaq to verify and ensure that such
—_—
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d has been accounted as per appum‘*———-—-—___;__ B T —

da ; visin
~ulate? ” e industry and as per generally a 1510ns of Companiag
e respec ¥ accepled asen, inting pn.iiﬂ;:: Act ar other s

tatutes, to the extent applicable

Juditor 1€ i
: 0
I:l C - )
Ensurﬂ lhﬂl the anpd“‘_': ] pﬂ-ﬂl::‘,r far t:h&rgi g and feo
iil curﬂF““i“ Act and applicable accounting ;E:df:rf::mtmn and amortisation is as pudt::mn..atmn
. " g o 3 ol {5 [5TF: n 5
0 The ;;ccou:l!lpg PDhC'g.r has been applied consistent] evant pravisions of
b adequately disclosed tently year on year, Any change in

nether the depreciation has b
?;;?ts. ¢ een calculated after making adjustment of residual
whether depreci_aticrn and amortisation cha rges are valid
whether depreciation and amortisation charges are mu;rat
whether all depreciation and amortisation charges are mm;’:;::‘i:‘:?:P:sﬁrwmded_

ate period.

Ensure the parts (components) of each item of
has been properly identified, Praperty, plant and equipment that are to be depreciated separately

- ether the most appropri 1
ix) Whi ppropriate depreciation method for each separately depreciable component has been used

the aceounting palicy has been

value fram the cost of the

vill)

| f.__),,...-—--—'—

ydit of other Expenses like Power and Fuel, Rent, Repair to Building, Plant and Machinery, Insurance,

ng, Legal and Professional, Miscellaneous Expenses
Mh -

wow will you vouch/verify the Foreign travel expenses? (ICAI Study Material- Test Your Knowledge)

o=
Foreign Travel Expenses:
ij Examine Travelling Allowance bills submitted by the employess stating the details of tour, details of expenses, eic.
iy Verify that the tour programme was properly authorised by the competant authority.
if) Ehecklthe T.A. bills along 'f-fi'[h accompanying supporting documents such as air tickets, travel agents bill and hotel
bills with reference to the internal rules for entitlement of the employees and also make sure that the bills are

properly passed.
ly)  Seethat the tour report accomp
purpose of the tour as shown by the tour
v)  Check Reserve Bank of India’s permission, if necessary, for

amount of foreign exchange spent i to be disclosed separa
to the Companies Act, 2013 and AS 11 “The Effects of Changes in Foreign Exchange Rates”.

anies the T.A. bill, The tour report will show the purpose of the tour. Satisfy that the
report conforms to the authorisation for the tour.

withdrawing the foreign exchange. For a company the
tely in the accounts as per requirement of Schedule Il

Jverify the Advertisement Expenses. (ICAl Study Material- Test Your Knowledge)

How would you vouch

vertisement Expenses: |
4 i) V[:Fff!l’ the bills/invoices from advertising agency to ansure that rates charged for different types of advertisernent
are as per the contract.
[ient's business.

i)  Seethat the advertisement relates to C
i & agency.

” |l'lspEr.=t‘t NSEER Iss:ed o t:itur: — reyenue or capital expenditure and see that it has been recorded properly

i)  Ascertain the nature of expen oy o e LS

; that pre
v}  Ascertain the period fof which payment is made and E*IWid;d -
vi)  Seethatall outstanding advertisement pills have beenp .

it of taxes? (ICAl Study Material- Test Your Knowledge)
aym :

OR
as while cond ycting 2

How will you vouch and/er verify P
n audit of an entity

Explain how you will verify payment of Tax

(RTP, Nov 2021, NA) WW

pon a regular assessment should be verified by

Vouching of Payment of Taxes: taxes consequent u
) gPa i account of tncﬂn*reftax a“?ﬂ“:':;r agsessment form, notice of demand and the receipted challan.
4l the copy of the assessme a-tax should also be verified with the notice of demand and the receipted

reference 10 of incom
i)  Payments or advance payments
R

— PR
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 payme hm.msmubad\edwdbrﬂﬂﬁﬂﬂi:ﬂm inﬂr i
It is not necessary for the entity to make payment of taxes from his own account an auth
‘vouching such e-payment, the auditor should cross verify the payments of taxes
with PAMN Mo /TAN Neo. ete.

"While the auditor may choose to analyse the monthly trends for expenses like rent, power and fuel but f
an auditor generally prefers to verify other attributes.” Mention those attributes, p

(SA, Nov 2018, 5 Marks) (MTP1, Nov 2021, 4 Marks)

OR

B
Profit and Loss account of an organisation shows various typas of expenses JikF: rent, power andlfud, ‘epairs &
maintenance, insurance, travelling, miscellaneous expenses etc., that are essential and incidental to running of g
operations. What are the attributes that an auditor generally prefers for vouching these types of expenses ?

(SA, Dec 2021, 3 Marks)

OR :
M/s S5 & Associates have been appointed as statutory auditors of Green Limited, a company engaged in the b
manufacturing of hardware products, They are analyzing the manthly trends for other expenses like mm,m
repairs, etc. and are also verifying attributes of such types of expenses. List down the attributes for verifying g
(SA, Nov 2022, 4 marks)

An entity in addition to making purchases and incurring employee benefit expenses, also incurs other expenditures like rent,
power and fuel, repairs and malntenance, insurance, travelling, miscellaneous expenses ste., that are essential and incid
to running of business operations

While the auditor may choose to analyse the manthly trends for gxpenses like rent, power and fuel, an auditor generally
prefers to vouch for other expenses to verify following attributes:

i) Whether the expenditure pertained to current period under audit:
il Whether the expenditure qualified as a revenue and not capital expenditure:
iif)  Whether the expenditure had a valid supporting like travel tickets, insurance policy, third party invoice ete.:
v}  Whether the expenditure has been classified under the correct expense head;
v)  Whether the expenditure was authorised as per the delegation of autherity matrix:

vi) Whether the expenditure was in relation to the entity’s business and not a personal expenditure

Q66. | Explain how you would verify rent expense incurred by a Company. (RTP May 2019, NA) (MTP2, Nov 2022, 3 ihh}l

Rent expense can be verified by:

i} Obtain a month wise expense schedule along with the rent agreements. v
-. i) Examine whether expense has been recorded for all 12 months and whether the rent paid is as per the underlying
: agreement, i

iii)  Examine whether the agreement contains ar [ i
y escalation clause and if yes, verify wh the rent has been
Increased or adjusted during the period only s B ol

: as per escalation clause.
Verify whether the agreement is in the name

A of the entity
erify whether the expense pertains to premises used for running business operations of the entity.

==

; nt_he a:ulit procedure to Vouch/verify Power and Fuel expenses (RTP, May 2019, NA)




ar 5
R

i : € eXpense scheq
verify whether expenses haye ule along iy
been recordeq " 1€ powe by

s,

1
i)
o compile a month wise sum fio
i) accuracy of the bill raised ;::':1317 Power ““H‘.ar:.::l 12 monthg
nthi MELm
Analyse the monthly power unjts E“"I::;E:SIS' ed and the appioable ray
e by 8

ns for variance in monthly trend
5

'.-...______.—-——
i ood
WhllEVE"ﬁmg the |E§ﬂ| and p[ﬁfﬂsluna' EKD,EHSE f Goods P'Tﬂduoglj and im.“’“ﬂﬂtl
5 of the clie
Pany,

perform? (MTP1, May 2023, 3 marks)
Yhat audit procedures should the auditor

.--"'"-.--___ -
Legal and professional expenses: _-_'_““-—--______________

) Obtaina month-wise and consultant-wis
Wise

i)

%\

i)  Incaseof monthly retainershi Summary,
correctly. P &Qreements, verify whether the
¥ E expenditure f
i For non- recurring expe; or all 12 month
i-:'; e it shou?& b":@::ti:zielest 4 sample and vouch for he attr S
whi : -
lle vouching for legal expenses a:::: Rl ond chom.
same may highlight a dis
pute for which

_._,..-"'----_-_
MispE“ﬂl'IEDI.IS Questions
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gsd. | various ratios of eurrent year and preceding year 5 i
equirements of Sch N Nt are disclosed in financial statements of a company in accordance wi
_ i : ,2013. Discuss requirements Lzl pany & with
atios) (ICAI Study Material- Test Your Understanding) ents of law in this regard (Do not list out names of
A company has to disclose various ratios in its financi .
companies Act, 2013, cial statements in accordance with requirements of Schedule 111 of
The company shall also explain the terms included in numerat i
: k _ or and denominator for computi
explanation shall be provided _for any change in the ratio by more than 25% as compared tlr.EI then irt:;;?;; :g:::lﬁs' e
ompany ABC Ltd for holding one of its property as benami property under the

q70. | Proceedings have been initiated against the c
Benami Transactions (Prﬂhihitiun'_l Act, 1988 (45 of 1988) and the rules made thereunder, State the disclosure requirements

to be complied with by ABC Ltd as per schedule Il to the Companies Act, 2013. (MTP2, May 2022, 4 marks)
OR

alse Limited for holding benami property under the Benami Transactions
eunder, but such property is not recorded in books of accounts.

Proceedings have been initiated against F
distlosure requirements are concemed in

(Prohibition) Act, 1988 (45 of 1988) and the rules made ther
As a consultant to the company, what will you advice to the company as faras

relation to said proceedings? (SA, May 2022, 4 marks)

Details of Benami Property held :
e ek bl il
Benami Transactions (Prohibition) Act. 1988 @ company
ke

a) Details of such property. including year

b) Amount thereof,

i i e refe nce to the ite
 property is in the books, then re

B books, then the fact shall ¢

against the gompany U
rmrlded-
g and com

pitiated or pending against the company for holding @
(45 of 1088) and the rules made thereunder,

of acquisition.

m in the Balance Sheet,
stated with reasons,

nder this law 88 an abetter of the transaction or a5 the

pany's yiew on same.
iioali her than
i sibility (CSR)- What matters (ot
L i s : y the cormpany with regard o

i.e corporat ) shall be disclosed b

he spent efc.
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e orate Social Responsibility (CSR). What ik i /
Y7 {MTP‘I, May 2023, 4 malh:} Bry aha"h,e

ct, 2013 i.e, CoP

Mayank Lid. iS covered ufs 135 of :r:_: fnggl::l:?t?vliies e by the compan
ead by the company with regard 10 L= .

disclosed by the following shall be diselosed with rega
rdtg Cgg _,-"f

jag acl,
5 135 of the compan

Whera thie company covered under qegtion y
aclivilies:- ) iy
i 1 amount required to be spant by the company during ¥

b amaunt of expenditure inc urred,

¢ shortfall at the end of the yean

d) total of previous years shartfall, i

a) reason for shortfall, -

a trust controlled by the company in relation 15 ggp

fi  nature of CSR activities, e
gl details of related party transactions, E.gs..tcng';rrﬂ;utrﬂn to

i i an !
expenditure as per ralevant Accounting o Mt pen conracimiotige

igion i i liability i
h | avision is made with respect to a o
] ::i’::ﬁe':;s in the provision during the year should be shown separately
Y 2073-2024 and eamed a profi ﬁ

e 20,00 Laes o

tions done by the company?

RA", a virtual currency, during th

for 50.00 Lacs in "TET
A Ltd. has traded for bed for such type of transac

Q72
it. What disclosure requirements are prescrl
(SA, Mov 2022, 3 marks)
Where the Company has traded or invested in Crypto currency or virtual Currency during the financial year, the following o
be disclosed:- .
e profit or loss on transactions invalving Crypto currency or Virtual Currency
¢ amount of currency held ag at the reporting date, :
« deposits or advances from any person for the purpose of trading or investing in Crypto Currency/ virtual curreney,
—=_ i
Part II: Correct/Incorrect Questions
-

Q1. If Company X's balance sheet shows bullding with carrying amount of ¥ 100 lakh, the auditor shall assume only one point
that the management has only asserted that the building recognized in the balance sheet exists as at the period-end

{ICAl Study Material - Test Your Knowledage)

Incorrect. If Company X's balance sheet shows building with carrying amount of 100 lakh, the auditor shall assume that the

management has claimed/ asserted that:
The building recognized in the balance sheet exists as at the period end (existence assertion);

Company X owns and controls such building (Rights and obligations assertion);

The building has been valued accurately in accordance with the measurement principles (
All buildings owned and controlled by Company X are included within the carryi
ol rying amount of 100 lakh

L]

L ]

E ! ]
Valuation assertion);

' Q2 The securities premium account may only be a
pplied by the Company towards the izsue of uni
: ssued sh
to the members of the company as fully paid bonus shares, (ICAI Study Material - Test Your I'En-:nm.w.rI\!.-l:lsgns\i'l]raS b

Incorrect. i
e ;:.-;;; :52 of tl;e Companies Act, 2013, the securities premium account can be utilized for:
Issue of unissued shares of the company to the B '
b) in writing off the preliminary expenses of the En:ma!:w' ik il
€] in writing off the i s
expenses of, or the commission paid or discount allowed oh, any issue of shares or debentures of

el forth
) for the purchase of its own shares or other Securities under section 68

Q3. | "Sweat Equity Shares® m
gans equ i
s Fgr E:ﬂi?:lr:: Lii”:ig:’rﬂ‘e company to employees or directors at a premium or for
Or making available right in the nature of intellectual property rights "

wledge)
__—-——"'"'.-.

N A
eeraj Arora | m‘m&tﬂ\\ g
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————
rrect. “Sweat Equity Shares™ means squit wetor dincoumt
¥ shores (ssued by 1
gideration other than cash for providing know- iy i el s o
how or moaking availakle right in the natues of |r-rntlﬂ':-?:'apr'JP""fTIf :""'f:ﬂ

_ value additions, by whatever name calied

.-l-'-_-_-_-_
crease in authonsed capital of the company requir
LT T
ookl Study Material - Test Your Knowledge) pecial resolution 1o be passed at tha geriral maseting
_.—I—-_.'-__
"ﬁ'ﬂﬂ‘ct. Increase in Authorised .;"_'ap”m lEﬂuirea alt
eration of ¢
resolution is passed apital clause of memaorand 8 ’
ordinary P for increase in authorised capital of the company as per the ‘En;n::;ijf:::*;h;hﬁﬂ i

pe——
| reserves represent :
Capita P Prﬂflts that are available for distribution to shareholdars held far the time being or any ane or

maore purpose. (ICAI Study Material- Test Your Knowledge)

N

rrect. Capital Reserve :
:r:ne utrlisez anly for :er!r:il:';i-.e::;T:,Lerzz;eqwgzr;d?@ not 'll_'H_:Eude any amount regarded as free for distribution. They
are available for distribution to shareholders. o ple: Securities premium, CRR. Revenue reserves represent profits that

-

5 “':"ti;l ; Fors gegerally, P b'!_",”"“d for writing down fictitious assets or losses or (subject to provisions in the
articles) for issuing bonus shares if it is realised. (ICAI Study Material- Test Your Knowledge)

ﬁ_l':! Artn;:I': ;TI:: ?;;3?:”&93“'&':”"" can be utilised for writing down fictitious assets or losses or (subject 1o provisions in
e i I-e-g nus shares if it is realised, But the amount of share premium or capital redemption reserve
account can be utilised only for the purpose specified in Sactions 52 and 55 respactively of the Companies Act, 2013

1

Capital redemption reserve can be used for distribution of dividends. (ICAI Study Material- Test Your Knowledge)

|ncorrect. C;ipjtaF Fltedemptian reserve is not a free reserve. It is a restrictive reserve and can be used only for purposes given
in the Act. Since it is not a free reserve, it cannot be utilised for payment of dividends. CRR can be used only for the purpose

of issuing fully paid up bonus shares.

in verifying Trade Receivables balance, Direct Confirmation Procsdure is one of the important audit activity.
(ICAI Study Material- Test Your Knowledge)

Correct. While auditing trade receivable balance, direct confirmations as per SA 505, is considered 10 be the most important

audit activity. Direct confirmation can be sought from the debtors directly confirming their balance due. The replies 1o the
lient. Any discrepancies so revealed, can be

confirmation can be then matched with the records maintained by the ¢
i i and checked in detail for possibility of any risk of material misstatement. Auditor selects a few debtors’
ssad to the debtorz. Auditor maintains strict control

balances and ask the client to prepare the confirmations properly addre
over this process.

PPE are depreciated when the asset s actually put to active use.

(ICAl Study Material- Test Your Knowledge) (MTP2, Nov 2023, 2 Marks)
OR

Tangible assets are depreciated when the asset is actually put to active use. (MTP1, Mov 2020, 2 Marks)

of asset due to cbsolescence, usage and effluxion of time, Therefore, depreciation is

Incorrect. Depreciation is @ fall in value T
_ Active use of assetisnota mandatory criteria for charge of depreciation.

charged when the asset is ready for use

dered to be revenue expenditure when incurred for construction of building.

Material and wages are consi
(ICAI Study Material- Test Your Knowledge)
i 'rred on construction of building qualify to be capital expenditure as per AS 10 “Property,
m;mm:;dr‘::ﬁ:::‘?h ese have to be added to the cost of the asset i.e building and shall not be expensed off 1o
a |m|1'| 5
Statement of Profit and LoSS.
: ) imended by the Board, and declared by the Shareholders. (ICAI Study Material- Test Your Knowledge)
B H.! 'dma d::ﬁ; e ended by the Board of Directors by passing a resolution at the board meeting. The

5.27
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rdinary resolution. Declaration of divideng s
1 n
amount of dividends recommended by the hqar‘éegn )
] T

Shareholders declare the dividends at the AGM by passing an o

o1z

ordinary business, However, the shareholders can decrease the
increase it i
and loss only when the entity’s right to receive Payment of " :.
-] ﬂ.l,‘i% i
b, |

Dividends are recognised in the statement of profit
established. (ICAI Study Material- Test Your Knowledge)
OR

ofit and loss only when the amount of dividend can be Measured rg
|au_'_

Dividends are recognized in the statement of pr

(SA, Nov 2020, 2 Marks) (MTP2, Nov 2023, 2 marks)
s only when: \—\

: : los
Incorrect. Dividends are recognised in the statement of profit and

the entity’s right to receive payment of the dividend is established;

L i i
it is probable that the economic benefits associated with the dividend will flow to the entity, and

L)
s the amount of the dividend can be measured reliably
Employee benefits expenses represent the sum an entity pays to its employees e Eff':'rts—':"'ﬂ—?-——\\

(ICAI Study Material- Test Your Knowledge)
xpenses, represent the aggregate sum W
YE 1,

Incorrect. Employee benefits expenses, commonly called payroll e ;

employees for their labour/ efforts, as well as associated expenses such as perquisites/ benefits, postemploymen benery, |

like gratuity, superannuation, leave encashment, provident fund contribution etc. as well as towards their hiring, the;; 'l'!lfa; Ii
i

Q14

According to Section 53 of the Companies Act, 2013, a company can issue shares at a discount. (RTP, Nov 2019, NA)

and training
____'-—-.__-_-_-‘-‘ l

Incorrect. According to Section 53 of the Companies Act, 2013, a company shall not issue shares at a discount, except,
the case of an issue of sweat equity shares given under Section 54 of the Companies Act, 2073
St

Q15.

An intangible asset iz an identifiable monetary asset. (RTE Nov 2019, NA)
—_—_ B

Incorrect. /An intangible asset is an identifiable non-monetary asset, without physical substance, held for use iy 1.

production or supply of goods or services, for rental to others, or for administrative purposes,

Q16.

Depending on how the business operates, the management may value inventory using weighted average basis,

(MTP1, May 2020, 2 Marks)

Incorrect. Depending on how the business operates, the managernent may value inventory using First-in first-out (FIFQ) o

weighted average basis

Q17

One of the key principles of accrual basis of accounting requires that an asset's cost is proportionally expensed based on

the period over which the asset is expected to be used. (RTP, Nov 2020, NA)

:m.ﬂt:;: c';f II;IREI pn'n':t_ipzul:e;I of acerual basis of accounting requires that an asset’s cost is proportionally expensed
eriod over which the asset is expected to be used. Both de iati izati
el . ‘ -E preciation and amortization are methods that are
depmralglzri?utzz f::tnﬂf a EEEEIﬁC type of asset over its useful life. Depreciation represents systematic allocation of the
em of PPE over its useful life while amortization represents systematic allocation of the

depreciable amount of an intangible asset over its useful life

Q1s.

Mr. Z, a team me i i
sty ﬁlsﬁr::*tli!; :}’::.{radltc_:r t;f Grateful and Competent Limited was of the opinion that while conducting an audit of a
quired to be made between revenue expenditure and capital expenditure

(MTP1, Nov 2020, 2 Marks)
e

pinion of Mr. Z is in i
Fr el L) i::;f::ebde;:a;se one of the important aspects to be followed while conducting an audt
0 be made properly between revenue ex penditure and capital expendituré
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¢ if the purpose of an audit prg
',gol""": Cedure |
ace L]
pestind ey, Sac N PR hra? 10 1681 for gygy
i other hand, when testing for ung rotas Televant 5, P t -
| i fre |

1 payable would not be relevant, s t"es"lwlnm in the Coedurp ¥ence or valuation of SRS payabls,

Sl .

is
gt ] atements. and u i
sta nmatched receiving ety lnfnrm31|:r?;:ﬂ|u2tl£m of accounts b
e May be releyany " *TOM disbursaments, upuid i
passed for cheques receivag R : e

| o enty 1= ived by the auditee on e |
e di
2|, 1, May 2021, 2 marks) (RTR, May 2022, Na) IJ:!TP1 the last day g the ye,

MTP . Now 2027 A and not yet d

BROSHed with the Bank

The person whao is co ntrolling the tra +  marks)

py crediting the respactive trade ; - receivable
: receiv S Shoulg
nd bank balances in the financia) sl;g::: ACCOUNL. The hall::z:felthal. Proper accounting entries have b
nts. of cheque in ha etalon
nd should be disclosed along |
g wirth

| pass
-Ia-ec.ash a

e
] as 26, internally generated i
" | aspef goodwill iz noy reécognised as an 5
sset. (MTP1, Ma
+ May 2021, 2 marks)

1. As per AS 26, Intangible Assets, in
, Intern al I':,I' gEne
rated aoodwill

mﬁﬁahle resource comtrolled by the ent : .
Brpr 15 m
Prise that can be measyreg mﬁ;;ﬁ:{g:ﬂh;d as an asset because it is not an

I_._..---'---_-_-_-_
1 1t is the function of an audit to establish that pa

i i yrment
W | ecipients. (MTPZ, May 2021, 2 Marks)  have been made validly to the persons who are shown to be

.--'-_--_-_
| it is the function of audit to establish
- : that payments ha
: i Y f
recipients. For checking the validity of a transaction, it is usually :eb:eesnsmﬁ w‘: it et g
ary to refer to documentary evidence.

______—-—__
computer software which is the integral part of the related hardware should be treated as fixed asset/tangibl
xed ass ngible asset

(RTR, Nov 2021, NA)

.-—'—'-__
cormect. As per AS 26 on Intangible Assets, computer software for a

: j cofmputer controlled maching tool that cannot operate
without that specific software is an integral part of the related hardware and it is treated as a fixed asset. Therefore,

computer saftware which 15 the integral part of the related hardware should be treated as fixed asset/tangible asset,

1'_'_,_,—l- .
Electronic payment of Income Tax cannot be made by an assessee from the account of any other person.

(MTP2, May 2022, 2 marks)

Incorrect. Electronic payment of taxes means payment of taxes by way of intemnet banking facility or credit or debit cards.
t of taxes also from the account of any other person. However, the challan for

The assessee can make electronic paymen
nent Account Mumber (PAN) of the assessee on whose behalf the

making such payment must clearly indicate the Perma
payment is made. [t is not necessary for the assessee to make payment of taxes from his own account in an authorized

itious sales. (RTP, Nov 2022, MA)

iainex 'mhﬁPHﬂiﬂnﬂyr&suﬂdue to fict

GP Ratio, instead of decreasing it. GP ratio normally comes denam if there are
year or fictitious purchase or decrease in

of fictitious sale entries recorded in the previous

_____——-—______
llocation of the depreciable amount of an item of Property, Plant and Equipment (PPE)

a

LA

g_‘m_;‘mts}

PPE over its useful life

il value of an item of : |
Sy depreclzle amount of an intangible asset over its useful life.

tion of the deprecia

an assel- (RTF, Nov 2023, NA)
< not an identifiable resource

iti
ill is not racognized s an asset because

* reﬁably ﬂt cﬂﬂt



onsequently, he is also trying to VHIIW.
gy

eir genuineness. G

L]

i to ensure th :
::ygl;?;;q::::::::-? :.ﬂrn';iff:r slﬂtn::anru Which assertions concerning purchase Iransactions and traqe Py
respectively are being verified by auditor?

(a) Dccurrence; Existence
(b} Oceurrence, Complatenass
(c) Existence; Dccurrence

(d) Complateness; Occurrence
{ICAl Study Material- Test Your Knowledge)

Correct answer: (a) Dccurrence; Existence
nr_.___'-'--..___\-“‘\
= Hltemensy -
*

Which of the following statement is most appropriate as regards to disclosure of goods in transit in fina

company?
{a) No separate disclosure of goods in transit is required.
(b) Disclosure of total goods in transit under head of inventories is required.

(¢) Disclosure of goods in transit under each sub-head of inventories is required.
(d) Disclosure of goods in transit for raw material and finished goods is required.

(ICAI Study Material- Test Your Knowledge)
— U

Correct answer: (c) Disclosure of goods in transit under each sub-head of inventories is reguired.
—_—

Q3.

Sweat Equity shares are issued by a company at a discount or for consideration other than cash to its:-

(a) Directors only

(b) Clients only

(c) Directors or employees
(d) Auditors only

(ICAI Study Material- Test Your Knowledge)

Correct answer: (c) Directors or employees

Which of the following is not an element of cost of an item of machinery included under head “Property, Plant and

Equipment”?
(a) Installation costs
(b) Freight cost of bringing the item ta its location

(e} Inaugural costs
(d) Employee benefit cost for making such an item suitable for production

(ICAl Study Material- Test Your Knowledge)

Correct answer: (c) Inaugural costs

Compiied by Nasrs, .
et NS t— .

Part Ill: Multiple Choice Questions

AT
-

035

Whi L
hich of the classification is not required by a company in respect of its "Cash and cash equivalents?”

(a) Balance with Banks
(b) Balance with scheduled banks
{c) Cash on hand

(d) Cheques on hand
(ICAI Study Material- Test Your Knowledge)

Correct answer: (b) Balance with scheduled banks

_._._'_'_'_‘_'_,_.--""
5.30



- () Completeness
- Existence and Valuation gre

1 [::}H Mcas)

1 e ~, answer: (b) Eistence
grplanatio”” Existence Means assets, liabilities, ang ¢
-""'-.---—_ g '-'lLllt)r im-E[
; : ests eyi

AT gaining trade receivables ageing report an eXist at the par;

3 :h;:“ﬂs receivable balances to address th Edf::'l':z_sm and identificag rod end,
T 1on of doubiyl geps

ertion:

|:g} yalua Bet agc debts i e
rformed during audit of

v) pights and obligations

(c) Existence
(IcAl mcas) (MTP1, May 2022, 1 mark)

F’f-___
| answer: (a) Valuation

anation: Valuation and allocation :
I means assets, liabllities, and equity inte
rests are included in th
e financial statements

st sppropriate amounts and any resulting valuation or
- allocation adj
mpmnf accounts receivable and analysis and identificati adjustments are a
o of cibthil A e e D]
15 addreszes the valuati : in the ageing
afion assertion,

-

TRy

& aventory bei
ing i ry being counted and :
¥ personally performing t
inventory balances to address the following balance sheet I:sgsee::;pum to verify counts is performed during audit of
(a) Rights and obligations ;
(b) Valuation
() Completeness
(d) Existence
(ICAI MCQs)

Correct answer: (d) Existence

Explanation: Existence means a1l assets, liabilities, and equity interests exist.

g audit of current liabilities to address the following balance shest

\ for unrecorded liability is performed durin

Uatio

i and ohliate

recorded have

ots that should have been

| assets: [iabilities and equity intere

alesto address the followingd aasertion:

51




i) Measurement
() cut-off

(d) All of the above
(ICAI MCQs) (MTPZ, May 2023, 1 mark)
Correct answer: (¢) Cut-off \\\
Al inventory units held by the audit entity and that should have been recorded, have been recognized in the PO

Q12 e
siatements. The assertion involved is:

(a) Existence
(b) Completeness
{c) Rights and Obligations

(d) Valuation

(ICAI MCQs)
Correct answer: (b) Completeness L
—e N

Q13. | Sec. 52 of the Companies Act states that Security Premium Account can be applied by the Company for one of the
mentioned below. Which of the following is a CORRECT option? PUrgse,

(a) To adjust loss on revaluation of Assets

{b) To pay dividend to equity shareholders
(c) Providing for the premium payable on redemption of Preference shares

{d) To use it as working capital for its business,
(ICAI MCQs) (MTP1, Nov 2021, 2 marks)
]

Correct answer: (c) Providing for the premium payable on redemption of Preference shares

——

Statement | : A capital reserve cannot be utilised for writing down fictitious assets or losses or (subject 1o provisians in the
Articles) for issuing bonus shares if it is realized.

Statement [l : The amount of securities premium or capital re [ i

specified in Sections 52 and 55 of the szpanles A-:t,lil?ﬂ'l 3, riesr:gélt?vllr:sewe ekl o PIES s
(a) only Statement | is correct

(b) only Statement a‘]i‘smmm

(c) both the statements are correct

(d) both the state nent are incorrect,

Q14.

hallind e S

= Statement Il is correct
lanation: Statement 1 is incorrect. A capital reserve i

. e : . generally, can be utilised for writi iti
Or{Bup__Siq'ls_h D R oo e [l ;:l:d_ or writing down fictitious assets or losses

sis of the balance, ensuring i : _ :
, BNsUring it : actions
Y ocourred. g it consists of identifiable trans

—————
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T which of the following is not an example of revenue expenditure -
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5] Reveriue expenditure
b) capital expenditure
ital expenditure de i
e . Pending upon facts
[d.l i e and cire umstances

(ICAI MCQs)

correct answer: {c) Revenue or Capital expendityre depending upon facts and circ 1
umstances

1

(a) Salaries and wages of employees engaged directly or in-directly in production
) Repairs, maintenance and renewals of fixed as sels

(c) Legal and professional expenses

{d) developmeant expenditure on land

(ICAI MCQs)

I

Correct answer: (d) development expenditure on lang

while auditing the books of acco

:na:ragementgof gt ha:rr‘;f: of QHMF‘ Ltd., CA. Ranker, the statutory auditor of the company, came to know that the
ement that according t ognized internally generated goodwill as a fixed asset, CA. Ranker discussed with the

méanag Skl 910 accounting standards, internally generated goodwill is not recognized as an asset because it

is not an lcentinale resource controlled by the enterprise that can be measured reliably at cost, However, the management

is qudehng:d l:o the acco::ntmg treatrment foll_uwed for internally generated goodwill and not paying attention to the auditor.

Thus, through an ?Kﬂﬂ;P e, CA. REHEEF explained which type of goodwill may be recognized as a fixed asset for which the

management got justified. State which of the following examples the auditor must have given to the management?

(a) If an item meeting the definition of an intangible asset is acquired in a business combination, it forms part of the goodwill

to be recognized at the date of the amalgamation. ' i 3

(b) Only those goodwill needs to be recognized as a fixed asset which can be touched like physical assets, for example, land

and buildings.

(¢) Goodwill is recognised only when there is a contractual or other legal rights for & physical asset which shall not be

amortized over the period.

(d) All of the above.

(Sample MCQs) (RTR, May 2019, NA)

Correct answer: (a) If an item meeting the definition of an intangible asset is acquired in a business combination, it forms
part of the goodwill to be recognized at the date of the amalgamation.

a9,

Which of the following item should not be treated as an asset, as per provisions of Accounting Standard 26 ;

(a) Computer software

(b} Internally generated goodwill
(c) Fishing License

(d) Brand Names

(ical Mcas)

Correct answer: (b) Internally generated goodwill . |
Assets”, internally generated goodwill is not recognized as an asset because it is not

Explanation: As per AS 26 "Intangible :
an identifiable rezuurca controlled by the enterprise that can be measured reliably at cost,

During the course of audit of intangible assets, expenditure incurred during following phase is not capitalised:

(a) Development phase
(c) None of the above
(d) Both (a) and (b)

(Icai Mcas)

Correct answer: (b) Research phase

e —
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_ nse when it is incurred since in tm‘
Explanation: Expenditure on research shall be recugm_sed aﬁ_l:n r--'i'ﬂl‘i'\;';t ® xists that will generate probable lumrq:i_h phdaﬁﬁf e
internal project, an entity cannof demonsirate that an intangibhe as CONomg
benefits. _______‘1-‘1‘\‘\
Q21 Which of the following is not correct:-
(a) AS 18 — Related Party Disclosures
{b) AS 10 - Property, Plant & Equipment
() AS 28 - Impairment of Assels
(d) AS 16 - Intangible Assets
(ICAI MCQs) (MTP2, May 2022, 1 mark) (RTF, May 2023, NA)
o
Correct answer: [d) AS 16 — Intangible Assets
Explanation: AS 26 - Intangible Assets is correct.

022. | The notes to the account statement of ASD Ltd. shows the break-up of accounts payable for the Financial Year 2023.94 as

follows:

Accounts Payable Amount (in T)

Mr. Kraby 1,20,000

M. Runny 40,000

Mr. Bluffy 14,56,000

Total 16,716,000

CA. Sandy, the auditor of ASD Ltd., wants to investigate the valustion of accounts payable of Mr. Bluffy amounting to #
14,56,000. Which of the following procedures is best fitted & more reliable to be followed by CA. Sandy to get more reliable
evidence for the existence of such balance as on 315t March, 20247

(a) Inspect each and every journal entry passed in the books of ASD Ltd.

(b) Ask ASD Ltd. to provide the detalls of payment made during the year 2023-24,

{c) Inspect the invoices issued by Mr. Bluffy and the payments made.

(d) Interrogate the cash manager of ASD Ltd.

{Sample MCQs)

Correct answer: (c) Inspect the invoices issued by Mr. Bluffy and the payments made,

023. | The management of BOE Ltd. could not differentiate between any obligation for which either provisions need to be made or
the contingent liabllity to be shown. The auditor of the company clarifies the management that the provisions are the
amounts charged against revenue to provide for a known liability, the amount whereof cannot be determined with substantial
accuracy. On the other hand, a contingent liability is a possible obligation that arises from past events and whose existence
will be confirmed only by the occurrence or non-oceurrence of one or more uncertain future events not whaolly within the
contral of the entity; or a present obligation that arises from past events but is not recognized because it is not probable that
an uuﬂ?ﬂw of resources embodying economic benefits will be required to settle the obligation or the amount of the
obligation cannot be mea_\aured with sufficient reliability. The auditor further explains the concept with the help of examples.
State which of the following examples the auditor must have provided in respect of contingent liability?

(a) Depreciation,
{b) Clean-up costs for unlawful environmental damage.
(c) Product warranties.
{d) Lawsuit against the company where it is moare likely that no present obligation exists.
(Sample MCQs)
Correct answer: (d) Lawsuit against the ¢ g
b ompany where it is more likely that no present obligation exists.
Q24. | are charges against profits to provi
1= o de fi e -
(a) Contingent Liabilities or known liabilities for which amounts cannot be determined with accuracy
{b) Provision
(c) Securities Premium Reserve.
e
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(sample MCQs)

not have made any provision and

hly retainership agreeme

liability in the Balance Sheet.

|~ apentityin addition tc_un_dertaklng purchases and inc
ential and incidental to running of huSLnEE:rrlng emp
These are the fees paid for professional ﬂd'uigg::m‘
having a retainership agreement wi
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egardin HE e expenses is the legal and EIF’F"dI'lure
¢ specific deals. professional

nts, only verify that all the payments have been made and there is no gutstanding

highlight a dispute

correct answer: (c) The

far which the entity may not have m
auditor for his specific consideration.

auditor sho!

uld be cautious while vouching for legal
ade any provision and the

matter may 2
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|so not have been dizcussed! i

ghlighted to the

e ———

8. | While auditing the accounts of Thoug
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(d) None of the above.
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(a) Perform additional testing whic
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(¢) Accept the balances as it is assuming
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he auditar should perform additional testing regarding “‘hem

Question Bank - Chapter 5

] Explanation: Where na reply is received, t

could include:
e Testing of subsequent payments in respect of the trade payables to whom comirAtE. e oot out but
replies received, ndor invoices;

ing ti tails of the respective balance to the underlying ve
»  Agreeing the details o p ng It consists of identifiable transactions and mnﬁwh“‘m

Preparing a detailed analysis of the balance, ensuri i
these purchases/ expense transactions actually occurred. {examination in depth)

ot i i ckaged water making company, it was found that a pwmn:h
GQ29. | While cenducting the audit of Saraswati Ltd, a packag o i drins e i

was made in the name of the company. Your Article Assistant has

of the following procadure is incomect.

(a) Ascertain whether the purchase of car has been properfy authenticated.

(b) Check inveice of the car dealer ta confirm the purchase price

(c) Examine reglstration with Transpert Authorities to verify the ownership

(d) Ensure that the mator car has been included in the Closing inventory of goods

(RTE Mov 2020, NA)
—

Correct answer: (d) Ensure that the motor car has been Included in the Closing inventory of goods
Explanation: Since the company is engaged in the business of packaged water, the purchase of a motor car would nat form
rart of the inventory. The motor car purchased would form part of the company’s fixed assets.

Is & possible obligation that arises from the past events and whose existence will be confirmed only by the
oCcurrence non eccurrence of one or more uncertain future events not wholly within the control of the entity:-

(8) Provisions
{b} Reserves
(e} Contingent Liabilities

(d) Liability
(MTP1, Nov 2020, 2 Marks) (RTR, May 2021, NA) (MTF2, May 2022, 1 mark) (MTP1, Nov 2022, 1 Mark)

Q3o.

Correct answer: (c) Contingent Liabilities

Q31. | Which of the following Is an example of revenue expenditurs-
(a) Wages on installation of Machinery

(b) Regular repairs incurred on PPE. £

(c) Legal expenses in purchase of land and building

(d) Freight inwards on purchase of PPE
-'.m'.’:r.j. ;—,;.ﬁ_: ey

e e

(MTP1, May 2021, 1 mark)

7 o
- o P

Correct answer: (b) Regular repairs incurred on PPE

mmﬂmhmmﬁmﬁ; ?E:Eﬂrfd:i ﬁﬁ:&zﬁpeg;i;tumtﬁk%wagea on installation of machinery, legal expenses
_ lﬂﬂtﬂﬁﬂ it calishpl o L \ freig € Ot assets. Expenses have to be analysed and pro
' Hﬁmamﬂﬂke rg?ul'ar repairs on assets have to be charged off to the Statement of Prﬁﬁﬁ:n"; Loss.

] |

L uring the year, a customer has gone to court due to
' @re to tune of 2 5 lakhs, The company insists that this
0o with manufacturing design of vehicle. The
iy 10 be held liable. It is likely to be reflected in financial




=
e

e premium account may be
e 5 t to creditors for materjg)

) pay ase of fixed assets

o) P ment of loans

(el 'EF-]ﬂng off the preliminary expensges

i':”“r: Nov 2023, 1 mark)

e audit of sales, the auditor foyng

ST that
ched and invoiced in the perigg at recorda

d sala
SThae 5 fepresen i
ditor jg Addreg 990ds which werg ordered by valid customer

ing wih
: nccurrence Q'which of the follgu| : b
E -
(c) cutoff
accuracy
E:}‘TN' Nov 2023, 1 mark)

"'--.;w_wen {a) Occurrence _-""‘\-—___M___________

correct 8
.-----_

is engaged in manufacturing of fabrics f
ﬂulrft:cltirgsgfagbrics tailor made in accordance Lim f:;:ifsmts:gff;q;;
Lt raises bills of its labour charges only on mills for converting yarn into
stocks of the company as at year end do not include stocks pertaining to
jn above situation:

(a) completeness
{b) Occurrence
(c) rights and obligations

(d) cut off
(MTP1, Nov 2023, 1 mark)

qtﬁerem suppliers. Oecasionally, it also

ain mills from yarn received from these mills. ABC
fabrics. The auditor of ABC Ltd trias 1o ensure that
these mills. Which assertion auditor tries to werlfy

correct answer: (c) rights and obligations
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Chapter 6 - Audit Documentation

Part | : Descriptive Questions i
Meaning, Nature and Purpose of Audit Documen = _;“t VoK Knodados
[ | _-!. -.l._l_'l-“ itation. Also give some examples (ICAI Study Materia
Hehne audit documentalion L . \
[ e obtaingy, ariej
| Audit Dq Cm“.h’l

g I.a uidit * reached
.r"'/..

o5

——

™A

L

f O i o L5 ".’E'I'll:
W1 refers 1o [h.’_L "cnrd ur audrt pmtedul‘ls PE D\rmEd eleva it e
entation refe rf

I. Examples of Audit Documentation are-
[ & Audit programmes
' &  Analyses

I . Issues memoranda

I summaries of significant matters.
Letters of confirmation and representation.

L
L]
| & Checklists : o )
| * Correspondence (including e-mail) concerning significant matters,
Mation does

I
| i Audit D
A new team member of the auditors of Extremely Vibrant Limited was of the view that Au OCUrE 5 ot heip
ard to planmng the 3, dit

B planning the audit of any company. Explain whether Audit Documentation has any relation with req
of a company. (ICAI Study Material - lustration)

pany in a proper manner and also helps in conducting the aldit o

Audit Documentation helps in planning the audit of a com
that company in a more effective way.

year 2023-24, a team member of the auditngs

While auditing the books of accounts of Very Careful Limited for the financial : ;
t with regard to audit of the company, no relation exists between Audit Fije Bhig

Q3.
of Very Careful Limited was of the view tha s
Audit Documnentation. Explain the relationship between Audit File and Audit Documentation,
(ICAI Study Material - lliustration)
- e
Relationship between Audit File and Audit Documentation;
* Audit Documentation refers to the record of audit procedures performed, relevant audit evidence obtained, and
conclusions the auditor reached.
*  Audit file may be defined as one or more folders or ather storage media, in physical or electronic form, containing
the records that comprise the audit documentation for a specific engagement.
*  The auditor shall assemble the audit documentation in an audit file and complete the administrative process of
assembling the final audit file on a timely basis after the date of the auditor’s report,

(ICAI Study Material - Test Your Knowledge)
OR
Au_dn qucumentatfon provides evidence of the auditor’s basis for a conclusion ab
objectives of the auditgr and evidence that the audit was planned and performed in a
legal and regulatory requirements, Explain stating clearly purpose of audit document
OR
A new team member of GSR & Co, the auditors of Estee [
s m Limited, was of i [
Pt Wiy any e ds i il i ;: of the view that Audit Documentation would not
OR
Audit documentation Serves a number of
PUrposes. List such purposes, (MTP1, May 2021, 3 Marks)
OR

Q4. Discuss any two purposes of audit documentation,

out the achievement of the overall
ccordance with SAs and applicable
ation. (MTP1, Nov 201 B, 5 Marks)

CA M is the engagement pa k
of a & documentati i i
Purposes of aydit documentation wity reference to 54 239 (SA, Nov 2u2r2 gti::::-:;jhwld 7 e R
SA 230, "Audit Documentatinne OR
on" deals with the g4
i s résponsibility to Rrepare audit documentation for an audi_“]_fi‘la_"ffl..
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— _E:Emlﬂlad by

wing are the purpose of Audit g
Otument

sisting the engagement team tg p| Btion;
plan

AS
ssisting members of the en and pg
respansibilities. Jagement team 1:;rm the ayqy
rigt and
LU

gnabling the engagement team tg b
i [+
Relﬂll‘.llng a record of matterg of f:om'.“[-m
gnabling the conduct of quality cong nuing signif; —
gnabling the conduct of external in rol re @ tof

uﬂlﬂh“ for H;a War

a5 of the auditor. Explain clearly stating th
g

abject”
& Natlre and
PUrpose of bout the achjey

whﬂ do ou mean h}f P\Udﬁ. Dﬂcumenwﬂuﬂ& Audit n“'-"‘ﬂ-emml, arment of the cverall

I Aisﬂ axpl an :.MTPE.H
(ATP, MaY 2019, NA) Piain the nature ang ov 2018, 5 Marks)

Purpose of audit HotUmentation
pisouss the meaning and nature of Audit Documentation [mrcml
-(RTR, Nov 2019
peaning of Audit documentation: il
g 230 on “audit pocumentation”, audit documentati
z . iatio
idence obtained, and conclus : n refers to
e imes used) ions the audtor reached. (terms such se ke roeed®
cometimes used: s such as “working papers” of A e
papers” are also

Nature of Audit Documentation:
Audit documemation provides:

evidence of the auditor's basisforac i
onclusion about the achievemen
avidence that the audit “ t of the overall ob :
was planned and performed in accordance with SAs and ampﬂnif;l:s :-f :;a audllnnr. and
gal and reguiatory

requlrements.

dit Documentation:
re the purpose of Audit documentation:

he engagement team to plan and perform the audit.
rs of the engagement team to direct and supervise the audit work, and o discharge their review

lowing &
Assisting t
Assisting membe
respensibilities.
Enabling the engage
Retaining @ record of matters ©
Enabling the conduct of quality contro
Enabling the conduct of external inspections in ac

countable for its work,
uture audits.
5 in accordance with SQC 1.

h applicable |egal, regulatory of

ment team to be ac
f continuing significance o f

| reviews and inspection
condance wit

et requirements.

plain stating clearly the objective and nature of audit

ord of three items. Ex

Audit Documentation refers to the rec
documentation. (RTP, Nov 2023, NA)
i eyl i nd conclusions
Audit Documentation refers 1o the record of audit procedures performed, relevant audit evidence obtained. &
the auditor reached.
asl ! ; (v}
e - i Epwrme I'*Iﬂﬂﬂl'd ; deperfurmed in accordance with Shs and applicable |egal and regy y
i)  Evidence that the audit was plan
requirements.
Nakure of il mmw fih erall objectives of the auditor: and
A ~aple legal and regulatory




Question Bank - Chapter & i
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———— e

nt of Audit Documentation
Fom anq == : reatment of interest cosis aof cgm\\mw

ac @ arose relating to i )
it of & company, an Issu er was discussed with CFO of the company and e

Q7 | During the course of aud L sy
" . im
| restructured loans taken from a bank. This imp king papers?

i. L3 ~1. s it necessary for the auditor 10 include in its wor

|' (ICAI Study Material - Test Your Understanding) |

B I anagement, those chr—\\ i
atters with manag ged with s, :

cussions of significantm ' 1
e

|
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Arary
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e /_——-—-—RM

\ R,

|-
i d and when and with whom th "
discusse 2 difiry ;5,..,,,:1‘

' s The auditor shall document dis: ;
and others, including the nature of the sig

nificant matters
."-.

|
of company on its resy
fUCtureq 02y

e give case a T pﬂf nt matter ar |g reatmer to nt IEBIC s
t T INE ost
al ter reg d|
promm.. of the cor pa ." was dISCUSEEd.
t“E same b!‘ I C.ud| |g detﬂl.ﬁ Df 1hE FE

! taken from a bank directly impacting

e  Although the issue was resolved, it is r!ecessary to document
whom discussions took place along with the -
of factors. List out any four such facygy,

1
: i er
The form, content and extent of audit documentation depends upon numb

(ICAl Study Material - Test Your Knowledge) &
tation depend on factors such as the size and complexity of the entity, the

The form, content and extent of audit decumen
nature of the audit procedures to be performed etc. Explain in detail. (RTF, Nov 2018, NA)
OR

Discuss with reference to SA-230, factors affecting form, contents and extent of audit docurmentation.

(MTP1, May 2019, 4 Marks)
N

Form, Content and Extent of Audit Documentation: Working papers should record the audit plan, nature, timing and exten;
auditing procedures performed, and the conclusions drawn from the evidence obtained.

The form, content and extent of audit documentation depend on factors such as:
The size and complexity of the entity.

The nature of the audit procedures to be performed.

The identified risks of material misstatement.

The significance of the audit evidence obtained.

# The nature and extent of exceptions identified,
The need to document a conclusion or the basis for a conclusion not readily determinable from the documentation

of the work performed or audit evidence obtained.
¢ The audit methodology and tools used.

While documenting the nature, timing and extent of audit procedures performed in case of audit of PQR Ltd, explain the

Q9.
important matters its auditor should record. (RTP May 2021, NA)

In documenting the nature, timing and extent of audit procedures performed, the auditor of PQR Ltd shall record:
* The identifying characteristics of the specific items or matters tested. (Assertions tested) |
*  Who performed the audit work and the date such work was completed; and
*  Who reviewed the audit work performed and the date and extent of sut;h review
; — |

\ssembly of the Final Audit File
L !

@10. | CA Sonali Morarka
as
However, aydit wmm:i?:::::ﬂ:ﬁ;:ﬁﬁ company. The audit report dated 15th July, 2023 has been issued.
2:;“'" audit Evidence and conclusions reached discussions with ma Nagement, details of audit procedures Pﬂrfﬂ""'ed m
mnﬁﬂa?:r g Silepeit, slmmumbyﬂ:arl_l:::e ot been properly assembled. More than six months have
! EAuesting her to share copy of audit iﬁe R @ fetier from regulator in connection with audit of "¢
e ¥
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y woken up her from des slum b &5 :
i mne:.-;::ry However, she put r.un:nnt dat::ln:r::;u: ri:ne:j {y;“ipw“h"mi audit file and inserted some more papers which

k ’ B Inserie i § y ;
Lt e i st involved, in context of “audit dl.".l-l'.'l.ll'i'IEI1tu1Ir:r:' papars and the copy of audit file was sent 1o regulator

, X
Material - Test Your Understanding)

jical
| Assembly of the Final Audit Flle: E Y L e e R
s Anappropriate lime limit within which to compiet i
r days after the date of the auditor's iy plate the asae mbly of the final awdit file (s ordinarly not more than &0
Further, preparing suffi
b clent and appropriate audit documentation on & Umaely basis helps ta enhance the quality of

the audit and facilitates 1 i
| |::E‘hi'd before the aued:l:r?sar:e;:re 'f‘!'i"h}"ﬂ' and evaluation of the audit evidence obtained and conclusions
ikely 1o be less aceurate th port is finalized, Documentation prepared after the audit work has been performed is
| : G Ef' an documentation prepared at the time such work Is performed.
| In the given 1 ! i
i : HEI-. : ?Er Passage of more than six months, she has not assembled audit file. Besides, she has
pL.H in 50Me papers with current date '-'l.rh-l{:h = not pﬂtn'\iﬂﬁihll{‘ at a”
It shows that part of au : ;
P dit documentation has been prepared afterwards putting a question mark on the quality of

I the audit
| The auditor shall ble the audi Py
g11. | Theau itor shall assembie the audit documentation in an audit file and complete the administrative process of assembling
the final audit file on a timely basis after the date of the auditor’s report. Discuss.
(MTP1, May 2018, 5 Marks) (RTR, Nov 2018, NA) (MTP1, May 2019, 4 Marks) (RTP, Nov 2023, NA)

OR
$QC 1 requires firms to establish policies and procedures for the timely completion of the assembly of audit files. Explain
(RTP, Nov 2019, NA)
OR

Briefly explain the policies and procedures of assembling the final audit file on a timely basis after the date of the auditors
report under SQC-1. (SA, Nov 2019, 3 Marks)

OR
TRS & Associates, Chartered Accountants, having completed the audit of Genuine Leathers Ltd has started the assembling
of final audit file. TRS & Associates has established policies and procedures for the timely completion of the assembly of
audit files. Explain the various aspects related to final audit fila discussed in SA 230 giving specific reference to SOC 1,

wherever required. (RTP, May 2022, NA)
OR

M/s Samar Amar & Associates are the statutory auditors of Ganga Ltd. for Y 2023-24, CA Samar is the engagement partner

for such assignment. While discussing with the engagement team, CA Samar briefed his team that “the auditor shall
assemble the audit documentation in an audit file and complete the administrative process of assembling the final audit file

on a timely basis after the date of the auditor’s report. SOC 1 requires firms to estadlish policies and procedures for the
retention of engagement documentation.” Explain. (RTF, May 2023, NA)

e The auditor shall assemble the audit documentation in an audit file and complete the administrative process of
assembling the final audit file on a timely basis after the date of the auditor's report.

« SQC 1 “Quality Control for Firms that perform Audits and Review of Historical Financial Information, and other
Assurance and related services”, requires firms to establish policies and procedures for the timely completion of

the assembly of audit files.
An appropriate time limit within which to complete the assembly of the final audit file is ordinarily not more than 60

days after the date of the auditor's report.
s The completion of the assembly of the final audit file after the date of the auditor's report is an administrative

process that does not involve the performance of new audit procedures or the drawing of new conclusions.
e Changes may, however, be made to the audit documentation during the final assembly process, if they are
administrative in nature.

s Examples of such changes include:
Deleting or discarding superseded documentation.
= Sorting, collating and cross referencing working papers.
=  Signing off on completion checklists relating to the file assembly process.
= Documenting audit evidence that the auditor has obtained, discussed and agreed with the relevant
members of the engagement team before the date of the auditor's report.
| audit file has been completed, the auditor shall not delete or dizcard audit

of the fina
. ::t:r the Wﬂiﬂr nature before the end of its retention period.

a

e —
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- " --\-\-.‘H"-_
* S0C1 requires firms to establish policies and procedures for the retention of Eﬁgfilgfnrf:ﬁntddﬂ':urﬂemnuuﬂ The i
retention period for audit engagements ordinarily is no shorter than seven years & date of the Aditgy,
report, or, if later, the date of the group auditor's report.

Documentation of Significant Matters and Related significant Professional Judgements

’ ircumstances, Documentam
Q12 [ Judging the significance of a matter requires an objective analysis of the f?“:? Sl c;:‘::;:ﬁ :; 4 tf: IE?:f”""‘-'"lﬂtIUn of the
professional judgments made, where significant, serves to explain the auditor's cone orce the Quality o

the judgment. Explain with the help of examples. (RTP, May 2019, NA)
OR
. g i ¥ .
What are the significant matters? How documentation is dane in case of significant matters? How documentation it dong
with respect to professional judgment of significant matters? (SELF)

Dacumentation of Significant Matters and Related Significant Professional Ju'ﬂg?!'.‘lts e
. 5 .
Judging the significance of a matter requires an objective analysis of the facts and circum

Examples of significant matters include:
& Matlers that give rise to significant risks.
*  Results of audit procedures indicating
o that the financial staternents could be materially misstated, or
o aneed to revise the auditor's previous assessment of the risks of material misstaterment and the auditor’s
responses to those risks.
* Circumstances that cause the auditor significant difficulty in applying necessary audit procedures,

* Findings that could result in a meodification to the audit opinion or the inclusion of an Emphasis of Matter Paragraph
in the auditor's report.

An important factor in determining the form, eontent and extent of audit documentation of significant matters is the &xfent
of professional judgment exercised in performing the work and evaluating the results. Higher the professional judgrnent,
high the extent of documentation involved.

Documentation of the professional judgments
#  Helps in explaining
o auditor's eenclusions and
o toreinforce the quality of the judgment.
* reviewing audit documentation,
& carrying out subsequent audits

Some examples of circumstances in which it is appropriate to prepare audit documentation rel
professional judgment include, where the matters and Judgments are significant:

. _The mtiqnaln for the auditor's conclusion when a requirement provides that the auditor ‘shall eon sider’ certain
information or factors, and that consideration is significant in the context of the particular engagement.

*  The basis for the auditor's conclusion on the reasonableness of areas of 5, bjective judgments (for exam ple, the
reasonableness of significant accounting estimates). ‘ :

* The basis for the auditar's conclusions about the authenticit
making apprapriate use of an expert or of confirmation proc
identified during the audit that caused the auditor 1o believe

An important factor in determining th .
éggﬂmfgssiunﬂ Judgment Exemi:?d Ina form, content and extent of audit documentation of signifi
i

ficant maters. (RTR Nov o "E;rﬁ:-rmim the work and evaluating the results. Explain st

ating to the use of

¥ of a document when further investigation (such as
edures) is undertaken in response to conditions
that the document may not be authentic,

cant matters is the extent
ating clearly the examples of

les of significant Mmatters include:
Matters that give rige 1o significant risks,
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rindings that could result in a modificati ty in applying neces -
: cat ; £ Cessary audit proc
in the auditor's report, ton to the audit apinion or the inclusion ;l' an E;Dh:dme::h'l
sis of Matter Paragraph

An important factor in determining the form, content and

- - ofessional judgment exercised i extent of audit documentat lani ;

Prdpglemems made, where signiﬁnantllz:ﬂrﬂrmlng the work and evaluating the Tesu::ugﬂumnfmffc?m imi et
g ch matters ar of particular intem:ﬁt L Ehs o explain the auditer's conclusions and t-n inf ey prﬂfe;smnaﬂ

it ent audits, when reviewi © those responsible for reviewing audit d ST the guality of the judgment.
subsequ " reviewing matters of continuing significance oeumentation, including those carrying out

ira SOIME BXaMples o circumst i A g
Give P ances in which it is appropriate to prepare audit documentation relating to the use of

professional judgment where the matters and judgm B
foriades |udgments are significant. (MTP1, Nov 2020, 3 Marks)
gome examples of circumstances in which itis a
[ i i ppropriate to ; ] g
professional judgment include, where the matters 2 Rl dgmeﬁt‘:zzes?gunﬁﬁcd;;ymentailon relating 1o the use of
The rationale for th itor : _ -
i information or faml:r: u:.iﬂrf ‘:“nch.s_sm“ when a requirement provides that the auditor ‘ehall consider’ certain
ey -d'l at consideration is significant in the context of the particular engagement.
[ ] = :
b B _It:rfs conclusion on the reasonableness of areas of subjective judgments (for example, the
reasonableness of significant accounting estimates).
Eaﬂkiaﬂf fﬂ:_T th:_a ?ucilmrs conelusions about the authenticity of a document when further investigation (such as
J g ppropriate use pf an expert or of confirmation procedures) is undertaken in response 1o conditions
identified during the audit that caused the auditor to believe that the document may not be authentic,

The auditor shall prepare audit documentation that is sufficient to enable an experienced auditor 1o understand significant

matters arising during the audit. Explain the above statement and also give examples of significant matters.
(RTR, Nov 2022, NA)

The auditor shall prepare audit decumentation that is sufficient to enable an experienced auditor, having no previous
connection with the audit, to understand significant matters arising during the audit, the conclusions reached thereon, and

significant professional judgments made in reaching those conclusions

Judging the significance of a matter requires an objective analysis of the facts and circumstances,

Examples of significant matters include:
e Matters that give rise 10 significant risks.

e Results of audit procedures indicating
ts could be materially misstated, of

o that the financial statemen
o aneed torevise the auditor's previous assessment of the risks of material misstatement and the auditor's
responses to those risks. . |
« Circumstances that cause the auditor significant difficulty in applying necessary audit procedures.
« Findings that could resultina modification to the audit opinion or the inclusion of an Emphasis of Matter Paragraph
. in the auditor's report.
I mpletion Memorandum of Audit Documentation Summary
s i ilitate effective and efficient reviews and inspections of the audit documentation,
it b ﬁmn?;ﬁ:f ﬁfﬁt Explain. (ICAI Study Material - Test Your Knowledge)
particularly for large @ &
"Completion Memmndum" is helpful as part of the audit documentation. Explain.
' Marks.
(SA, May 2019, 3 Marks) (MTP1, May 2020, 3 )
——'_——_._'-——-—_ 5 o - — e —
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Completion Memorandum of Audit Documentation Summary: R
i me I s R

The auditor may consider it helpful to prepare and retain as part of the audit doc ry (sometimes kngyy

as a completion memarandurn) that describes-

the significant matters ide ntified during the audit.
how they were addressed.

L ]
and inspection of the audit documentation, particularly for

the auditor's consideration of the significant maters
relevant SA objective that the auditor cannot aﬂhm

ve and efficient review
f such a summary may assist

her there is any Individual
erall objectives of the auditor

Such a summary may faclitate effecti
large and complex audits. Preparation 0
it may also help the auditor 10 consider whet
that would prevent the auditer from achieving the ov

Ownership of Audit Documentation

Q7.

the view that Audit Documentation of a company is the property of that company.

A director of Very Different Limited was of
umentation of the company

Comment on the contention of the director regarding the audit doc
(ICAI Study Material - lllustration)

Ownership of Audit Documentation:
Audit Documentation of a company is not the property of the company rather Audit Documentation is the property of the

Auditor of that company.

Q1s.

The working papers of the branch auditor are also the property of the Princi '
_ ipal Auditor and the Management of the
Company, so they have right to access them. State the relevant SA and comment. (MTP1, May 2021 ,ga Marks)

Ownership of Working Papers:
S-A- 23[. o/ i H » " i
Audit Documentation” and “Standard on Quality Control (SQC) 1, provides that, unless otherwise specified

by law or regulation, audit documentation is the property of the auditor

;P;e ,-:::::rr-, ;h;ul;:ﬂupt reasunahdf! procedures for custody and confidentiality of his working papers.

Tl 5 :‘t make p:::;o;‘i ?.-LI :I:‘rﬂet;rtr?l.;:;s from, audit documentation available to clients, provided

does not underm of the [

the independence of the auditor or of his personnel IR s v e e

o Anauditor is : .
auditor of tmn:;mr?:;;egnt;sﬁlﬁe the management/ clients or other auditors’ access to his working papers. L

———— ave t!m right of access to the working papers of the branch auditor.
laritin uiI::Itr?lr;g :r::-Iai: auditor has to consider the report of the branch auditor and has a right 19 seek

1 inder o compOlu e e ch but cannot ask for the copy of working paper and therefore, the branch audito’

give photocopies of his working paper to the principal auditor.

Conelusion: From above. it i

: g  itis cl WO

auditor nor management has the:;;ﬁttn rking papers of the branch auditor are his property only and neither the principé!
access that. Therefore, the statement given in the question is i%

it
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Chapter 7 - Completion and Review

E gscriptive Questions

Fgrt&::" subsequent Events
5

s cob is conducting audit of a company f
Z~" | capK-a b ompany for year 2022-23. The company i : :
a i Eurape.h':hz;u::sl :nl;z:??eggr;;gtmn |n_rr|-::rnth of July 2023, HD‘-""F‘-'"-"Efiatn;;zuemnzzgkii:‘neﬁf: c.rf e;h.nu: rgs to buyers
ﬂms':?; buh;ler due to sub-standard é;ré:iﬂs"':? the: comparny on 1st June 2023 for iniun,r caused 1{?::ul~}:r;r:1h:rloc1lr;:enzf
Eumgang.r o Jecided 10 agree to an out of u:nurT;:af of one |Eﬂt of arder shipped In August, 2022, The r;anaqeum aof

: . ement of R, ¥ pRTRE
of the company are silent on this issue. Discuss, how, CA PK Jau:th smhg:j;a :.‘lrntem its reputation. The financial siatements
(ICA! study Material - Test Your Understanding) proceed to deal with above issue.

. Inthegiven case, the auditor has come t .
has also come to his knowledge that ma.?'.:ngﬂ thhﬂfgal £jalf agalratahe company hefore 83,5 il 1
g gement of company has agreed to an out of court settlement of Rs.3
t jg an example of a sul
’ :-epart. i mei dos widﬁ::ﬂ:ﬂlﬂﬁ?;:::ﬁf t_he Tte of the financial statements and the date of the auditor's
ex .
adjustment in e s isted at the date of the financial statements and requires
He should ask €
2 ot made b ompany management to make necessary adjustment to the financial staterents. If adjustment i
not made by management, he should consider impact on auditor's report.

13

3 TR

CA Chdﬂﬂdn'lﬁhﬂ_“na = 'él"-:""g to complete audit of a company within next few days. She has performed necessary audit
rocedures ke I;IL‘.]UI-F)T of management FJE"SH"'!TEL reading minutes of mestings held after date of financial stateme
through books o accn_unts after date of financial statements to make sure that all subseguent evants
report have been considered by her. Still, she wants to be certain that no such everts have been left ou

in such a situation? Also, discuss the rationale of doing so. (ICAI Study Material - Test Your understanding)

mts, going
before signing audit
t What she should do

. The auditor has already performed necessary audit procedures like inquiry of management personnel, reading

minutes of meetings after date of financial statements and going through Bo

How, she should request managem ent and, where appropriate, those char

representation in accordance with SA 580, "Writken Representations” that

date of the financial staterments and for which the ap plicable financial repo
disclosure have been adjusted or disclosed.

« The rationale of obtaining written representations is that even after performing above zajd procedu
come to know all subsequent events. Therefore, it s necessary from an auditor’s point of view 1o obtain
acknowledgment from management in the forrn of Written representations it all 2uch events for which the
applicable financial reporting framework requires adjustment or disclosure haye been adjusted of disclosed.

olcs after date of financial statements.

gad with governance, to provide a written
all events ocourming subsegquent to the
rting framewark requires adjustment of

res, she may not

Discuss meaning of "Date the financial statements are jssued” under 3

£ 560, (ICA] Study Material - Test Your Knowledge)

Meaning of “Date the financial statements are issued”
o It reflects the date that +he auditor’s report and audited fi
date the financial statements are i=eyed generally depends on the regulatory environment of the antity.

« In some circumstances, the date the financial statements are issu
regulatory authority.

s Since audited financial statements
ctatements are igsued must not on

cannot be issued wit
ly be at or later than
provided to the entity.

pancial statermnents are made available to third parties. The
ed may be the date that they are filed with a

hout an auditor's report, tha date that the audited fin ancial
the date of the auditor's report, but must also be at or later

than the date the auditor’s report is

The auditor shall perform Sudit procedures designe

tha .I.' aT- 5

The auditor shall perform &4t atem
between the dﬁ;ﬂﬁmﬂ fina I identified- with reference to SA 560, what are the audit procedures included in

the

d to obtain sufficient ap propriate audit evidence that all events occurming
nts and the date of the auditor's report that require adjustment of, or disclosure in,

audit procedures designed to obtain sufficient appre priate audit evidence that all events occurring
m ents and the date of the auditor's reportinat re quires adjustment of, or disclosure in,

ents have en

/

aj Arora | www.edudlord e
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auditor's risk assessment 7 (SA, July 2021, 4 Marks)
]
§ The Financlal Statements And The Date Of The

Audit Procedure Regarding Events Occurring Between The Date O
in Suf‘ﬁlﬂﬂ'nl ﬂpprgpﬂﬂte audit EUHHI‘ICB th at all BVEnis ﬂcnuﬂil‘\q

Auditor's Report
the auditor’s report that require adjustment of, or disclosurg j,

The auditer shall perform audit procedures designed to obta
between the date of the financial statements and the date of

the financial statements have been identified.
include the following:

i i hich zhall
The auditor shall take into account the auditor’s risk assessment W ;
s Obtaining an understanding of any procedures management has established to ensure that subsequent aveny are
identified.
Inquiring of management and, whers appropriate, TCWG as to whether any subsequent events have occurred which
might affect the financial statements. _ _ P
Read the minutes of meeting of board of directors, executive committes, meeting of shareholders held after

balance sheet date :
Reading the entity’s latest subsequent Interim financial statements, if any.
=S

edures regarding the financial statements after the date of tha
ditor's report but before the date the financial statements are Issued,
he auditar at the date of the auditor's report, may have

hligation In the above situation.

The auditer has no obligation to perform any audit proc
auditor's report, However, when, after the date of the au
a fact becomes known to the auditor that, had [t been knewn to t
caused the auditor to amend the auditor’s report. Explain the auditor's o

(RTP May 2020, NA) (MTP2, Nov 2021, 3 Marks)
The auditor has no obligation to perform any audit procedures regarding the financial statements after the date of the

auditor’s report. However, when, after the date of the auditor's report but before the date the financial statements are issued,
a fact becomes known to the auditor that, had it been knewn to the auditor at the date of the auditor's report, may have

caused the auditor to amend the auditor's report, the auditor shall:
Discuss the matter with management and, where appropriate, those charged with governance.

Determine whather the financial statements need amendment and, if so,
Inquire how management intends to address the matter in the financial statements.

as.

Q6. SA 560, “Subsequent Events” deals with the auditor's responsibilities relating to subsequent events in an audit of financial
statements. Financial statements may be affected by certain events that occur after the date of the financial statements.
Many financial reporting frameworks specifically refer to such events. Explain those events and also define subsequent

events. (RTR Nov 2021, NA) (MTP1, Nov 2023, 3 marks)
SA 560, “Subsequent Events® deals with the auditor's responsibilities relating to subsequent events in an audit of financial

statemnents, Financial statements may be affected by certain events that accur after the date of the financial statements.
Many financial reporting frameworks specifically refer to such events. Such financial reporting frameworks ordinarily identify

two types of events:
Those that provide evidence of conditions that existed at the date of the financial statements: and

L]
Those that provide evidence of conditions that arase after the date of the financial statements.

’ .
SA 700 explains that the date of the auditor's report informs the reader that the auditor has considered the effect of events
and transactions of which the auditor becomes aware and that occurred up to that date.

Meaning of Subsequent events
Subsequent events refer to events occurring between the date of the financial statements and the date of the auditor's

report, and facts that become known to the auditor after the date of the auditar’s repart

SA 570 Going Concern

% ,D:sﬁr;ﬁ;f auct of @ company, CA. Varun Aggarwal notices that company is facing significant skilled labour shortages
o {I:J:ﬂ:ﬂ -:L . nteieratlins of company. The company_s manufacturing is dependent upon skilled labour coming
interested in going out Fidy t"ﬁs.“ Eastem UP. However, due to job opportunities available near villages now, many are not
e m their native wlfa_ge#. Such a srtugtmn has led to company not being able to keep its
, 108ing out on orders and fall in its revenues. Fixed costs of the company remain at a high level. As a result,
g

x__mmrmmm

('
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e ompiled by Neer) Arra an Teaw -
- : i iquidity crunch i s '_'_"_‘——-—-—-_______
gny is facing a gy’ and is not a 3
/,,/ comP the company to tide over liquidity crisis, 'F‘li.ee t:u;;?ly “'.E creditors on time The bank
1o 5 management of the company try to addre o 1% having doubts aver uulnaiancifcﬂ: s 1 fa gl et iy
status of the COMmpa
ny. How

ul _ ion? (ICAI 55 auditor's gp
7 such @ sjtuation? | Study Material - Test Your Un d‘mmn;"-:gf?ﬂ? What audit procedures may be performed by
m auditor

..-'""._-—__

., GSignificant shortage of skilled labour, inabi 1Y 1o pay creditors on time and overall liquidity c aced by the
company are examples of events or t;;ndh;mi st ha W . y g fi doubt on the
; i et that, individually of collectively, 1'nr a;lcnrut sbgnriillca“ [nt h'll
bility to continue as a goi . !

o The auditor should perform audit procedures

f:}recﬂst ar d dEtEIHH “ng W Iethe era | ad 3 f
pp or t aAs5U P“UI'IS undE |ﬂ Ig -]

. Il'lE- auditﬂ' Slll.‘.!uld EllSU- CD“EldEI 'ﬂ'hE |"|
4 ther d HM“ ona fa
i I Il E i I cts or h‘lfﬂm'lﬂﬂﬂn hﬂ"l’E‘ become E'U'ﬂlllahlE Sll'lﬂE‘ the date

.__,...-r""-"'--__
ditor of a company i
g :nhaenigement for preli:a ::trlfnhc?: ’:inr?aﬁzhiemg A going concern basis of accounting followed b
'al statements. It asks the management to justify preparathn?l of f?:::nci:l statements

However, management is not willing to make its
: A55255 . i :
report in such a scenario? (ICAI Study Material - T ‘l’:l‘.iernlz:nd Sha:imth auditor, What are implications for auditor's

management unwilling to make or extend its assessment
+ [f management is unwilling to mak [
_ e or extend itz a i i
S ol e et mps;lissrnent when requested to do so by the auditor, the auditar
In such a situati [ |
. ! mal; 5 131; :ﬂt.:lnﬂs:rl ; q}la'lifll_led opinion or a disclaimer of opinion in the auditor's report may be appropriate, because
Lk p : e for the auditor to obtain sufficient appropriate audit evidence regarding management's use of
going concern basis of accounting in the preparation of the financial statements.

ge. | Mfs ANS & Associates has‘ been appointed as the statutory auditors of MNO Ltd. The company has been suffering losses
due to the emergence of highly suceessful competitor, thereby leading to negative networth. Also, the sales head, key
management personnel, of the company left the company due to health issues. When CA Amar, the engagemeant partner
discussed the scenario with the management of the company, he did not get any satisfactory reply from the managefment.
What is the responsibility of M/s ANS & Associates with regard to SA 5707 (Old ICAI Study Material)

As per SA 570, one of the objectives of the auditor regarding going concern is to obtain sufficient and appropriate audit
evidence regarding the same and to conclude on the appropriateness of the management’s use of the going concern basis

of accounting in the preparation of the financial staternents.
Further it also contains the list of events or conditions that may cast significant doubt on the entity’s ability 1o

i -
i continue as a going concem which are:
= Finaneial indicator- Negative networth
o Operating indicator- Loss of key management and emergence of highly successful competitor.
s Inthe present case, MMNO Ltd. has negative net worth on account of emergence of highly successful competitor and
the sales head of the company has also left the company.
e Also, CA Amar did not get any satisfactory reply when he discussed the going concern matter with the

management.

# o above facts, it appears that MMNO Ltd. is not going concern. If the management of MNO Ltd. has
Conclusion: Thus.m glasls of accounting, the auditor should first ask the management 10 adjust the financial statements.
;ﬁ;ﬂ; the gﬂll;?“f-;t ~f MNO Ltd. does not agree with the same, CA Amar shall consider the impact on his audit report.

managerme :

& %;ﬁncial statements of a company are prepared. Explain. Also describe the objectives

cern. (RTP, May 2019, NA)
e
. é[..\a__mnunﬁng is appropriate, assets and liabilities are recerded on the basis that
s and discharge its liabilities in the normal course of business. Explain stating also
g concern. (RTR, Mov 2019, NA)

i OR

ancial statements are prepared on the assumption that the entity is 2
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Mﬁnnhm;;:-"“--..
: e will continue s operations for the loreseeable future. Explain
mi::mwmnprmnﬂmhmmnutmmm"-wmlﬁm&dw e

__-‘--“
Undes the gong concemn basis of accounting. the financial statements are prepared on the Bssumption that the =y iy
@oeng concer and will continue its operations lor the foresesable future

. ting, unless
Genetsl purpose financial statements are prepared using the going concern basis of accounting AL (-
= ntends lo liquidate the entity or 1o cease operations,
= o has no realistic alternative but to do so

iabi re record
When the use of the going concern basie of accounting is appropriate, assets ﬂ”di"“'-"":'::’;:usm“:d 0N the basis thy
the entity will be able 10 reslize its assets and discharge its liabilities in the normal cou
The objectives of the auditor regarding Going Concern are;
= To obtain sufficient appropriate audit evidence regarding, and conclude on, !I"IE lpf-ll‘nﬂﬂtt'h_nnl of Mmanagement,
use of the going concern basis of accounting in the preparation of the financial statements;
* Toconclude based on the audit evidence obtained, whether a material uncertainty ::1515 relateq to :u'anu o
conditions that may cast significant doubt on the entity's ability to continue as a going concern; an
* Toreporl in accordance with this SA.

011, | Management’s assessment of the entity's ability to continue as a going concern invalves makl:g @ judgment abow nhersnty,
uncertain future outcomes of events or conditions. What are relevant factors to that judgment?

M”’mr‘ m b .j;.ug:

Management's assessment of the entity’s ability to continue as a going concern involves ma_king a judgment, at a particytar
point in time, about inherently uncertain future outcomes of events or conditions. The following factors are relevant to that
Judgment:

* The degree of uncertainty associated with the outcome of an event or condition increases significantly the further
into the future an event or condition or the outcome occurs. For that reason, most financial reporting frameworks
that require an explicit management assessment specify the period for which management is required to take into
sccount all available information.

complexity of t entity, the nature and conditian of its business and the degree to which it is affected
gment regarding the outcome of events or conditions.

ed on information available at the time at which the judgment is mada.

m that are inconsistent with judgments that were reasonable at the time
_';{-pa f_!a:qs;:

Q12 ed by SA 315, the auditor shal| consider whether avents or conditions

D continue as a going concerm. In so doing, the auditor has
Imed a preliminary assessment of the entity’s ability to continue

#praceed in the above case. Also explain how would the auditor

¥ the management. (RTP May 2021, NA)

¥ SA 315, the auditor shall consider whether events or conditions
i Continue as a going concern.

"'ﬂh has already performed a preliminary assessment of the
or shall discuss the assessment with management and
s or conditions that, individually or collectively, may cast
5 8 going concern and, if so, management's plans to address

auditor shall discuss with management the basis for the
8nd Inquire of management whether events or conditions
doubt on the entity's ability to continue as a going

3 R




e
/_.-"" A5 degnribed in 54 200, the potential effects of inh S
reater for future events or conditions that maﬁrem limitation

auditor's responsibilities with regard to going concern. (RTR, May 2021, Na)

gt
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G i :: on the auditor's ability to detect material misstatements
entity 1o cease to continue as a golng concern. Explain stating

the

The auditor's responsibilities are:

« 1o obtain sufficient appropriate audit avi
: evidence regardin
se of the going con i ; 9. and conclude on, the a
u going concern basis of accounting in the preparation of the financial EI::::”I':'::::::‘::; e

¢ toconclude, based on the audit evidenca :
to continue as a going concern. obtained, whether a material uncertainty exists about the entity’s ability

r, a5 described in SA i i
:T::f:fements ke ﬁ}?g:t-:l&‘ eﬁl:;n:rl ::‘f:dc.ltls of |n:erenl limitations on the auditor's ability to detect material
i f Itions that may cause an entity to cease to continue as a going ConNCer.
e s o1t i s et o ety o it o Tt
: kH continue as a going concern in ftor’
a5 to the entity’s ability to continue as a e e g an auditor's report cannot be viewed as a guarantee

.

hile deing an audit of ABC Pyt ' - : .
::a: use ofgthe Going Concern BaLst:js' 3? :\:f::?:ﬂ'snuf'smﬁmem PricAbis opreate mvid o e A SRl
ing is a i : R

for auditor’s report if: g is appropriate, but a material uncertainty exists. Discuss the implications

3) Adequate Disclnsure of a Material Uncertainty is Made in the Financial Statements

b) Adequate Disclosure of a Material Uncertainty is Not Made in the Financial Statements
(RTP, Nov 2021, NA)

; OR

5 L“f‘-' a large t_axtlle mﬂ““fﬂm“"_ng compary, due to heavy recession in the market was unable to collect amount of huge
ﬁI:OEWE!lZIIBE in time and also holding I_arge amounts of stock of raw materials and finished goods since last @ months of the
Fmanmal_"fear 2023-24. me your primary observations of audit evidencas you feel that thers is a material uncertainty exists
about going concern. How will you deal in your audit report ? What will be the effect on your audit opinien in the following
situations ?

a) If adequate disclosure of such material uncertainty is already made in the financial statements.

b} If adeguate disclosure of such material uncertainty is not made in the financial statements’

(5A, May 2023, 4 marks)

Use of the Going Concern Basis of Accounting is Appropriate but a Material Uncertainty Exists:
The identification of a material uncertainty is a matter that is important ta use rz' understanding of the financial staterments.
The use of a separate section with a heading that includes reference to the fact that a materlal uncertainty related to going

roncern exists alerts users to this circumstance.
a) Adequate Disclosure of a Material Uncertainty is Made In the Financial Statements
If adequate disclosure about the material uncertainty is made in the financial statements, the auditor shall express
an unmodified opinion and the auditor’s report shall include & separate section under the heading "Material

Uncertainty Related to Going Concern.’

ure of a Material Uncertainty is Not Made in the Financial Statements
If adequate disclosure about the material uncertainty is not made in the financial statements, the auditor shall:
« Expressa gualified opinion or adverse opinion, as appropriate, in accordance with SA 705 (Revised); and
« Inthe Basis for Qualified (Adverse) Opinion section of the auditor's report, state that a material uncertainty
exists that may cast significant doubt on the entity's ability to continue as a going concern and that the

financial statements do not adequately disclose this matter.

b) Adequate Disclos

itions that, individually or collectively, may cast significant doubt on the entity's

| events or cond
Give examples of financial even o 2021 NA)

ability to continue as a going concern. (RTF,

inancial events or conditions that, individually or collectively, may cast significant doubt on

The following are examples of F
goncern

the entity’s ability to continue as a going
ili et current liability position.
Ig ::L:?tzlr!:::c:r.:mﬂngs approaching maturity without realistic prospects of renewal or repayment; or excessive
reliance on short-term borrowings to finance long-term assets.
i) Indications of withdrawal of financial support by creditors.

75

) Arora | www,edu91.0rg
i




Compiled by

Question

——

L

Nearaj Arora ang TEy

Bank - Chapter 7 el ; e
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higtorical of prospective financial statements,

i)  Negative operating cash flows indicated by
jal ratios.

v Adverse key financia ot

: Substantial operating losses oF significant det
Arreare or discontinuance of dividends.

tes.
ity to pay creditors on due da

e s terms of loan agreements,

erioration in the value of assets used to generate cash floys

vi)

wil)

viii)
Inability to comply with the :
HWJ Change from credit to cash-on-delivery transactions with suppliers. o
x] [ 115[]11; to obtain financing for essential new product development or other essential investments
xi nabi
) e

SA 450 Evaluations of Misstatements Identified during the audit

You are nearing completion of audit of a company. On going through your working papers, it is noticed that finished goods
inventory was overvalued by ¥ 2 crore. It has also been noticed that freight of 10 lacs paid on import of machinery was

ais.
charged to statement of profit and loss. Discuss, how you should, proceed and communicate in above situation before
signing audit report. (ICAI Study Material - Test Your Understanding)

s The instances highlighted in above situation are examples of misstatements I_demlﬁ ed during thFl: audit, Over
valuation ef inventory of finished goods by ¥ 2 crore and wrongly charging freight of ¥ 10 lacs paid on machinery 1
statement of profit and loss instead of capitalizing are examples of misstatements.

# The auditor should communicate above identified misstatements to those charged with governance and request
for eorrection of these misstatements. In case, these are not corrected, understand the reasons for not making the
corrections and reassess materiality.

» [t should also be considered whether uncorrected statements are material individually or in aggregate. Effect of
uncorrected misstatements on the opinion in the auditor's report should be communicated to those charged with
governance.

Q17. | Discuss documentation requirements for an auditor regarding misstatements identified during audit under SA 450,
(ICAI Study Material - Test Your Knowledge)
The audit documentation shall include: -

a) The amount below which misstatements would be regarded as clearly trivial:

b) All misstatements accumulated during the audit and whether they have been corrected: and

c) The au#-‘tor's conclusion as to whether uncorrected misstatements are material, individually or in aggregate, and
the basis for that conclusion

SA 580 Written Representation
Q18. | CA R Gurumurth
murthy is about to complete audit of a company. Before completion, he asks management to pravide him a written

view of management is not proper? ible i i i
s proper? What possible implications it may lead to? (ICAI Study Material - Test Your

: gﬁﬁhﬁfmﬁﬁﬂﬁ ﬁeﬁr;?:;fﬁf; Ei'i;’e""e obtained during the audit that management has fulfilled its
transactions is not sufficient without nbtajnin: :uztﬁ?tnﬁ::féﬁri?: :’nhe::|ut Jnsstion provided and completeness of
those responsibilities. nagement that it believes that it has fulfilled

$ :,:zﬂsfﬁf:dsfﬂﬁ::g; E:t':‘m“:::;ﬂil;dge s!nlalr‘nn other audit evidence whether man agement has preparec
acknowledgement and understanding u?;s Eer:::::s?t:;if;;:aﬁon to the auditor on the basis of the agreed

"
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l‘_,’pl"‘ -
ol ] paR and Co., a firm of Charte
ditor P of ; red Accountants (
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e
Written representations are necessary information that the auditor requires in connection with the audit of the entity's

financial stéftemenlS- Accordingly, similar to responses to inquiries, written representations are audit evidence. Written
representations are requested from those responsible for the preparation and presentation of the financial statements.

Although written representations provide necessary audit evidance, they do not provide sufficiant appropriate audit
evidence on their own about any of the matters with which they deal, Furthermore, the fact that management has provided
seliable written representations does not affect the nature or extent of ather audit evidence that the auditor obtains about

the fulfillment of management's responsibilities, or about specific assertions.
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Q3.

Written representations are to be provided by th

e management to the auditor when requested. Explain (RTF, Nov 2023, Na)
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i)
i)

i)

Management from Whom Written Representations Requested:
SA 580, "Written Representations”, the auditor shall request written representations from management with appropriate

responsibilities for the financial statements and knowledge of the matters concerned.

If management does not provide one or more of the requested written representations, the auditor shall-

discuss the matter with management;
re-evaluate the integrity of management and evaluate the effect that this may have on the reliability of

representations (oral or written) and audit evidence in general; and
take appropriate actions, including determining the possible effect on the opinion in the auditor's repart.

Written representations are requested from those responsible for the preparation and presentation of the financial
statements. Those individuals may vary depending on the governance structure of the entity, and relevant law or regulation;
however, management (rather than those charged with governance) is often the responsible party. Written representations
may therefore be requested from the entity's chief executive officer and chief financial officer, or other equivalent persons in
entities that do not use such titles. In some circumstances, however, other parties, such as those charged with governance,

are also responsible for the preparation and presentation of the financial statements.

The auditor shall disclaim an opinion on the financial statements if management does not provide the written
representations.

SA 260 Communication With Those Charged With Governance

024.

5 ys an effective two-way communication between auditor and those charged with governance is important?
(ICAI Study Material - Test Your Knowledge)
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i)

Evidence of an ineffective entity risk assessment process, such as management's failure to identify a risk of
material misstatement that the auditor would expect the entity’s risk assessment process to have identified.

Evidence of an ineffective response to identified significant risks (e.g., absence of controls over such a risk).
Misstatements detected by the auditor’s procedures that were not prevented, or detected and corrected, by the

entity’s internal control.
Disclosure of a material misstatement due to error or fraud as prior period items in the current year's Statement of

Profit and Loss.
Evidence of management's inability to oversee the preparation of the financial statements.
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Chapter 8 - Audit Report

Part | : Descriptive Questions
SA 700 “Forming an Opinion and Reporting on Financial Statements”

Q1.

Maithili Thakur, a CA student, was perusing audit report of a company. Her eyes fell on an 18-digit alpha numeric number
stated at end of audit report below the signatures of auditor and membership number. Make her understand objective and
significance of such a randomly generated number. Is it required to be stated in case of audit reports only?

(ICAI Study Material - Test Your Understanding)

e The 18-digit alpha numeric number noticed by her at end of audit report is Unique Document Identification number
(UDIN). It is a system generated unique number.

e Its basic objective is to curb the malpractices of non-CAs impersonating themselves as CAs. It helps in securing
reports and documents issued by practising CAs.

e ltisrequired to be stated in case of audit reports and certificates.

Q2.

CA. Maya Memani has conducted audit of a company. She has asked Sana, a CA student undergoing training in her office, to
prepare draft audit report. Sana was part of engagement team conducting the audit. She has been further told to prepare
draft report expressing unmodified opinion. After drafting para comprising unmodified opinion, Sana feels no need to provide
basis for opinion. Discuss why her thinking is not proper. (ICAl Study Material - Test Your Understanding)

“Basis for Opinion” is one of basic elements of an audit report in accordance with SA 700. Even in cases where unmodified
opinion is expressed by auditor, “Basis for opinion” has to be provided by auditor. Basis for opinion section provides context
about auditor’s opinion. Therefore, Sana’s thinking is not proper

Qs.

M/s Smart & Associates are the statutory auditors of Hotmeals Ltd. for the FY 2023- 24. How will the auditor address the
audit report issued on the financial statements for the FY 2023-24? Also give a title to the report

(ICAI Study Material - lllustration)

Title: Independent Auditor’s Report
Addressee: To the Members of Hotmeals Ltd.

Q4.

Richa International is a partnership firm dealing in export of blankets. The partners of the firm are Richa and Ashish. Explain
how the statutory auditor of the firm will address the auditor’s report. (ICAl Study Material - lllustration)

Title: Independent Auditor’s Report
Addressee: To the Partners of Richa International

Qs.

M/s Amitabh & Associates are the statutory auditors of Ringston Ltd. which is a company engaged in the business of
manufacture of pen drives. The auditor has started drafting the audit report for the FY 2023-24. CA Amitabh, the
engagement partner is of the view that the financial statements of Ringston Ltd. represent a true and fair view. Give the draft
of the opinion paragraph of the audit report. (ICAI Study Material - lllustration)

Draft of the opinion paragraph

We have audited the financial statements of Ringston Limited which comprise the Balance Sheet as at 31.03.2024 and the
statement of Profit and Loss Account and the notes to the financial statements, including a summary of significant
accounting policies and other explanatory information.

In our opinion and to the best of our information and according to the explanations given to us, the aforesaid financial
statements give the information required by the Act in the manner so required and give a true and fair view in conformity
with the accounting principles generally accepted in India, of the state of affairs of the company as at 31.03.2024 and the
Profit & Loss for the year ending on that date.

Q6.

M/s Kite Rite & Associates are the statutory auditors of Prime Deluxe Limited, for the FY 2023-24. At the time of finalising the
audit report, one of the engagement team members, Mr. Robin, asked the engagement partner, CA Kite as to what all should
be included in the Basis of Opinion Paragraph. The engagement partner CA Kite, explained the team in detail and asked Mr.
Robin to draft such section for the auditor’s report of Prime Deluxe Limited. Help Mr. Robin to draft the Basis for opinion
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section. (ICAI Study Material - lllustration)

Basis for Opinion

We conducted our audit in accordance with the Standards on Auditing specified under section 143(10) of the Companies
Act, 2013. Our responsibilities under those Standards are further described in the Auditor's Responsibilities for the Audit of
the Financial Statements section of our report.

We are independent of the Company in accordance with the Code of Ethics issued by ICAI together with the ethical
requirements that are relevant to our audit of the financial statements under the provisions of the Companies Act, 2013 and
the Rules thereunder, and we have fulfilled our other ethical responsibilities in accordance with these requirements and the
Code of Ethics. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for our
opinion

Q7.

Diamond Shine Ltd. is a company engaged in the manufacture of detergent. M/s Bright & Associates are the statutory
auditors of the company. Explain how the paragraph related to the management'’s responsibility will come in the auditor's
report. (ICAI Study Material - lllustration)

Management'’s Responsibility for the Standalone Financial Statements

The Company’s Board of Directors is responsible for the matters stated in section 134(5) of the Companies Act, 2013 (“the
Act”) with respect to the preparation of these standalone financial statements that give a true and fair view of the financial
position, financial performance, (changes in equity) and cash flows of the Company in accordance with the accounting
principles generally accepted in India, including the accounting Standards specified under section 133 of the Act.

This responsibility also includes maintenance of adequate accounting records in accordance with the provisions of the Act
for safeguarding of the assets of the Company and for preventing and detecting frauds and other irregularities; selection
and application of appropriate accounting policies; making judgements and estimates that are reasonable and prudent; and
design, implementation and maintenance of adequate internal financial controls, that were operating effectively for ensuring
the accuracy and completeness of the accounting records, relevant to the preparation and presentation of the financial
statement that give a true and fair view and are free from material misstatement, whether due to fraud or error.

In preparing the financial statements, management is responsible for assessing the Company’s ability to continue as a
going concern, disclosing, as applicable, matters related to going concern and using the going concern basis of accounting
unless management either intends to liquidate the Company or to cease operations, or has no realistic alternative but to do
so. Those Board of Directors are also responsible for overseeing the Company’s financial reporting process.

Q8.

M/s Ajay Vijay & Associates are the statutory auditors of Sarovar Ltd. for the FY 2023- 24. The company is engaged in the
business of manufacture of water bottles. At the time of finalising the auditor’s report, one of the audit team members asked
CA Ajay, the engagement partner to advise as to how the auditor’s responsibilities can be shown in an appendix to the
auditor’s report. Draft the auditor’s responsibility paragraph so as to advise the audit team member.

(ICAI Study Material - lllustration)

Auditor’'s Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are free from material
misstatement, whether due to fraud or error, and to issue an auditor’s report that includes our opinion. Reasonable
assurance is a high level of assurance, but is not a guarantee that an audit conducted in accordance with SAs will always
detect a material misstatement when it exists. Misstatements can arise from fraud or error and are considered material
ifindividually or in aggregate, they could reasonably be expected to influence the economic decisions of users taken on the
basis of these financial statements.

A further description of our responsibilities for the audit of the financial statements is included in appendix X of this auditor’s
report. This description, which is located at [indicate page number or other specific reference to the location of the
description], forms part of our auditor’s report.

Qo.

M/s TUV & Associates are the statutory auditors of Venus Ltd. for the FY 2023-24. At the time of finalising the auditor’s
report, one of the audit team members asked the engagement partner, CA Tarun, to explain as to how the auditor's report will
be signed. Help CA Tarun in explaining the same. (ICAI Study Material - lllustration)

The following is the correct way of signing an audit report.
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M/s TUV & Associates
Chartered Accountants
(Firm’s Registration No.)
Signature
(Name of the Member Signing the Audit Report)
(Designation)
(Membership No. XXXXX)
UDIN: 20037320AAAAAHT111
Place of Signature:
Date:

Q10.

“The auditor shall evaluate whether the financial statements are prepared, in all material respects, in accordance with the
requirements of the applicable financial reporting framework. This evaluation shall include consideration of the qualitative
aspects of the entity’s accounting practices, including indicators of possible bias in management'’s judgements.” Discuss
stating clearly qualitative aspects of the entity’s accounting practices (ICAI Study Material - Test Your Knowledge)

OR
The auditor shall evaluate whether the financial statements are prepared in accordance with the requirements of the
applicable financial reporting framework. This evaluation shall include consideration of the qualitative aspects of the entity’ s
accounting practices, including indicators of possible bias in management’s judgments. Advise about qualitative aspects of
the entity’s accounting practices, including indicators of possible bias in management’s judgments.

(RTP, May 2018, NA) (MTP1, Nov 2019, 4 Marks)

OR

The auditor evaluated, in respect of T Ltd., whether the financial statements are prepared in accordance with the
requirements of the applicable financial reporting framework. Auditor’s evaluation included consideration of the qualitative
aspects of the entity’s accounting practices, including indicators of possible bias in management’s judgments. Advise the
qualitative aspects of the entity’s accounting practices.

(MTP1, May 2018, 5 marks) (MTP2, Nov 2018, 5 Marks) (MTP1, May 2019, 4 marks)

Qualitative Aspects of the Entity’'s Accounting Practices
1.  Management makes a number of judgments about the amounts and disclosures in the financial statements.
2. SA 260 contains a discussion of the qualitative aspects of accounting practices.

3. In considering the qualitative aspects of the entity’s accounting practices, the auditor may become aware of
possible bias in management'’s judgments. The auditor may conclude that lack of neutrality together with
uncorrected misstatements causes the financial statements to be materially misstated. Indicators of a lack of
neutrality include the following:

a. The selective correction of misstatements brought to management'’s attention during the audit Example
b. Possible management bias in the making of accounting estimates.

4. SA 540 addresses possible management bias in making accounting estimates. Indicators of possible management
bias do not constitute misstatements for purposes of drawing conclusions on the reasonableness of individual
accounting estimates. They may, however, affect the auditor’s evaluation of whether the financial statements as a
whole are free from material misstatement.

Q11.

"An auditor is required to make specific evaluations while forming an opinion in an audit report." State them.
(ICAI Study Material - Test Your Knowledge) (SA, Nov 2018, 5 marks) (MTP2, May 2021, 4 marks) (MTP1, Nov 2021, 3
marks) (MTP1, May 2023, 4 marks)

OR

The auditor shall evaluate whether the financial statements are prepared in accordance with the requirements of the
applicable financial reporting framework. Explain stating clearly specific evaluations made by the auditor.

(RTP, May 2022, NA)

Specific Evaluations by the auditor: In particular, the auditor shall evaluate whether :
e The financial statements adequately disclose the significant accounting policies selected and applied;

e The accounting policies selected and applied are consistent with the applicable financial reporting framework and
are appropriate;
e The accounting estimates made by management are reasonable;
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e The information presented in the financial statements is relevant, reliable, comparable, and understandable;

e The financial statements provide adequate disclosures to enable the intended users to understand the effect of
material transactions and events on the information conveyed in the financial statements; and

e The terminology used in the financial statements, including the title of each financial statement, is appropriate.

Q12. | In considering the qualitative aspects of the entity’'s accounting practices, the auditor may become aware of possible bias in
management’s judgments. The auditor may conclude that lack of neutrality together with uncorrected misstatements causes
the financial statements to be materially misstated. Explain and analyse the indicators of lack of neutrality with examples,
wherever required. (ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA) (RTP, May 2023, NA)

In considering the qualitative aspects of the entity’s accounting practices, the auditor may become aware of possible bias in
management’s judgments. The auditor may conclude that lack of neutrality together with uncorrected misstatements
causes the financial statements to be materially misstated. Indicators of a lack of neutrality include the following:

e The selective correction of misstatements brought to management’s attention during the audit. Example

o  Correcting misstatements with the effect of increasing reported earnings, but not correcting
misstatements that have the effect of decreasing reported earnings.

o The combination of several deficiencies affecting the same significant account or disclosure (or the same
internal control component) could amount to a significant deficiency (or material weakness if required to
be communicated in the jurisdiction). This evaluation requires judgment and involvement of audit
executives.

e Possible management bias in the making of accounting estimates
Q13. | “The auditor shall form an opinion on whether the financial statements are prepared, in all material respects, in accordance
with the applicable financial reporting framework.” Explain (ICAI Study Material - Test Your Knowledge)
OR
M/s S & Associates are the Statutory Auditors of Real Ltd., a company engaged in the business of manufacturing of
garments. The auditor has completed the audit and is in the process of forming an opinion on the financial statements for
the FY. 2023-2024. CA K, the engagement partner, wants to conclude that whether the financial statements as a whole are
free from material misstatements, whether due to fraud or error. What factors he should consider to reach that conclusion?
(SA, Dec 2021, 4 marks) (MTP1, Nov 2023, 4 marks)
Factors to be considered to form an opinion:
The auditor shall form an opinion on whether the financial statements are prepared, in all material respects, in accordance
with the applicable financial reporting framework.
In order to form that opinion, the auditor shall conclude as to whether the auditor has obtained reasonable assurance about
whether the financial statements as a whole are free from material misstatement, whether due to fraud or error. That
conclusion shall take into account:
e The auditor’s conclusion, in accordance with SA 330, whether sufficient appropriate audit evidence has been
obtained
e The auditor’s conclusion, in accordance with SA 450, whether uncorrected misstatements are material, individually
or in aggregate.
e The evaluations required

o  The auditor shall evaluate whether the financial statements are prepared in accordance with the
requirements of the applicable financial reporting framework.

o  This evaluation shall include consideration of the qualitative aspects of the entity’s accounting practices,
including indicators of possible bias in management’s judgments

Q14. | The auditor’s report shall include a section with a heading “Responsibilities of Management for the Financial Statements.” SA

200 explains the premise, relating to the responsibilities of management and, where appropriate, those charged with
governance, on which an audit in accordance with SAs is conducted. Explain
(ICAI Study Material - Test Your Knowledge) (RTP, Nov 2018, NA) (MTP2, May 2019, 4 marks) (MTP1, May 2020, 4 marks)
(MTP2, May 2021, 4 marks) (MTP2, May 2023, 4 marks)

OR
The description of management’s responsibilities in the auditor’s report includes reference to management’s responsibilities
as it helps to explain to users the premise on which an audit is conducted. Explain (RTP, May 2023, NA)
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Responsibilities for the Financial Statements: The auditor’s report shall include a section with a heading “Responsibilities of
Management for the Financial Statements.”

SA 200 explains the premise, relating to the responsibilities of management and, where appropriate, TCWG, on which an
audit in accordance with SAs is conducted. Management and, where appropriate, TCWG accept responsibility for the
preparation of the financial statements. Management also accepts responsibility for such internal control as it determines
is necessary to enable the preparation of financial statements that are free from material misstatement, whether due to
fraud or error. The description of management’s responsibilities in the auditor’s report includes reference to both
responsibilities as it helps to explain to users the premise on which an audit is conducted.

This section of the auditor’s report shall describe management'’s responsibility for:

a) Preparing the financial statements in accordance with the applicable financial reporting framework, and for such
internal control as management determines is necessary to enable the preparation of financial statements that are
free from material misstatement, whether due to fraud or error and

b) Assessing the entity’s ability to continue as a going concern and whether the use of the going concern basis of
accounting is appropriate as well as disclosing, if applicable, matters relating to going concern. The explanation of
management'’s responsibility for this assessment shall include a description of when the use of the going concern
basis of accounting is appropriate.

Q15. | The auditor’s report shall include a section, directly following the Opinion section, with the heading “Basis for Opinion”.
Explain what is included in this “Basis for Opinion” section.

(ICAI Study Material - Test Your Knowledge) (RTP, Nov 2019, NA) (RTP, Nov 2020, NA) (MTP2, Nov 2023, 3 marks)

Basis for Opinion: The auditor’s report shall include a section, directly following the Opinion section, with the heading “Basis
for Opinion”,that:

e States that the audit was conducted in accordance with Standards on Auditing;
e Refers to the section of the auditor’s report that describes the auditor’s responsibilities under the SAs;

e Includes a statement that the auditor is independent of the entity in accordance with the relevant ethical
requirements relating to the audit and has fulfilled the auditor's other ethical responsibilities in accordance with
these requirements.

e States whether the auditor believes that the audit evidence the auditor has obtained is sufficient and appropriate to
provide a basis for the auditor’s opinion.

Q16. | The first section of the auditor’s report shall include the auditor’s opinion, and shall have the heading “Opinion.” The Opinion
section of the auditor’s report shall also Identify the entity whose financial statements have been audited. Apart from the
above, explain the other relevant points to be included in opinion section.

(ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA)

OR
While drafting auditor’s report of LK Ltd., what are the matter to be included by auditor in Opinion Section paragraph?
(RTP, Nov 2022, NA)

The first section of the auditor’s report shall include the auditor’s opinion, and shall have the heading “Opinion.” The Opinion
section of the auditor’s report shall also:

o Identify the entity whose financial statements have been audited;

State that the financial statements have been audited;

Identify the title of each statement comprising the financial statements;

Refer to the notes, including the summary of significant accounting policies; and

Specify the date of, or period covered by, each financial statement comprising the financial statements.

Q17. | In order to form the audit opinion as required by SA 700, the auditor shall conclude as to whether the auditor has obtained
reasonable assurance about whether the financial statements as a whole are free from material misstatement, whether due
to fraud or error. Explain the conclusions that the auditor shall take into account. Also explain the objective of auditor as per
SA 700. (MTP1, Nov 2018, 5 Marks)

The objectives of the auditor as per SA 700, “Forming an opinion and reporting on Financial Statements” are:

e To form an opinion on the financial statements based on an evaluation of the conclusions drawn from the audit
evidence obtained; and
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e To express clearly that opinion through a written report. The auditor shall form an opinion on whether the financial
statements are prepared, in all material respects, in accordance with the applicable financial reporting framework.

To form opinion - Auditor to obtain Reasonable assurance

In order to form that opinion, the auditor shall conclude as to whether the auditor has obtained reasonable assurance about
whether the financial statements as a whole are free from material misstatement, whether due to fraud or error.

That conclusion shall take into account:
e whether sufficient appropriate audit evidence has been obtained;
e whether uncorrected misstatements are material, individually or in aggregate;
e The evaluations

Q18. | The Auditor is fully satisfied with the audit of an entity in respect of its systems and procedures and wants to issue a report
without any hesitation. What type of opinion can be given and give reasoning
(MTP2, May 2019, 3 marks) (MTP1, May 2020, 3 marks) (RTP, May 2021, NA)
Unqualified Opinion:
As per SA 700 “Forming an Opinion and Reporting on Financial Statements”, the auditor shall express an unqualified opinion
when he concludes that the financial statements give a true and fair view in accordance with the financial reporting
framework used for the preparation and presentation of the financial statements.
An unqualified opinion indicates that:
e the financial statements have been prepared using the generally accepted accounting principles, which have been
consistently applied;
e the financial statements comply with relevant statutory requirements and regulations;
e there is adequate disclosure of all material matters relevant to the proper presentation of the financial information,
subject to statutory requirements, where applicable.
Q19. | The requirements of SA 700 are aimed at addressing an appropriate balance between the need for consistency and
comparability in auditor reporting globally. Explain (RTP, May 2021, NA)
The requirements of SA 700 are aimed at addressing an appropriate balance between the need for consistency and
comparability in auditor reporting globally and the need to increase the value of auditor reporting by making the information
provided in the auditor’s report more relevant to users.
This SA promotes consistency in the auditor’s report but recognizes the need for flexibility to accommodate particular
circumstances of individual jurisdictions. Consistency in the auditor’s report, when the audit has been conducted in
accordance with SAs, promotes credibility in the global marketplace by making more readily identifiable those audits that
have been conducted in accordance with globally recognized standards.
It also helps to promote the user’s understanding and to identify unusual circumstances when they occur
SA 701 “Communicating Key Audit Matters in the Auditor’s Report”
Q20. | Communicating Key Audit Matter is not a substitute for disclosure in the Financial Statements rather Communicating key

audit matters in the auditor’s report is in the context of the Auditor having formed an opinion on the financial statements as a
whole. Analyse. (ICAI Study Material- Test Your Knowledge) (RTP, May 2018, NA) (RTP, Nov 2019, NA)

OR
Communicating key audit matters in the auditor's report is in the context of the auditor having formed an opinion on the
financial statements as a whole. Communicating key audit matters in the auditor's report is not considered as a substitute or
alternative for a number of important items. What are those items?
(MTP2, May 2022, 3 marks) (RTP, Nov 2023, NA)

As per SA 701, “Communicating Key Audit Matters in the Independent Auditor’s Report”, communicating key audit matters in
the auditor’s report is in the context of the auditor having formed an opinion on the financial statements as a whole.
Communicating key audit matters in the auditor’s report is NOT

e A substitute for disclosures in the financial statements that the applicable Financial reporting framework requires
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management to make, or that are otherwise necessary to achieve fair presentation;

e A substitute for the auditor expressing a modified opinion when required by the circumstances of a specific audit
engagement in accordance with SA 705

e A substitute for reporting in accordance with SA 570 when a material uncertainty exists relating to events or
conditions that may cast significant doubt on an entity’s ability to continue as a going concern; or

e A separate opinion on individual matters.

Q21. | Explain clearly the purpose of communicating key audit matters. (RTP, Nov 2018, NA)

Purpose of communicating key audit matters:
As per SA 701, “Communicating Key Audit Matters in the Independent Auditor’s Report”, the purpose of communicating key
audit matters is to

e enhance the communicative value of the auditor's report by providing greater transparency about the audit that was
performed.

e Communicating key audit matters provides additional information to intended users of the financial statements to
assist them in understanding those matters that, in the auditor’s professional judgment, were of most significance
in the audit of the financial statements of the current period.

e Communicating key audit matters may also assist intended users in understanding the entity and areas of
significant management judgment in the audited financial statements.

Q22. | The auditor shall describe each key audit matter, using an appropriate subheading, in a separate section of the auditor’s
report under the heading “Key Audit Matters”. What would the introductory language in this section of the auditor’s report
state. Also, state the purpose of communicating key audit matters. (MTP2, May 2018, 5 marks)

The auditor shall describe each key audit matter, using an appropriate subheading, in a separate section of the auditor’s
report under the heading “Key Audit Matters”. The introductory language in this section of the auditor’s report shall state
that:
e Key audit matters are those matters that, in the auditor’s professional judgment, were of most significance in the
audit of the financial statements [of the current period]; and
e These matters were addressed in the context of the audit of the financial statements as a whole, and in forming the
auditor’s opinion thereon, and the auditor does not provide a separate opinion on these matters.

Purpose of communicating key audit matters - Refer to Qno 21

Q23. | How would an auditor determine Key Audit Matters as per SA - 701, "Communicating Key Audit Matters in the Independent
Auditor's Report'? (SA, Nov 2020, 3 marks)

OR

As an auditor of listed company, what are the matters that the auditor should keep in mind while determining "Key Audit
Matters". (RTP, Nov 2021, NA) (MTP1, Nov 2021, 3 marks)

Determining Key Audit Matters:

As per SA 701, “Communicating Key Audit Matters in the Independent Auditor’s Report”, the auditor shall determine, from the
matters communicated with those charged with governance, those matters that required significant auditor attention in
performing the audit. In making this determination, the auditor shall take into account the following:

e Areas of higher assessed risk of material misstatement, or significant risks identified in accordance with SA 315,
“Identifying and Assessing the Risks of Material Misstatement through Understanding the Entity and Its
Environment”.

e Significant auditor judgments relating to areas in the financial statements that involved significant management
judgment, including accounting estimates that have been identified as having high estimation uncertainty.

e The effect on the audit of significant events or transactions that occurred during the period.

The auditor shall determine which of the matters determined in accordance with above were of most significance in the
audit of the financial statements of the current period and therefore are the key audit matters.
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SA 705

“Modifications to the Opinion in the Independent Auditor’s Report”

Q24.

CA. Sarasbhai Patel, while conducting audit of an entity, feels that there is an atmosphere of non-cooperation all around. He
has not been provided with necessary support for attending inventory count process of entity as at year end. Besides, CFO is
not providing him present addresses of customers as well as suppliers for sending external confirmations. Even mail ids
have not been provided on the pretext of business confidentiality.

He was not able to verify revenues of entity due to lack of complete details. For verifying expenses, he has been asking for
bills on a sample basis, but staff has been making lame excuses. The matter was brought to knowledge of higher echelons
of management, but of no avail. The auditor feels that there could be misstatements and their possible effects would be
material and affecting many aspects of financial statements.

Assuming it is not possible to withdraw from engagement, what type of opinion should be expressed by auditor? (ICAI Study
Material - Test Your Understanding)

In the given case, auditor has not been able to obtain sufficient appropriate audit evidence relating to inventories, debtors,
creditors, revenues and expenses. The matter has brought to knowledge of management but no result has been achieved.
Besides, auditor opines that there could be misstatements and their possible effects could be both material and pervasive.
In such circumstances, he should make disclaimer of opinion in accordance with SA 705

Q25.

M/s Daisy & Associates are the statutory auditors of Zebra Ltd. for the FY 2023-24. CA Daisy, the engagement partner wants
to verify the cash in hand as on 31.03.2024. The cash balance of the company as on 31.03.2024 is ¥ 1,00,000/- and the
turnover of the company for the year is ¥ 6 crores. The management of the company informs CA Daisy that such cash
verification is not possible as the cashier is on leave for his marriage and no other employee of the company is available as
all are busy in year ending activities. Explain the relevant provisions to deal with such a situation.

(ICAI Study Material - lllustration)

e If, after accepting the engagement, the auditor becomes aware that management has imposed a limitation on the
scope of the audit that the auditor considers is likely to result in the need to express a qualified opinion or to
disclaim an opinion on the financial statements, the auditor shall request that management remove the limitation.

e Inthe present case CA Daisy, the statutory auditor is unable to verify the cash in hand of Zebra Ltd. as on
31.03.2024. The same is due to a limitation imposed by the management of Zebra Ltd. which is due to the non
availability of the cashier.

e In such situation, CA Daisy should perform alternate procedures to verify the cash on hand of the company. Further,
CA Daisy should consider the impact on the auditor’s report and may consider issuing a qualified opinion in this
case.

Q26.

M/s Sun Moon & Associates are the statutory auditors of Venus Ltd. for the FY 2023-24. Owing to the pervasive nature of
material misstatements in the financial statements of the company, CA Moon, the engagement partner decided to give an
adverse opinion. Explain the responsibility of CA Moon with respect to communication with those charged with governance

(ICAI Study Material - lllustration)

CA Moon, being the statutory auditor of Venus Ltd. should communicate with those charged with governance about the
circumstances that led to the expected modification i.e. an adverse opinion. Further the wording of such modification also
needs to be discussed.

Q27.

Super Duper Ltd. is a company engaged in the manufacture of office furniture. M/s Young Old & Associates are the statutory
auditors of the company for the FY 2023-24. During the year under audit, the engagement partner CA Young noticed that the
company has not bifurcated its loans into long term and short term. CA Young understands that such misstatement is not
pervasive though the same is material. Explain the type of opinion that should be given by M/s Young Old & Associates in
this case. (ICAI Study Material - lllustration)

M/s Young Old & Associates should give a qualified opinion as the effect of the misstatement on account of the
non-bifurcation of loans into long term and short term loans, is material but not pervasive.

Q28.

M/s Taj Raj & Associates are the statutory auditors of Polex Ltd. engaged in the manufacture of premium watches, for the FY
2023-24. During the course of audit, CA Taj, the engagement partner found that the stocks and debtors of the company
constituting about 80% of the total assets of the company are not realisable. Further, the cashier of the company has
committed a fraud during the year under audit. Both the facts are not reflected in the financial statements for the year ending
31.03.2024. Accordingly, CA Taj is of the view that the impact of both the situations on the financial statements is material
and pervasive and thus, the financial statements represent a distorted view of the state of affairs of the company. Explain
the reporting requirements of CA Taj. (ICAI Study Material - lllustration)
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The auditor shall express an adverse opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.

In the case Polex Ltd., CA Taj found that the stocks and debtors of the company constituting about 80% of the total assets of
the company are not realisable. Further, the cashier of the company has committed a fraud during the year under audit. Such
situations are not reflected in the financial statements of the company despite having a material and pervasive impact on the
financial statements. As such, CA Taj should give an adverse opinion.

Further, CA Taj should also consider the reporting responsibilities under CARO 2020 and section 143(12) of the Companies
Act, 2013.

Q29.

Delightful Ltd. is a company engaged in the production of smiley balls. During the FY 2023-24 the company transferred its
accounts to computerised system (SAP) from manual system of accounts. Since the employees of the company were not
well versed with the SAP system, there were many errors in the accounting during the transition period. As such the statutory
auditors of the company were not able to extract correct data and reports from the system. Such data was not available
manually also. Further, the employees and the management of the company were not supportive in providing the requisite
information to the audit team. Explain the kind of audit report that the statutory auditor of the company should issue in this
case. (ICAI Study Material - lllustration)

OR

Delightful Ltd. is a company engaged in the production of smiley balls. During the FY 2023- 24 the company transferred its
accounts to computerised system (SAP) from manual system of accounts. Since the employees of the company were not
well versed with the SAP system, there were many errors in the accounting during the transition period. As such the statutory
auditors of the company were not able to extract correct data and reports from the system. Such data was not available
manually also. Further, the employees and the management of the company were not supportive in providing the requisite
information to the audit team. The auditor believes that the possible effects on the financial statements of undetected
misstatements could be both material and pervasive. Explain the kind of audit report that the statutory auditor of the
company should issue in this case. (RTP, Nov 2021, NA)

e The auditor shall disclaim an opinion when the auditor is unable to obtain sufficient appropriate audit evidence on
which to base the opinion, and the auditor concludes that the possible effects on the financial statements of
undetected misstatements, if any, could be both material and pervasive.

e The auditor shall disclaim an opinion when, in extremely rare circumstances involving multiple uncertainties, the
auditor concludes that, notwithstanding having obtained sufficient appropriate audit evidence regarding each of the
individual uncertainties, it is not possible to form an opinion on the financial statements due to the potential
interaction of the uncertainties and their possible cumulative effect on the financial statements.

e Inthe present case Delightful Ltd, the statutory auditor of the company is unable to extract correct data and reports
from the SAP system for conduct of audit. Also, such data and reports are not available manually. Moreover, the
auditor believes that the possible effects on the financial statements of undetected misstatements could be both
material and pervasive.

e  As such, the statutory auditor of Delightful Ltd. should give a disclaimer of opinion.

Q30.

Discuss the objective of the auditor as per Standard on Auditing (SA) 705 “Modifications to The Opinion in The Independent
Auditor’s Report” (ICAI Study Material - Test Your Knowledge)

As per SA 705 “Modifications To The Opinion In The Independent Auditor’s Report”, the objective of the auditor is to express
clearly an appropriately modified opinion on the financial statements that is necessary when:
e The auditor concludes, based on the audit evidence obtained, that the financial statements as a whole are not free
from material misstatement; or
e The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the financial statements as a
whole are free from material misstatement.

Q31.

Distinguish between an adverse opinion and a qualified opinion. Also draft an opinion paragraph for both types of opinion.
(ICAI Study Material - Test Your Knowledge) (MTP2, Nov 2023, 4 marks)

An auditor shall express an adverse opinion, when the auditor having obtained sufficient and appropriate audit evidence,
concludes that misstatements, individually or in aggregate are both material and pervasive.

Whereas, when the auditor, having obtained sufficient and appropriate audit evidence, concludes that misstatements are

Neeraj Arora | www.edu91.org 8.9


http://www.edu91.org

Question Bank - Chapter 8 Compiled by Neeraj Arora and TEAM

material but not pervasive, shall express a qualified opinion.

SA705 - “Modifications To The Opinion In The Independent Auditor's Report” deals with the form and content of both types
of report. The following are the draft of the opinion paragraphs of the reports.

Adverse Opinion

We have audited the accompanying consolidated financial statements of ABC Company Limited and its subsidiaries, its
associates and jointly controlled entities, which comprise the consolidated balance sheet as at March 31, 2024, the
consolidated statement of profit and Loss, (consolidated statement of changes in equity) and the consolidated statement of
cash flows for the year then ended, and notes to the consolidated financial statements, including a summary of significant
accounting policies (hereinafter referred to as the “consolidated financial statements”).

In our opinion and to the best of our information and according to the explanations given to us, because of the significance
of the matter discussed in the Basis for Adverse Opinion section of our report, the accompanying consolidated financial
statements do not give a true and fair view in conformity with the accounting principles generally accepted in India, of their
consolidated state of affairs of the Group, its associates and jointly controlled entities, as at March 31, 2024, of its
consolidated profit/loss, (consolidated position of changes in equity) and the consolidated cash flows for the year then
ended.

Qualified Opinion

We have audited the standalone financial statements of ABC Company Limited (“the Company”), which comprise the
balance sheet as at March 31, 2024, and the statement of Profit and Loss, (statement of changes in equity) and the
statement of cash flows for the year then ended, and notes to the financial statements, including a summary of significant
accounting policies and other explanatory information.

In our opinion and to the best of our information and according to the explanations given to us, except for the effects of the
matter described in the Basis for Qualified Opinion section of our report, the aforesaid financial statements give a true and
fair view in conformity with the accounting principles generally accepted in India, of the state of affairs of the Company as at
March 31st, 2024 and profit/loss, (changes in equity) and its cash flows for the year ended on that date.

Q32. | Discuss the factors affecting the decision of the auditor regarding which type of modified opinion is appropriate.
(ICAI Study Material - Test Your Knowledge)
The decision regarding which type of modified opinion is appropriate depends upon:

e The nature of the matter giving rise to the modification, that is, whether the financial statements are materially
misstated or, in the case of an inability to obtain sufficient appropriate audit evidence, may be materially
misstated; and

e The auditor’s judgment about the pervasiveness of the effects or possible effects of the matter on the financial
statements.

Q33. | XYZ Ltd. which is in the business of trading of automobile components is following Cash Basis of Accounting for sale of

spare parts. As Statutory Auditor of XYZ Ltd. explain the reporting requirements, manner of qualification and disclosure, if
any, to be made in the auditor's report in line with AS-1 ‘Disclosure of Accounting Policies’. (SA, Jan 2021, 3 marks)

Reporting requirements, Manner of qualification and disclosure to be made in the auditor’s report in line with AS 1,
“Disclosure of Accounting Policies” are given hereunder :

e Inthe case of a company, members should qualify their audit reports in case -

a) accounting policies required to be disclosed under Schedule Il or any other provisions of the Companies
Act, 2013 have not been disclosed, or

b) accounts have not been prepared on accrual basis, or

¢) the fundamental accounting assumption of going concern has not been followed and this fact has not
been disclosed in the financial statements, or

d) proper disclosures regarding changes in the accounting policies have not been made.

e Where a company has been given a specific exemption regarding any of the matters stated above but the fact of
such exemption has not been adequately disclosed in the accounts, the member should mention the fact of
exemption in his audit report without necessarily making it a subject matter of audit qualification.

e Inview of the above, the auditor will have to consider different circumstances whether the audit report has to be
qualified or only disclosures have to be given.

e In making a qualification / disclosure in the audit report, the auditor should consider the materiality of the relevant
item. Thus, the auditor need not make qualification / disclosure in respect of items which, in his judgment, are not
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material.

e Adisclosure, which is not a subject matter of audit qualification, should be made in the auditor’s report in a manner
that it is clear to the reader that the disclosure does not constitute an audit qualification. The paragraph containing
the auditor’s opinion on true and fair view should not include a reference to the paragraph containing the aforesaid
disclosure.

Q34.

What an auditor should state in "Basis for opinion" section of auditor's report and when the auditor modifies the opinion on
the financial statements, what amendments he should make in this section ? (SA, Jan 2021, 4 marks) (RTP, Nov 2023, NA)

An auditor should state in “Basis for Opinion” section of Auditor's Report as under:
Basis for Opinion: The auditor’s report shall include a section, directly following the Opinion section, with the heading “Basis
for Opinion”, that:

e States that the audit was conducted in accordance with Standards on Auditing;

e Refers to the section of the auditor’s report that describes the auditor’s responsibilities under the SAs;

e Includes a statement that the auditor is independent of the entity in accordance with the relevant ethical
requirements relating to the audit and has fulfilled the auditor's other ethical responsibilities in accordance with
these requirements.

e States whether the auditor believes that the audit evidence the auditor has obtained is sufficient and appropriate to
provide a basis for the auditor’s opinion.

Amendments an Auditor should make:
When the auditor modifies the opinion on the financial statements, the auditor shall, in addition to the specific elements
required by SA 700 (Revised):
e Amend the heading “Basis for Opinion” required by para of SA 700 (Revised) to “Basis for Qualified Opinion,” “Basis
for Adverse Opinion,” or “Basis for Disclaimer of Opinion,” as appropriate; and

e  Within this section, include a description of the matter giving rise to the modification.

Q35.

CA Guru is in the process of preparing the final audit report of JPA Private Limited and would like to disclaim his opinion on
the financial statements due to an inability to obtain sufficient appropriate audit evidence. How CA Guru shall amend the
description of the auditor's responsibilities as required by SA 700 (Revised)?
(SA, July 2021, 3 marks)

OR
When the auditor disclaims an opinion on the financial statements due to an inability to obtain sufficient appropriate audit
evidence, the auditor shall amend the description of the auditor’s responsibilities required by SA 700. Explain
(RTP, May 2022, NA)

When the auditor disclaims an opinion on the financial statements due to an inability to obtain sufficient appropriate audit
evidence, the auditor shall amend the description of the auditor’s responsibilities required by SA 700 to include only the
following:

e A statement that the auditor’s responsibility is to conduct an audit of the entity’s financial statements in
accordance with Standards on Auditing and to issue an auditor’s report;

e A statement that, however, because of the matter(s) described in the Basis for Disclaimer of Opinion section, the
auditor was not able to obtain sufficient appropriate audit evidence to provide a basis for an audit opinion on the
financial statements, and

e The statement about auditor independence and other ethical responsibilities required by SA 700 (Revised)

Q36.

While conducting audit of VED Ltd., you as an auditor are not only prevented in completing certain audit procedures but also
are not able to obtain audit evidence even by performing alternative procedures. How you will deal with this situation?

(MTP1, May 2022, 4 marks)

As per SA 705, “Modifications to the Opinion in the Independent Auditor’'s Report”, if, after accepting the engagement, the
auditor becomes aware that management has imposed a limitation on the scope of the audit that the auditor considers likely
to result in the need to express a qualified opinion or to disclaim an opinion on the financial statements, the auditor shall
request that management remove the limitation.

If management refuses to remove the limitation, the auditor shall communicate the matter to those charged with
governance, unless all of those charged with governance are involved in managing the entity and determine whether it is
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possible to perform alternative procedures to obtain sufficient appropriate audit evidence.

If the auditor is unable to obtain sufficient appropriate audit evidence, the auditor shall determine the implications as
follows:
e If the auditor concludes that the possible effects on the financial statements of undetected misstatements, if any,
could be material but not pervasive, the auditor shall qualify the opinion; or
e If the auditor concludes that the possible effects on the financial statements of undetected misstatements, if any,
could be both material and pervasive so that a qualification of the opinion would be inadequate to communicate
the gravity of the situation, the auditor shall:
o  Withdraw from the audit, where practicable and possible under applicable law or regulation; or
o If withdrawal from the audit before issuing the auditor’s report is not practicable or possible, disclaim an
opinion on the financial statements.

If the auditor withdraws, before withdrawing, the auditor shall communicate to those charged with governance any matters
regarding misstatements identified during the audit that would have given rise to a modification of the opinion.

Q37.

What are the circumstances in which auditors are required to qualify their reports of companies for mattes related to AS-|
‘Disclosure of Accounting Policies’? (MTP1, May 2022, 3 marks)

While discharging their attest function, the members of the Institute may keep the following in mind with regard to
mandatory Accounting Standards. As per AS 1 - Disclosure of Accounting Policies, in the case of a company, members
should qualify their audit reports in case:
i) accounting policies required to be disclosed under Schedule Ill or any other provisions of the Companies Act, 2013,
have not been disclosed, or

i) accounts have not been prepared on accrual basis, or

iii) the fundamental accounting assumption of going concern has not been followed and this fact has not been
disclosed in the financial statements, or

iv) proper disclosures regarding changes in the accounting policies have not been made.

Q38.

Elucidate the circumstances when a modification to the Auditor's opinion is required. Also state the factors for making the
decision regarding which type of modified opinion is appropriate. (SA, May 2023, 3 marks)

As required by SA 705 “Modifications To The Opinion In The Independent Auditor's Report” The auditor shall modify the
opinion in the auditor’s report in the following circumstances:
e The auditor concludes, based on the audit evidence obtained, that the financial statements as a whole are not free
from material misstatement; or
e The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the financial statements as a
whole are free from material misstatement.

The decision regarding which type of modified opinion is appropriate depends upon:

e The nature of the matter giving rise to the modification, that is, whether the financial statements are materially
misstated or, in the case of an inability to obtain sufficient appropriate audit evidence, may be materially misstated;
and

e The auditor’s judgment about the pervasiveness of the effects or possible effects of the matter on the financial
statements.

SA 706
Report”

“Emphasis of Matter Paragraphs and Other Matter Paragraphs In The Independent Auditor’s

Q39.

Lomaxe Ltd. is a company engaged in the business of manufacture of candles. CA Kamalnath is the statutory auditor of the
company for the FY 2023-24. During the year under audit, there was a fire in the company’s factory as a result of which, some
of the company’s plant and machinery was destroyed. The same was disclosed by the company in the notes to accounts
annexed to the financial statements for the year ending 31.03.2024. CA Kamalnath decided to communicate this matter in
the auditor’s report as he is of the view that the matter is of such importance that it is fundamental to the user’s
understanding of the financial statements. Help CA Kamalnath to deal with this situation in the auditor’s report

(ICAI Study Material - lllustration)
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In the present case there is a need to add Emphasis on Matter Paragraph in the Auditor’s Report. The draft of the same is as
under:

Emphasis of Matter — Effects of Fire in Company’s Factory

We draw attention to Note Y of the financial statements, which describes the effects of a fire in the Company’s factory. Our
opinion is not modified in respect of this matter.

Q40.

Define Emphasis of Matter Paragraph and how it should be disclosed in the Independent Auditor's Report?
(ICAI Study Material- Test Your Knowledge) (SA, May 2018, 5 marks) (RTP, Nov 2020, NA)
OR

Define Emphasis of Matter paragraph. When the auditor shall include an Emphasis of Matter paragraph in the auditor’s
report? Also explain how the auditor would include an Emphasis of Matter in the auditor’s report? (RTP, May 2019, NA)

Emphasis of Matter paragraph — A paragraph included in the auditor’s report that refers to a matter appropriately presented
or disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is fundamental to users’
understanding of the financial statements.

Emphasis of Matter Paragraphs in the Auditor’s Report

If the auditor considers it necessary to draw users’ attention to a matter presented or disclosed in the financial statements
that, in the auditor’s judgment, is of such importance that it is fundamental to users’ understanding of the financial
statements, the auditor shall include an Emphasis of Matter paragraph in the auditor’s report provided:

e The auditor would not be required to modify the opinion in accordance with SA 705 (Revised) as a result of the
matter; and

e When SA 701 applies, the matter has not been determined to be a key audit matter to be communicated in the
auditor’s report.

Separate section for Emphasis of Matter paragraph:
When the auditor includes an Emphasis of Matter paragraph in the auditor’s report, the auditor shall:

e Include the paragraph within a separate section of the auditor’s report with an appropriate heading that includes
the term “Emphasis of Matter”;

e Include in the paragraph a clear reference to the matter being emphasized and to where relevant disclosures that
fully describe the matter can be found in the financial statements. The paragraph shall refer only to information
presented or disclosed in the financial statements; and

e Indicate that the auditor’s opinion is not modified in respect of the matter emphasized

Q41.

State clearly the objective of the Auditor as per SA 706. Also define emphasis of matter paragraph and other matter
paragraph. (MTP1, Nov 2020, 4 marks)

As per SA 706 (Revised) on “Emphasis of Matter Paragraphs and Other Matter Paragraphs In The Independent Auditor’s
Report”, the objective of the auditor, having formed an opinion on the financial statements, is to draw users’ attention, when
in the auditor’s judgment it is necessary to do so, by way of clear additional communication in the auditor’s report, to:
e A matter, although appropriately presented or disclosed in the financial statements, that is of such importance that
it is fundamental to users’ understanding of the financial statements; or
e As appropriate, any other matter that is relevant to users’ understanding of the audit, the auditor’s responsibilities or
the auditor’s report.

Emphasis of Matter paragraph — A paragraph included in the auditor’s report that refers to a matter appropriately presented
or disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is fundamental to users’
understanding of the financial statements.

Other Matter paragraph — A paragraph included in the auditor’s report that refers to a matter other than those presented or
disclosed in the financial statements that, in the auditor’s judgment, is relevant to users’ understanding of the audit, the
auditor’s responsibilities or the auditor’s report

Q42.

Mention the examples of circumstances where the auditor may consider it necessary to include an Emphasis of Matter
paragraph. (MTP2, Nov 2021, 3 marks) (RTP, Nov 2022, NA) (MTP1, Nov 2023, 4 marks)

OR
What is meant by Emphasis of Matter Paragraph? Give some examples of circumstances where the auditor may consider it
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necessary to include an Emphasis of Matter paragraph. (MTP1, Nov 2022, 4 Marks)

Emphasis of Matter paragraph is a paragraph included in the auditor’s report that refers to a matter appropriately presented
or disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is fundamental to users’
understanding of the financial statements.

Examples of circumstances to include Emphasis of Matter Paragraph:
The examples of circumstances where the auditor may consider it necessary to include an Emphasis of Matter paragraph
are;

e Anuncertainty relating to the future outcome of an exceptional litigation or regulatory action.

e Asignificant subsequent event that occurs between the date of the financial statements and the date of the
auditor’s report.

e Early application (where permitted) of a new accounting standard that has a material effect on the financial
statements.

e A major catastrophe that has had, or continues to have, a significant effect on the entity's financial position.

SA 710

“Comparative Information - Corresponding Figures and Comparative Financial Statements”

Q43.

The nature of the comparative information that is presented in an entity’s financial statements depends on the requirements
of the applicable financial reporting framework. There are two different broad approaches to the auditor’s reporting
responsibilities in respect of such comparative information: corresponding figures and comparative financial statements.
The approach to be adopted is often specified by law or regulation but may also be specified in the terms of engagement.
Advise the essential audit reporting differences between the approaches Also explain the audit procedure regarding
comparative information. (MTP2, May 2018, 5 marks)

OR
The nature of the comparative information that is presented in an entity’s financial statements depends on the requirements
of the applicable financial reporting framework. There are two different broad approaches to the auditor’s reporting
responsibilities in respect of such comparative information: corresponding figures and comparative financial statements.
Explain clearly stating the essential audit reporting differences between the approaches. Also define comparative
information and audit procedures regarding comparative information. (RTP, May 2019, NA)

The nature of the comparative information that is presented in an entity’s financial statements depends on the requirements
of the applicable financial reporting framework. There are two different broad approaches to the auditor’s reporting
responsibilities in respect of such comparative information: corresponding figures and comparative financial statements.
The approach to be adopted is often specified by law or regulation but may also be specified in the terms of engagement.

The essential audit reporting differences between the approaches are:
e For corresponding figures, the auditor’s opinion on the financial statements refers to the current period only;
whereas
e For comparative financial statements, the auditor’s opinion refers to each period for which financial statements are
presented.

Definition of Comparative information — The amounts and disclosures included in the financial statements in respect of one
or more prior periods in accordance with the applicable financial reporting framework.

Audit Procedures regarding comparative information
e The auditor shall determine whether the financial statements include the comparative information required by the
applicable financial reporting framework and whether such information is appropriately classified. For this purpose,
the auditor shall evaluate whether:
o  The comparative information agrees with the amounts and other disclosures presented in the prior
period; and
o  The accounting policies reflected in the comparative information are consistent with those applied in the
current period or, if there have been changes in accounting policies, whether those changes have been
properly accounted for and adequately presented and disclosed.
e If the auditor becomes aware of a possible material misstatement in the comparative information while performing
the current period audit, the auditor shall perform such additional audit procedures as are necessary in the
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circumstances to obtain sufficient appropriate audit evidence to determine whether a material misstatement exists.

e The auditor shall request written representations for all periods referred to in the auditor’s opinion. The auditor may
requests a specific written representation regarding any prior period item that is separately disclosed in the current
year’s financial statement

Q44. | When corresponding figures are presented, the auditor’s opinion shall not refer to the corresponding figures except in some

circumstances. Explain those circumstances (MTP1, Nov 2018, 5 Marks) (MTP1, Nov 2022, 4 Marks)

OR
When corresponding figures are presented, the auditor’s opinion shall not refer to the corresponding figures. Discuss the
exceptions of the above statement when the prior period financial statements are audited. (SA, Nov 2019, 4 marks)

OR
The senior member of the firm Kaur & Associates, Chartered Accountants, informed to its auditing staff that at the time of
audit reporting regarding corresponding figures, when corresponding figures are presented, the auditor's opinion shall not
refer to the corresponding figures except in specified circumstances. What are those exceptional circumstances?
(SA, May 2022, 4 Marks)
When corresponding figures are presented, the auditor’s opinion shall not refer to the corresponding figures except in the
following circumstances.

e If the auditor's report on prior period FS was modified and the subject of modification is still unresolved, the auditor
shall modify the current audit report also. In the Basis for Modification paragraph in the auditor’s report, the auditor
shall either

o Refer to both the current period’s figures and the corresponding figures in the description of the matter
giving rise to the modification when the effects or possible effects of the matter on the current period'’s
figures are material; or

o In other cases, explain that the audit opinion has been modified because of the effects or possible effects
of the unresolved matter on the comparability of the current period’s figures and the corresponding
figures.

e If the auditor obtains audit evidence that a material misstatement exists in the prior period FS on which an
unmodified opinion has been previously issued, the auditor shall verify whether the misstatement has been dealt
with as required under the applicable financial reporting framework and, if that is not the case, the auditor shall
express a qualified opinion or an adverse opinion in the auditor’s report on the current period financial statements,
modified.

e  Prior Period Financial Statements Not Audited- If the prior period financial statements were not audited, the auditor
shall state in an Other Matter paragraph in the auditor’s report that the corresponding figures are unaudited. Such a
statement does not, however, relieve the auditor of the requirement to obtain sufficient appropriate audit evidence
that the opening balances do not contain misstatements that materially affect the current period’s financial
statements

Q45. | If the financial statements of the prior period were audited by a predecessor auditor, in addition to expressing an opinion on

the current period's financial statements, what is required to be stated by the auditor in an Other Matter paragraph.
(MTP1, Nov 2022, 3 Marks)

OR
NG Ltd. appointed CA N as the statutory auditor for the F.Y. 2023-2024. Previous year's auditor gave a qualified opinion on

the Comparative Financial Statements for the year ended 31.03.2023. What will be the reporting responsibility casted on CA
N when he forms an opinion and prepares audit report on the Comparative Financial Statements for the F.Y. 2023-2024?

(SA, Nov 2022, 4 marks)

As per SA 710, if the financial statements of the prior period were audited by a predecessor auditor, in addition to expressing
an opinion on the current period’s financial statements, the auditor shall state in an Other Matter paragraph:

e That the financial statements of the prior period were audited by a predecessor auditor;

e The type of opinion expressed by the predecessor auditor and, if the opinion was modified, the reasons therefor;
and

e The date of that report, unless the predecessor auditor’s report on the prior period’s financial statements is revised
with the financial statements
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SA 299 “Joint Audit of Financial Statements”

Q46. | The practice of appointing Chartered Accountants as joint auditors is quite widespread in big companies and corporations.
Explain stating the advantages of the joint audit. (ICAlI Study Material - Test Your Knowledge) (RTP, Nov 2019, NA) (MTP2,
May 2023, 4 marks)

Joint Audit: The practice of appointing Chartered Accountants as joint auditors is quite widespread in big companies and
corporations. Joint audit basically implies pooling together the resources and expertise of more than one firm of auditors to
render an expert job in a given time period which may be difficult to accomplish acting individually. It essentially involves
sharing of the total work. This is by itself a great advantage.
In specific terms the advantages that flow may be the following:
i) Sharing of expertise.
ii) Advantage of mutual consultation.
iii) Lower workload.
iv) Better quality of performance.
V) Improved service to the client.
vi) In respect of multinational companies, the work can be spread using the expertise of the local firms which are in a
better position to deal with detailed work and the local laws and regulations.
vii) Lower staff development costs.
viii) Lower costs to carry out the work.
ix) A sense of healthy competition towards a better performance

Q47. | "Before the commencement of audit, the joint auditors should discuss and develop a joint audit plan.” Discuss the points to

be considered in developing the joint audit plan by the joint auditors. (SA, Nov 2019, 4 marks)
OR

Before the commencement of the audit, the joint auditors should discuss and develop a joint audit plan. In developing the
joint audit plan, the joint auditors should identify division of audit areas and common audit areas. Explain stating the other
relevant considerations in this regard. (ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA)
Before the commencement of the audit, the joint auditors should discuss and develop a joint audit plan. In developing the
joint audit plan, the joint auditors should:

e identify division of audit areas and common audit areas;

e ascertain the reporting objectives of the engagement;

e consider and communicate among all joint auditors the factors that are significant in directing the engagement

team'’s efforts;
e consider the results of preliminary engagement activities, or similar engagements performed earlier.
e ascertain the nature, timing and extent of resources necessary to accomplish the engagement.
Q48. | HMB Limited's business has grown from one state of India to various countries of the world. Since the business has

increased manifold, the management decided to appoint joint auditors for conducting the statutory audit of the company.
They appointed three CA firms for it. For which audit work the joint auditors will be jointly & severally responsible?

(SA, Nov 2022, 4 marks)

Joint Audit of Financial Statements: As per SA 299, “Joint Audit of Financial Statements”, all the joint auditors shall be
jointly and severally responsible for:

e the audit work which is not divided among the joint auditors and is carried out by all joint auditors;

e decisions taken by all the joint auditors under audit planning in respect of common audit areas;

e matters which are brought to the notice of the joint auditors by any one of them and there is an agreement among

the joint auditors on such matters;
e examining that the financial statements of the entity comply with the requirements of the relevant statutes;
e presentation and disclosure of the financial statements as required by the applicable financial reporting framework;

e ensuring that the audit report complies with the requirements of the relevant statutes, applicable Standards on
Auditing and other relevant pronouncements issued by ICAL.
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Audit of Branch Office Accounts

Q49.

CA. Dicky Yadav is auditor of a company having four branches. The four branches are audited by another auditor CA. Yamini
Jain. The reports in respect of accounts of branches examined by her have already been sent to company auditor. During the
course of audit, CA Dicky Yadav asks the branch auditor to share with her summary of audit procedures and findings in
respect of accounts of branches examined. CA. Yamini Jain feels it as encroachment of her domain. Discuss the issue

(ICAI Study Material - Test Your Understanding)

As per SA 600 - “Using the Work of Another Auditor”, the principal auditor might discuss with the other auditor the audit
procedures applied or review a written summary of the other auditor’'s procedures and findings which may be in the form of
a completed questionnaire or check-list.

Such review of audit procedures and findings can be undertaken if the principal auditor feels that it is necessary to apply
such procedures to obtain sufficient appropriate audit evidence. It is not an encroachment of another auditor’s domain.

Q50.

ABC Ltd is a company incorporated in India. It has branches within and outside India. Explain who can be appointed as an
auditor of these branches within and outside India. Also explain to whom branch auditor is required to report.

(ICAI Study Material - Test Your Knowledge) (RTP, May 2020, NA)

Branch Auditor:

e Section 143(8) of the Companies Act, 2013, prescribes the duties and powers of the company’s auditor with
reference to the audit of the branch and the branch auditor.

e Where a company has a branch office, the accounts of that office shall be audited either by
o the auditor appointed for the company i.e. company's auditor
o any other person qualified for appointment as an auditor of the company under this Act

o  where the branch office is situated in a country outside India, the accounts of the branch office shall be
audited either by the company's auditor or by an accountant or by any other person duly qualified to act as
an auditor of the accounts of the branch office in accordance with the laws of that country

e  The branch auditor shall prepare a report on the accounts of the branch examined by him and send it to the auditor
of the company who shall deal with it in his report in such manner as he considers necessary.

e  Further as per rule 12 of the Companies (Audit and Auditors) Rules, 2014, the branch auditor shall submit his report
to the company’s auditor and reporting of fraud by the auditor shall also extend to such branch auditor to the extent
it relates to the concerned branch.

Q51.

When the accounts of the branch are audited by a person other than the company'’s auditor, there is need for a clear
understanding of the role of such auditor and the company’s auditor in relation to the audit of the accounts of the branch and
the audit of the company as a whole. Explain. (RTP, Nov 2018, NA) (MTP1, Nov 2020, 4 Marks)

SA 600 "Using the work of Another Auditor" establishes the standard when an auditor, reporting on the financial statements
of a company, uses the work of another auditor on the financial information of one or more components included in the
financial statements of the entity. There should be sufficient liaison between the principal auditor and the other auditor. SA
600 provides the following in this regard:

e  Where another auditor has been appointed for the component, the principal auditor would normally be entitled to
rely upon the work of such auditor unless there are special circumstances to make it essential for him to visit the
component and/or to examine the books of account and other records of the said component. Further, it requires
that the principal auditor should perform procedures to obtain sufficient appropriate audit evidence, that the work of
the other auditor is adequate for the principal auditor's purposes, in the context of the specific assignment.

e When using the work of another auditor, the principal auditor should ordinarily perform the following procedures:

o advise the other auditor of the use that is to be made of the other auditor's work and report and make
sufficient arrangements for co-ordination of their efforts at the planning stage of the audit. The principal
auditor would inform the other auditor of matters such as areas requiring special consideration,
procedures for the identification of inter-component transactions that may require disclosure and the
time-table for completion of audit; and

o advise the other auditor of the significant accounting, auditing and reporting requirements and obtain
representation as to compliance with them.

e The principal auditor might discuss with the other auditor the audit procedures applied or review a written
summary of the other auditor's procedures and findings which may be in the form of a completed questionnaire or
check-list.

e The principal auditor may also wish to visit the other auditor. The nature, timing and extent of procedures will
depend on the circumstances of the engagement and the principal auditor's knowledge of the professional
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competence of the other auditor. This knowledge may have been enhanced from the review of the previous audit
work of the other auditor.

Q52.

RJ Limited is in the business of trading of cycles having Head Office at Delhi and branch at Mumbai. Statutory audit of Head
Office was to be done by CA D and statutory audit of branch at Mumbai was to be done by CA M. During the course of audit
by CA D at head office, CA D Wanted to visit branch at Mumbai and verify the inventory records at Mumbai.The management
of RJ Limited did not allow CA D to visit Mumbai office and verify the inventory records as the branch audit of Mumbai was
already being undertaken by another CA M. In the above situation, discuss the rights available with CA D in terms of the
Companies Act, 2013. (SA, Nov 2020, 3 Marks)

e Section 143(1) of the Companies Act, 2013, provides that company auditor, at all times, shall have a right of access
to the books of account and vouchers of the company, whether kept at the registered office of the company or at
any other place and he is entitled to require from the officers of the company such information and explanation as
he may consider necessary for the performance of his duties as auditor.

e Theright of access is not limited to those books and records maintained at the registered or head office so that in
the case of a company with branches, the right also extends to the branch records, if the auditor considers it
necessary to have access thereto as per Section 143(8).

e Inthe given case where CA D was appointed as Statutory Auditor of Head office of RJ Ltd and CA M was appointed
to conduct Statutory Audit of Branch office of RJ Ltd., CA D wanted to visit Mumbai Branch to verify the inventory
records at Mumbai but management of RJ Ltd did not allow CA D to verify the inventory records at its Mumbai
Branch on the ground that branch audit was already being undertaken by another CA M.

e |t can be concluded that CA D has a right to visit the branch for verifying inventory records at Mumbai even if the

branch accounts are audited by another auditor CA M, if he considers it necessary to do so for the performance of
his duties as an auditor.

Reporting Requirements Under The Companies Act, 2013

Q53. | Mr. Ais appointed as statutory auditor of a company for the Financial Year ended 31st March, 2024. During the course of
audit, it was found that few doubtful transactions had been committed by finance manager who retired in March, 2024. The
fraud was going on since last 2 -3 years and the total amount misappropriated exceeding ¥ 100 lakhs. As a statutory auditor,
what would be reporting responsibilities of Mr. A? (SA, May 2018, 5 marks) (MTP1, May 2021, 4 marks)

Reporting Fraud to Central Government:

e As per section 143(12) of the Companies Act, 2013 read with Rule 13 of the Companies (Audit and Auditors) Rules,
2014, if an auditor of a company in the course of the performance of his duties as auditor, has reason to believe
that an offence of fraud, which involves or is expected to involve individually an amount of ¥ 1 crore or above, is
being or has been committed in the company by its officers or employees, the auditor shall report the matter to the
Central Government within such time and in such manner as prescribed.

e However, in case of a fraud involving lesser than the specified amount, i.e. below ¥ 1 Cr., the auditor shall report the
matter to the audit committee constituted u/s 177 or to the Board in other cases within such time and in such
manner as may be prescribed

e The companies, whose auditors have reported frauds to the audit committee or the Board but not reported to the
Central Government, shall disclose the details about such frauds in the Board's report in such manner as may be
prescribed.

Q54. | Explain the duties of Auditor to inquire under Section 143(1) of the Companies Act, 2013. (RTP, Nov 2018, NA)

OR
The auditor is not required to report on the matters specified in sub-section (1) of Section 143 unless he has any special
comments to make on any of the items referred to therein. If he is satisfied as a result of the inquiries, he has no further duty
to report that he is so satisfied. Explain clearly stating the matters for which the auditor has to perform his duty of inquiry
under this section. (MTP1, Nov 2018, 5 Marks)

OR
The auditor has to make inquires on certain matters under section 143(1) of Companies Act, 2013. Discuss those matters.
(MTP1, Nov 2020, 6 Marks)

Reporting requirement relating to matters stated in section 143(1)
Under section 143(1), auditor shall inquire into following matters given as under: -
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a) whether loans and advances made by the company on the basis of security have been properly secured and
whether the terms on which they have been made are prejudicial to the interests of the company or its members;

b) whether transactions of the company which are represented merely by book entries are prejudicial to the interests
of the company;

c) where the company not being an investment company or a banking company, whether so much of the assets of the
company as consist of shares, debentures and other securities have been sold at a price less than that at which
they were purchased by the company;

d) whether loans and advances made by the company have been shown as deposits;
e) whether personal expenses have been charged to revenue account;

f) where it is stated in the books and documents of the company that any shares have been allotted for cash, whether
cash has actually been received in respect of such allotment, and if no cash has actually been so received, whether
the position as stated in the account books and the balance sheet is correct, regular and not misleading.

The auditor should make a report to the members in case he finds an answer to any of these matters in adverse.

Q55. | The auditor shall make a report to the members of the company on the accounts examined by him. Explain with reference to
relevant provisions of the Companies Act, 2013. (RTP, Nov 2019, NA) (MTP1, May 2023, 3 marks)

Reporting on accounts examined

e As per Section 143(2) of the Companies Act, 2013, the auditor shall make a report to the members of the company
on the accounts examined by him and on every financial statements which are required by or under this Act to be
laid before the company in general meeting and the report shall after taking into account the provisions of this Act,
the accounting and auditing standards and matters which are required to be included in the audit report under the
provisions of this Act or any rules made there under or under any order made under this section

e Auditor has to report whether to best of his information and knowledge, the said accounts, financial statements
give a true and fair view of the state of the company’s affairs as at the end of its financial year and profit or loss and
cash flow for the year and such other matters as prescribed

Q56. | The head accountant of a company entered fake invoices of credit purchases in the books of account aggregate of ¥ 50 lakh
and cleared all the payments to such bogus creditor. How will you deal as an auditor? (RTP, May 2020, NA)

e As per section 143(12) of the Companies Act, 2013 read with Rule 13 of the Companies (Audit and Auditors) Rules,
2014, the auditor of the company is required to report the fraudulent activity to the Board or Audit Committee (as
the case may be) within 2 days of his knowledge of fraud.

e  Further, the company is also required to disclose the same in the Board's Report.

e It may be noted that the auditor need not to report the central government as the amount of fraud involved is less
than ¥ 1 crore, however, reporting under CARO, 2020 is required.

Q57. | As per Sec 143(3)(j) of the Companies Act, 2013, the auditor's report shall also include such other matters as may be
prescribed by Rule 11 of the Companies (Audit and Auditors) Rule, 2014. Discuss those matters on which views and
comments of the auditor are required. (SA, Dec 2021, 4 marks) (RTP, Nov 2023, NA)

Matters on which views and comments of the auditor are required:

i) whether the company has disclosed the impact, if any, of pending litigations on its financial position in its financial
statement;

ii) whether the company has made provision, as required under any law or accounting standards, for material
foreseeable losses, if any, on long term contracts including derivative contracts;

iii) whether there has been any delay in transferring amounts, required to be transferred, to the Investor Education and
Protection Fund by the company.

iv) (i) Whether the management has represented that, to the best of its knowledge and belief, other than as disclosed
in the notes to the accounts, no funds have been advanced or loaned or invested (either from borrowed funds or
share premium or any other sources or kind of funds) by the company to or in any other person(s) or entity(ies),
including foreign entities (“Intermediaries”), with the understanding, whether recorded in writing or otherwise, that
the Intermediary shall, whether, directly or indirectly lend or invest in other persons or entities identified in any
manner whatsoever by or on behalf of the company (“Ultimate Beneficiaries”) or provide any guarantee, security or
the like on behalf of the Ultimate Beneficiaries;

(if) Whether the management has represented, that, to the best of its knowledge and belief, other than as disclosed
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in the notes to the accounts, no funds have been received by the company from any person(s) or entity(ies),
including foreign entities (“Funding Parties”), with the understanding, whether recorded in writing or otherwise, that
the company shall, whether, directly or indirectly, lend or invest in other persons or entities identified in any manner
whatsoever by or on behalf of the Funding Party (“Ultimate Beneficiaries”) or provide any guarantee, security or the
like on behalf of the Ultimate Beneficiaries; and

(iii) Based on such audit procedures that the auditor has considered reasonable and appropriate in the
circumstances, nothing has come to their notice that has caused them to believe that the representations under
sub-clause (i) and (ii) contain any material mis-statement.

V) Whether the dividend declared or paid during the year by the company is in compliance with section 123 of the
Companies Act, 2013

vi) Whether the company has used such accounting software for maintaining its books of account which has a feature
of recording audit trail (edit log) facility and the same has been operated throughout the year for all transactions
recorded in the software and the audit trail feature has not been tampered with and the audit trail has been
preserved by the company as per the statutory requirements for record retention.

Q58. | CARis the statutory auditor and Mr. P is the cost auditor of DEF Ltd., a company engaged in the production of tyres. Mr. P
noticed a fraud of INR 1.25 crores done by the senior manager of the company and immediately informed the audit
committee even before CA R was aware of the fraud. State the duty of CA R under section 143(12) of the Companies Act on
reporting on frauds already detected and reported (SA, Dec 2021, 4 marks)

Reporting on Frauds already detected and reported:

e The auditor, CA R should apply professional skepticism to evaluate/verify that the fraud was indeed
identified/detected in all aspects by the management or through the company’s vigil/whistle blower mechanism so
that distinction can be clearly made with respect to frauds identified/detected due to matters raised by the auditor
vis -avis those identified/detected by the company through its internal control mechanism.

e Since reporting on fraud under section 143(12) is required even by the cost auditor and the secretarial auditor of
the company, it is possible that a suspected offence involving fraud may have been reported by them even before
the auditor became aware of the fraud.

e Here too, if a suspected offence of fraud has already been reported under section 143(12) by such other person,
and the auditor becomes aware of such suspected offence involving fraud, he need not report the same since he
has not per se identified the suspected offence of fraud.

e However, in case of a fraud which involves or is expected to involve individually, an amount of ¥ 1 crore or more, the
auditor should review the steps taken by the management/those charged with governance with respect to the
reported instance of suspected offence of fraud stated above, and if he is not satisfied with such steps, he should
state the reasons for his dissatisfaction in writing and request the management/ those charged with governance to
perform additional procedures to enable the auditor to satisfy himself that the matter has been appropriately
addressed. If the management/those charged with governance fail to undertake appropriate additional procedures
within 45 days of his request, the auditor would need to evaluate if he should report the matter to the Central
Government in accordance with Rule 13 of the Companies (Audit and Auditors) Rules, 2014.

Q59. | Under provisions of Section 143(2), the auditor shall make a report to the members of the company on the accounts
examined by him. Explain along with relevant rule of The Companies (Audit and Auditors) Rules, 2014
(MTP1, May 2022, 4 marks)
Report to the members of the company on the accounts examined by him - Refer Qno 55
Matters to be included in the Auditor’s Report in accordance with Rule 11 of the Companies (Audit and Auditors) Rules, 2014
- Refer Qno 57

Q60. | CA E was appointed statutory auditor of XYZ Private Limited in AGM held in the month of August, 2023 for the first time for

audit of financial statements of the company from year 2023-24 onwards. Since he is new to the company, he wants to be
sure about integrity of accounting records. In this regard, he wants to ensure that software used by company for
maintenance of its books of accounts is capable of tracking user activities and changes made to entries in books of
accounts, if any, during the course of year. What CA E is looking for in the given situation? Discuss the reporting
requirements for CA E in this matter to be included in audit report to be issued under the Companies Act, 2013.

(MTP2, Nov 2023, 3 marks)

|"

In the given situation, the auditor is looking for a feature of “audit trail” in software used by a company for maintenance of
books of accounts. Under section 143(3) of Companies Act, 2013, it has to be reported by the auditor as under: -
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Whether the company has used such accounting software for maintaining its books of account which has a feature of
recording audit trail (edit log) facility and the same has been operated throughout the year for all transactions recorded in
the software and the audit trail feature has not been tampered with and the audit trail has been preserved by the company as
per the statutory requirements for record retention.

CARO - Companies (Auditor's Report) Order, 2020

Q61. | CA. Ravi Patnaik is conducting audit of a company for which reporting requirements under CARO, 2020 are applicable. He
finds that cash credit facilities amounting to ¥ 4 crores were released to the company by branch of a bank for meeting its
working capital requirements. He finds that out of above funds, ¥ 1 crore have been used by company for installing effluent
treatment plant to meet State pollution control Board requirements. Is there any reporting obligation upon him under
CARO,2020? (ICAI Study Material - Test Your Understanding)

e Clause (ix)(d) of CARO, 2020 whether funds raised on short term basis have been utilised for long term purposes, if
yes, the nature and amount to be indicated.

e Inthe given situation, funds have been raised for meeting working capital requirements for ¥ 4 crores. Cash credit
facilities for meeting working capital requirements are, by their very nature, short term borrowings. Out of above, 31
crore have been used by the company for investment in effluent treatment plant which is ostensibly for a long-term
purpose.

e Hence, the matter needs to be reported in accordance with requirements of Clause (ix)(d) of CARO, 2020

Q62. | The company has dispensed with the practice of taking inventory of their inventories at the year-end as in their opinion the
exercise is redundant, time consuming and intrusion to normal functioning of the operations. Explain reporting requirement
under CARO, 2020. (ICAI Study Material- lllustration)

OR
State the matters to be included in auditor's report as per CARO, 2020 regarding - Verification of inventory and working
capital limits. (MTP2, May 2022, 3 marks)

Clause (ii) of Para 3 of CARO, 2020, requires the auditor to report

a) whether physical verification of inventory has been conducted at reasonable intervals by the management and
whether, in the opinion of the auditor, the coverage and procedure of such verification by the management is
appropriate; whether any discrepancies of 10% or more in the aggregate for each class of inventory were noticed
and if so, whether they have been properly dealt with in the books of account;

b) whether during any point of time of the year, the company has been sanctioned working capital limits in excess of ¥
5 crore, in aggregate, from banks or financial institutions on the basis of security of current assets; whether the
quarterly returns or statements filed by the company with such banks or financial institutions are in agreement with
the books of account of the Company, if not, give details;

In the given case, the above requirement of physical verification of inventory by the management has not been taken place
and therefore the auditor should point out the same under CARO, 2020. He may consider the impact on financial statement
and report accordingly.

Q63. | Examine the applicability of CARO 2020 : ‘Educating Child’ is a limited company registered under section 8 of the Companies
Act, 2013. (ICAI Study Material- lllustration)

In the given case, ‘Educating Child’ is licensed to operate under section 8 of the Companies Act, 2013. Therefore, CARO, 2020
shall not be applicable to ‘Educating Child’ accordingly.

Q64. | Discuss which class of companies are specifically exempt from the applicability of CARO 2020.
(ICAI Study Material - Test Your Knowledge) (MTP1, Nov 2019, 3 Marks)

CARO 2020 shall apply to every company including a foreign company as defined in section 2(42) of the Companies Act,
2013, except—

e A banking company

e Aninsurance company

e A company licensed to operate under section 8 of the Companies Act;

e A One Person Company as defined in section 2(62) of the Companies Act;
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e A small company as defined in section 2(85) of the Companies Act; and
e a private limited company, not being a subsidiary or holding company of a public company,
o having a paid up capital and reserves and surplus not more than ¥ 1 crore as on the balance sheet date
and
o which does not have total borrowings exceeding ¥ 1 crore from any bank or financial institution at any
point of time during the financial year and
o which does not have a total revenue as disclosed in Schedule Il to the Companies Act (including revenue
from discontinuing operations) exceeding Z 10 crore during the financial year as per the financial

statements.

Q65. | Discuss the reporting requirements under CARO 2020, with respect to the moneys raised by the company by way of initial
public offer or further public offer and where the company has made any preferential allotment or private placement of
shares. (ICAI Study Material - Test Your Knowledge)

OR
State the matters to be included in the auditor's report as per CARO, 2020, regarding:
i) Private Placement of Preferential Issues.
ii) Utilisation of IPO and further public offer.
(SA, May 2018, 4 Marks) (MTP2, May 2019, 4 Marks)
OR
State the auditor’s reporting responsibilities under CARO, 2020 when -
i) The company has made private placement of shares.
ii) The company has raised money by public issue.
(SA, Dec 2021, 4 marks)
Private Placement of Preferential Issues [Para 3(x) of CARO 2020]

e whether the company has made any preferential allotment or private placement of shares or convertible debentures
(fully, partially or optionally convertible) during the year and if so,

e whether the requirements of section 42 and section 62 of the Companies Act, 2013 have been complied with and
the funds raised have been used for the purposes for which the funds were raised, if not, provide details in respect
of amount involved and nature of non-compliance;

Utilisation of IPO and further public offer [Para 3(x) of CARO 2020]

e whether moneys raised by way of initial public offer or further public offer (including debt instruments) during the
year were applied for the purposes for which those are raised, if not,

e the details together with delays or default and subsequent rectification, if any, as may be applicable, be reported

Q66. | State the matters to be included in the auditor's report as per CARO, 2020 regarding -

i) Default in repayment of loans or borrowing to a financial institution, bank etc.
ii) Fraud by the company or on the Company by its officers or employees.
(MTP1, May 2018, 4 marks) (MTP1, May 2019, 4 Marks) (MTP2, May 2021, 4 Marks) (MTP2, Nov 2021, 3 Marks)
i) Default in repayment of loans or borrowing to a financial institution, bank etc. - Refer Qno 73
i) Fraud by the company or on the Company by its officers or employees. [Clause (xi) of Para 3 of CARO 2020]
a) whether any fraud by the company or any fraud on the company has been noticed or reported during the
year, if yes, the nature and the amount involved is to be indicated;
b) whether any report under section 143(12) of the Companies Act has been filed by the auditors in Form
ADT-4 as prescribed under rule 13 of Companies (Audit and Auditors) Rules, 2014 with the Central
Government;
c) whether the auditor has considered whistle-blower complaints, if any, received during the year by the
company;
Q67. | State the matters to be included in the auditor's report as per CARO, 2020 regarding-

i) in case the company has accepted deposits
ii) Nidhi company
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(MTP2, May 2018, 4 Marks)

Matters to be included in the Auditor's Report under CARO, 2020: The auditor's report on the accounts of a company to which
CARO applies shall include a statement on the following matters, namely-
i) In case the company has accepted deposits

in respect of deposits accepted by the company or amounts which are deemed to be deposits, whether the
directives issued by the Reserve Bank of India and the provisions of sections 73 to 76 or any other relevant
provisions of the Companies Act and the rules made thereunder, where applicable, have been complied with, if not,
the nature of such contraventions be stated; if an order has been passed by Company Law Board or National
Company Law Tribunal or Reserve Bank of India or any court or any other tribunal, whether the same has been
complied with or not;

iii) Nidhi company
e whether the Nidhi Company has complied with the Net Owned Funds to Deposits in the ratio of 1:20 to
meet out the liability;
e whether the Nidhi Company is maintaining 10% unencumbered term deposits as specified in the Nidhi
Rules, 2014 to meet out the liability;
e whether there has been any default in payment of interest on deposits or repayment thereof for any period
and if so, the details thereof;

Q68. | Discuss the reporting requirements regarding Property, Plant and Equipment under CARO, 2020.
(MTP2, Nov 2018, 3 Marks) (SA, May 2019, 3 Marks) (RTP, Nov 2021, NA)
OR
Explain the Reporting requirements the auditor should ensure under CARO 2020 related to PPE and Intangible assets.
(RTP, May 2022, NA)
Reporting for PPE and Intangible assets - Clause (i) of Para 3 of CARO ,2020, requires the auditor to include a statement in
the auditor’s report on the following matters, namely -

e whether the company is maintaining proper records showing full particulars, including quantitative details and
situation of PPE

e whether the company is maintaining proper records showing full particulars of intangible assets;

e whether these Property, Plant and Equipment have been physically verified by the management at reasonable
intervals; whether any material discrepancies were noticed on such verification and if so, whether the same have
been properly dealt with in the books of account;

e whether the title deeds of all the immovable properties (other than properties where the company is the lessee and
the lease agreements are duly executed in favor of the lessee) disclosed in the financial statements are held in the
name of the company, if not, provide the details thereof in the format below:-

Description of Gross carrying | Held in name of Whether Period held Reason for not
property value promoter, director| —indicate range, being held in
or their relative or where name of
employee appropriate company*
*also indicate if in
dispute

e whether the company has revalued its Property, Plant and Equipment (including Right of Use assets) or intangible
assets or both during the year and, if so, whether the revaluation is based on the valuation by a Registered Valuer;
specify the amount of change, if change is 10% or more in the aggregate of the net carrying value of each class of
Property, Plant and Equipment or intangible assets;

e whether any proceedings have been initiated or are pending against the company for holding any benami property
under the Benami Transactions (Prohibition) Act, 1988 (45 of 1988) and rules made thereunder, if so, whether the
company has appropriately disclosed the details in its financial statements;

Q69. | State the matters to be included in the auditor's report as per CARO, 2020 regarding-

i) Property, Plant and Equipment
ii) statutory dues
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(MTP1, Nov 2018, 5 Marks) (MTP1, May 2020, 4 Marks)

i) Property, Plant and Equipment - Refer QNo 68

ii) As per clause (vii) of Para 3 of CARO, 2020, reporting requirements in respect of statutory dues are :

a) whether the company is regular in depositing undisputed statutory dues including Goods and Services
Tax, provident fund, employees' state insurance, income tax, sales-tax, service tax, duty of customs, duty of
excise, value added tax, cess and any other statutory dues to the appropriate authorities and if not, the
extent of the arrears of outstanding statutory dues as on the last day of the financial year concerned for a
period of more than six months from the date they became payable, shall be indicated,;

b) where statutory dues referred to in sub-clause (a) have not been deposited on account of any dispute, then
the amounts involved and the forum where dispute is pending shall be mentioned (a mere representation
to the concerned Department shall not be treated as a dispute);

Q70.

The company has raised funds by issuing fully convertible debentures. These funds were raised for the expansion and
diversification of the business. However, the company utilized these funds for repayment of long term loans and advances."
Advise the auditor regarding reporting requirements under CARO, 2020.

(SA, Nov 2018, 4 Marks)(MTP1, Nov 2021, 3 Marks) (SA, Nov 2022, 4 marks)

The auditor is required to report as per clause (x)(b) of paragraph 3 of CARO 2020, whether the company has made any
preferential allotment or private placement of shares or convertible debentures (fully, partially or optionally convertible)
during the year and if so, whether the requirements of section 42 and section 62 of the Companies Act, 2013 have been
complied with and the funds raised have been used for the purposes for which the funds were raised, if not, provide details
in respect of amount involved and nature of non compliance;

In view of the above clause, the auditor would report that funds raised by the company for expansion and diversification of
business have not been used for the said purpose rather the company has utilized these funds for repayment of long term
loans and advance.

Q71.

M Ltd. has given certain loans to related parties and also has accepted certain deposits. As an auditor, how will you include
the above items in paragraph 3 of CARQ, 2020? (SA, Nov 2019, 4 Marks) (MTP1, May 2021, 3 Marks)

Loans to related parties:
Para 3(iii) of CARO, 2020 states whether during the year the company has granted any loans or advances in the nature of
loans, secured or unsecured, to companies, firms, Limited Liability Partnerships or any other parties, if so,

a. whether during the year the company has provided loans or provided advances in the nature of loans, if so, indicate

o the aggregate amount during the year, and balance outstanding at the balance sheet date with respect to
such loans or advances and guarantees or security to subsidiaries, joint ventures and associates;

o the aggregate amount during the year, and balance outstanding at the balance sheet date with respect to
such loans or advances and guarantees or security to parties other than subsidiaries, joint ventures and
associates;

b. whether terms and conditions of the grant of all loans and advances in the nature of loans and guarantees provided
are not prejudicial to the company’s interest;

c. inrespect of loans and advances in the nature of loans, whether the schedule of repayment of principal and
payment of interest has been stipulated and whether the repayments or receipts are regular;

d. if the amount is overdue, state the total amount overdue for more than 90 days, and whether reasonable steps have
been taken by the company for recovery of the principal and interest;

e. whether any loan or advance in the nature of loan granted which has fallen due during the year, has been renewed
or extended or fresh loans granted to settle the overdues of existing loans given to the same parties, if so, specify
the aggregate amount of such dues renewed or extended or settled by fresh loans and the percentage of the
aggregate to the total loans or advances in the nature of loans granted during the year [not applicable to companies
whose principal business is to give loans];

f.  whether the company has granted any loans or advances in the nature of loans either repayable on demand or
without specifying any terms or period of repayment, if so, specify the aggregate amount, percentage thereof to the
total loans granted, aggregate amount of loans granted to Promoters, related parties as defined in section 2(76) of
the Companies Act, 2013;

Deposit Accepted [Para 3(v) of CARO, 2020]

Neeraj Arora | www.edu91.org 8.24


http://www.edu91.org

Question Bank - Chapter 8 Compiled by Neeraj Arora and TEAM

e inrespect of deposits accepted by the company or amounts which are deemed to be deposits, whether the
directives issued by the RBI and the provisions of sections 73 to 76 or any other relevant provisions of the
Companies Act and the rules made thereunder, where applicable, have been complied with, if not, the nature of
such contraventions be stated;

e if an order has been passed by Company Law Board or National Company Law Tribunal or RBI or any court or any
other tribunal, whether the same has been complied with or not;

Q72.

Provision of CARO, 2020 is not applicable to ABC Pvt. Ltd., a subsidiary of XYZ Ltd. (a public company) having fully paid up
Capital and Reserves & Surplus of ¥ 50 lakhs, Secured loan from bank of ¥ 90 Lakhs and Turnover of ¥ 5 Crore, for the
financial year 2023-24. (MTP2, May 2021, 3 Marks)

CARO specifically exempts a private limited company, not being a subsidiary or holding company of a public company,
e having a paid up capital and reserves and surplus not more than Z 1 crore as on the balance sheet date and
e which does not have total borrowings exceeding ¥ 1 crore from any bank or financial institution at any point of time
during the financial year and
e which does not have a total revenue as disclosed in Schedule Ill to the Companies Act (including revenue from
discontinuing operations) exceeding ¥ 10 crore during the financial year as per the financial statements

It is clear that ABC Pvt. Ltd. is a subsidiary of XYZ Ltd. and hence not exempt from CARO, 2020 although it is satisfying the
conditions that allow exemption to private limited company which is not a subsidiary or holding company of a public
company

Q73.

State the matters to be included in auditor's report as per CARO, 2020 regarding “Default in repayment of loan or borrowing
to a financial institution, bank etc.” (MTP1, May 2022, 3 marks)

OR
ABC Ltd. is a public company, which has availed various loans and cash credit facilities from Banks and other financial
institutions. The company has defaulted in repayments of such borrowings during the year under audit. What are the
reporting requirements in this regard under the Companies (Auditor's Report) Order, 2020 ? (SA, May 2023, 4 marks)

Repayment of loans or borrowing to a financial institution, bank, Government or dues to debenture holders [Clause (ix) of
Para 3 of CARO 2020]
a) whether the company has defaulted in repayment of loans or other borrowings or in the payment of interest
thereon to any lender, if yes, the period and the amount of default to be reported as per the format below:-

Nature of Name of lender [Amount not paid |Whether principal No. of days delay |[Remarks, if any
borrowing, on due date or interest or unpaid
including debt
securities
lender wise
details to be

provided in case
of defaults to
banks, financial
institutions and
Government.

b) whether the company is a declared wilful defaulter by any bank or financial institution or other lender;

¢) whether term loans were applied for the purpose for which the loans were obtained; if not, the amount of loan so
diverted and the purpose for which it is used may be reported;

d) whether funds raised on short term basis have been utilized for long term purposes, if yes, the nature and amount
to be indicated;

e) whether the company has taken any funds from any entity or person on account of or to meet the obligations of its
subsidiaries, associates or joint ventures, if so, details thereof with nature of such transactions and the amount in
each case;

f)  whether the company has raised loans during the year on the pledge of securities held in its subsidiaries, joint
ventures or associate companies, if so, give details thereof and also report if the company has defaulted in
repayment of such loans raised;
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Q74. | DLtd. is acompany engaged in publishing business magazines. CA P is the statutory auditor of the company. The company
takes property in the barter deal from its real estate customers against publication of their advertisements. The properties
obtained during the year through such barter deals have been considered in the books of accounts on the basis of
possession letter only and have been included in PPE in the financial statements. Considering this matter of such
importance that is fundamental to the users understanding, CA P has decided to communicate the same in his report. CA P
seeks your guidance in reporting this matter in his audit report. (SA, May 2022, 4 marks)

Para 3 (i)(c) of CARO 2020 requires the auditor to report the following:

e whether the title deeds of all the immovable properties (other than properties where the company is the lessee and
the lease agreements are duly executed in favour of the lessee) disclosed in the financial statements are held in the
name of the company,

e if not, provide the details thereof in the format below
Description of |Gross carrying [Held in name of |Whether promoter, |Period held— Reason for not
property value director or their indicate range, being held in name

relative or where appropriate |of company*
employee
*also indicate if in
dispute

Q75. | Discuss the reporting requirements as per CARO, 2020, regarding:

i) Inventory and

ii) Deposits accepted by company or amounts which are deemed to be deposits.
(MTP2, Nov 2022, 4 Marks)
Matters to be included as per CARO, 2020:

i)  Inventory [Para 3(ii)]

a) whether physical verification of inventory has been conducted at reasonable intervals by the management
and whether, in the opinion of the auditor, the coverage and procedure of such verification by the
management is appropriate; whether any discrepancies of 10% or more in the aggregate for each class of
inventory were noticed and if so, whether they have been properly dealt with in the books of account;

b) whether during any point of time of the year, the company has been sanctioned working capital limits in
excess of ¥ 5 crore, in aggregate, from banks or financial institutions on the basis of security of current
assets; whether the quarterly returns or statements filed by the company with such banks or financial
institutions are in agreement with the books of account of the Company, if not, give details;

i) Deposits accepted by company or amounts which are deemed to be deposits [Para 3(v)]

e Inrespect of deposits accepted by the company or amounts which are deemed to be deposits, whether
the directives issued by the Reserve Bank of India and the provisions of sections 73 to 76 or any other
relevant provisions of the Companies Act and the rules made thereunder, where applicable, have been
complied with, if not, the nature of such contraventions be stated;

e if an order has been passed by Company Law Board or National Company Law Tribunal or Reserve Bank
of India or any court or any other tribunal, whether the same has been complied with or not;

Q76. | Discuss the reporting requirements regarding statutory dues and Internal Audit as per CARO, 2020.

(MTP1, Nov 2022, 4 Marks)
OR
Discuss the reporting requirements as per CARO, 2020, regarding:
i) disputed and undisputed statutory dues and
ii) internal audit system of the company
(MTP1, May 2023, 4 marks)

Matters to be included as per CARO, 2020 :
i)  Statutory dues [Para 3(vii)]

a) whether the company is regular in depositing undisputed statutory dues including Goods and Services
Tax, provident fund, employees' state insurance, income tax, sales -tax, service tax, duty of customs, duty
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of excise, value added tax, cess and any other statutory dues to the appropriate authorities and if not, the
extent of the arrears of outstanding statutory dues as on the last day of the financial year concerned for a
period of more than six months from the date they became payable, shall be indicated;

b) where statutory dues referred to in sub-clause (a) have not been deposited on account of any dispute, then
the amounts involved and the forum where dispute is pending shall be mentioned (a mere representation
to the concerned Department shall not be treated as a dispute);

ii) Internal Audit [Para 3(xiv)]
a) whether the company has an internal audit system commensurate with the size and nature of its

business.
b) whether the reports of the Internal Auditors for the period under audit were considered by the statutory
auditor;
Q77. | State the matters to be included in the auditor's report as per CARO, 2020 regarding:
i) Nidhi Company.
ii)  Transactions with related parties.
(RTP, Nov 2023, NA)
i) Nidhi Company
As per clause (xii) of CARO, 2020, the following matters are required to be included in the auditor’s report relating to
Nidhi Company
a) whether the Nidhi Company has complied with the Net Owned Funds to Deposits in the ratio of 1:20 to
meet out the liability;
b) whether the Nidhi Company is maintaining 10% unencumbered term deposits as specified in the Nidhi
Rules, 2014 to meet out the liability;
¢) whether there has been any default in payment of interest on deposits or repayment thereof for any period
and if so, the details thereof;
i) Transactions with related parties
As per clause (xiii) of CARO, 2020, the following matter is required to be included in the auditor's report relating to
transactions with the related parties: whether all transactions with the related parties are in compliance with
sections 177 and 188 of Companies Act where applicable and the details have been disclosed in the financial
statements, etc., as required by the applicable accounting standards;
Q78. | G Pvt. Ltd. had fully paid up Capital and Reserves of ¥ 1.20 crore as at the end of F.Y. 2022-2023. During the F.Y 2023-2024,

the company incurred losses to the tune of ¥ 25 lacs. During the year, the company also borrowed ¥ 55 lakh each from a
bank and a financial institution independently. It had a turnover of Rs 850 lakh (other than revenue of ¥ 250 lakh from
discontinuing operations). Ascertain whether CARO, 2020 is applicable to the company (SA, May 2022, 4 marks)

Applicability of CARO, 2020 in case of Private Ltd. Company:

CARO, 2020 shall apply to every company including a foreign company except— a private limited company, not being a
subsidiary or holding company of a public company,

e having a paid-up capital and reserves and surplus not more than Z 1 crore as on the balance sheet date; and

e which does not have total borrowings exceeding 1 crore from any bank or financial institution at any point of time
during the financial year; and

e which does not have a total revenue as disclosed in Scheduled Ill to the Companies Act (including revenue from
discontinuing operations) exceeding ¥ 10 crore during the financial year as per the financial statements.

Applying the above to the given case,
e  Paid-up capital and reserves : ¥ 95 Lakh (F 120 Lakh - ¥ 25 Lakh)
e Borrowings from a Bank and financial institution : ¥ 1.10 Crore (% 55 Lakh + ¥ 55 Lakh)
e Turnover (including discontinuing operations): ¥ 11 Crore (% 850 lakh + ¥ 250 Lakh)

As per Section 2(85) of Companies Act, 2013 read with Companies (Specification of Definitions Details) Rules, 2014, small
company means a company, other than a public company:

e paid-up share capital of which does not exceed ¥ 4 crore; and
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e turnover of which as per its last profit and loss account for the immediately preceding financial year does not
exceed ¥ 40 crore.

Conclusion: CARO is not applicable over the company as it is a small company.

Q79. | AST Pvt. Ltd. has fully paid capital of ¥ 120 lakhs. During the year, the company had borrowed ¥ 20 lakhs each from a bank
and a financial institution. It has a turnover of ¥ 525 lakhs during the immediately preceding financial year. Will Companies
(Auditor’s Report) Order, 2020 be applicable to AST Pvt. Ltd.? (SELF)

Applicability of CARO, 2020:

The Companies (Auditor's Report) Order, 2020, exempts a Small Company as defined in Section 2(85) of the Companies Act,
2013.

As per Section 2(85) of Companies Act, 2013 read with Rule 2(1)(t) of the Companies (Specification of Definitions Details)
Rules, 2014 as amended by Companies (Specification of Definition Details) Amendment Rules, 2022 w.e.f. 15.09.2022, small
company means a company, other than a public company:

e paid-up share capital of which does not exceed ¥ 4 crore; and

e turnover of which as per its last profit and loss account for the immediately preceding financial year does not
exceed ¥ 40 crore.

In the present case, both paid-up capital and turnover of the company is within the threshold limits as specified above, hence
AST Pvt. Ltd. will be classified as a small company.

Conclusion: CARO is not applicable over AST Pvt. Ltd. as it is a small company.

Part Il: Correct/Incorrect Questions

Q1. There is no need of addressee in the Auditor’s report. (ICAI Study Material - Test Your Knowledge)

Incorrect. The auditor’s report shall be addressed, as appropriate, based on the circumstances of the engagement. Law,
regulation or the terms of the engagement may specify to whom the auditor’s report is to be addressed. The auditor’s report
is normally addressed to those for whom the report is prepared, often either to the shareholders or to those charged with
governance of the entity whose financial statements are being audited.

Q2. The auditor shall express a qualified opinion when the auditor concludes that the financial statements are prepared, in all
material respects, in accordance with the applicable financial reporting framework.

(ICAI Study Material - Test Your Knowledge)

Incorrect. The auditor shall express an unmodified opinion when the auditor concludes that the financial statements are
prepared, in all material respects, in accordance with the applicable financial reporting framework.

Q3. The auditor shall modify the opinion in the auditor’s report only when the auditor concludes that, based on the audit evidence
obtained, the financial statements as a whole are not free from material misstatement.

(ICAI Study Material - Test Your Knowledge)

Incorrect. The auditor shall modify the opinion in the auditor’s report when:
e The auditor concludes that, based on the audit evidence obtained, the financial statements as a whole are not free
from material misstatement; or
e The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the financial statements as a
whole are free from material misstatement

Q4. The auditor shall express a disclaimer of opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.

(ICAI Study Material - Test Your Knowledge)

Incorrect. The auditor shall express an adverse opinion when the auditor, having obtained sufficient appropriate audit
evidence, concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial
statements.
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Qs.

When the auditor has to express an adverse opinion, he need not communicate with those charged with governance as this
may have an impact on payment of his audit fees. (ICAl Study Material - Test Your Knowledge)

Incorrect. When the auditor expects to modify the opinion in the auditor’s report, the auditor shall communicate with those
charged with governance the circumstances that led to the expected modification and the wording of the modification.

Qeé.

Communicating key audit matters in the auditor’s report constitutes a substitute for disclosure in the financial statements.
(ICAI Study Material - Test Your Knowledge)
OR

The statutory auditor of ABC Ltd. is of the opinion that communicating key audit matters in the auditor's report constitutes a
substitute for disclosure in the financial statements. (SA, May 2018, 2 marks) (MTP2, May 2019, 2 marks)

Incorrect. Communicating key audit matters in the auditor’s report is in the context of the auditor having formed an opinion
on the financial statements as a whole. Communicating key audit matters in the auditor’s report is not a substitute for
disclosures in the financial statements that the applicable Financial reporting framework requires management to make, or
that are otherwise necessary to achieve fair presentation.

Q7.

Instead of modifying an opinion in accordance with SA 705, the statutory auditor can use Key Audit Matter paragraph in the
audit report with an unmodified opinion. (ICAI Study Material - Test Your Knowledge)

OR
Communicating Key Audit Matters is a substitute for the auditor expressing a modified audit opinion when required by the
circumstances of a specific audit engagement in accordance with SA 705. (SA, Jan 2021, 2 marks)

Incorrect.Communicating key audit matters in the auditor’s report is not a substitute for the auditor expressing a modified
opinion when required by the circumstances of a specific audit engagement in accordance with SA 705 (Revised);

Q8.

The concept of “joint audit” has legal foothold under the Companies Act, 2013. (ICAI Study Material - Test Your Knowledge)

Correct. Under provisions of section 139(3), the members of a company may resolve to provide that audit shall be conducted
by more than one auditor. Hence, the concept of “joint audit” has a legal foothold also under Companies Act, 2013.

Q9.

The auditor shall express an adverse opinion when:
a) The auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements, individually or in
the aggregate, are material, but not pervasive, to the financial statements; or
b) The auditor is unable to obtain sufficient appropriate audit evidence on which to base the opinion, but the auditor
concludes that the possible effects on the financial statements of undetected misstatements, if any, could be
material but not pervasive
(MTP1, May 2018, 2 marks) (MTP1, Nov 2018, 2 marks) (MTP1, May 2019, 2 marks)

Incorrect. The auditor shall express a qualified opinion when:
a) The auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements, individually or in
the aggregate, are material, but not pervasive, to the financial statements; or
b) The auditor is unable to obtain sufficient appropriate audit evidence on which to base the opinion, but the auditor

concludes that the possible effects on the financial statements of undetected misstatements, if any, could be
material but not pervasive

Q10.

Other matter paragraph is paragraph included in the auditor’s report that refers to a matter appropriately presented or
disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is fundamental to users’
understanding of the financial statements. (MTP1, May 2018, 2 marks) (MTP1, Nov 2018, 2 marks) (MTP2, Nov 2018, 2
Marks) (MTP1, May 2019, 2 marks)

Incorrect. Emphasis of Matter paragraph is a paragraph included in the auditor’s report that refers to a matter appropriately
presented or disclosed in the financial statements that, in the auditor’s judgment, is of such importance that it is
fundamental to users’ understanding of the financial statements

Q11.

The auditor shall express a qualified opinion when:
a) The auditor concludes that misstatements are material but not pervasive to the financial statements; or
b) The auditor is unable to obtain sufficient appropriate audit evidence but the auditor concludes that the possible
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effects on the financial statements of undetected misstatements, if any, could be material but not pervasive "
(MTP2, Nov 2018, 2 Marks)

Correct.The auditor shall express a qualified opinion when:
a) The auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements, individually or in
the aggregate, are material, but not pervasive, to the financial statements; or
b) The auditor is unable to obtain sufficient appropriate audit evidence on which to base the opinion, but the auditor
concludes that the possible effects on the financial statements of undetected misstatements, if any, could be
material but not pervasive

Q12.

An auditor should issue disclaimer of opinion when there is difference of opinion between him and the management on a
particular point. (SA, Nov 2018, 2 marks)

Incorrect. The auditor shall disclaim an opinion when the auditor is unable to obtain sufficient appropriate audit evidence on
which to base the opinion, and the auditor concludes that the possible effects on the financial statements of undetected
misstatements, if any, could be both material and pervasive. In case of difference of opinion, either the auditor will issue a
qualified report or adverse report and not disclaimer of opinion.

Q13.

Joint auditor is always bound by the views of majority of the joint auditors regarding matters to be covered in report.
(SA, May 2019, 2 marks)

Incorrect. Where the joint auditors are in disagreement with regard to the opinion or any matters to be covered by the audit
report, they shall express their opinion in a separate audit report. In such circumstances, the audit report(s) issued by the
joint auditor(s) shall make a reference to each other’s audit report(s). Therefore, joint auditor is not bound by the views of the
majority of the joint auditors regarding the matters to be covered in the audit report.

Q14.

Where the firm is appointed as an auditor of the entity the audit report is signed only in the name of audit firm.
(SA, May 2019, 2 marks)
OR

Where a firm is appointed as the auditor of a company, the report is signed only in the personal name of the partner signing
the report. (SA, Nov 2022, 2 marks)

Incorrect. Where the firm is appointed as the auditor, the report is signed in the personal name of the auditor and in the
name of the audit firm. The partner/proprietor signing the audit report also needs to mention the membership number
assigned by ICAIl along with registration number for the firm

Q15.

If financial statements are misstated, and in the auditor’s judgment such misstatement is material and pervasive, he should
issue a qualified opinion. (MTP1, Nov 2019, 2 marks)

Incorrect. As per SA 705 “Modifications to the Opinion in the Independent Auditor’s Report”, the auditor shall express an
adverse opinion when the auditor, having obtained sufficient appropriate audit evidence, concludes that misstatements,
individually or in the aggregate, are both material and pervasive to the financial statements. However, the auditor shall
express qualified opinion when he concludes that misstatement, individually or in aggregate are material but not pervasive.

Q1é.

Provision of CAROQ, 2020 is not applicable to ABC Pvt. Ltd., a subsidiary of XYZ Ltd. (a public company) having fully paid up
Capital and Reserves & Surplus of ¥ 50 lakhs, Secured loan from bank of ¥ 90 Lakhs and Turnover of ¥ 5 Crore, for the
financial year 2023-24. (SA, Nov 2019, 2 Marks)

Incorrect. CARO specifically exempts a private limited company, not being a subsidiary or holding company of a public
company,
e having a paid up capital and reserves and surplus not more than Z 1 crore as on the balance sheet date and

e which does not have total borrowings exceeding 1 crore from any bank or financial institution at any point of time
during the financial year and

e which does not have a total revenue as disclosed in Schedule Il to the Companies Act (including revenue from
discontinuing operations) exceeding ¥ 10 crore during the financial year as per the financial statements

It is clear that ABC Pvt. Ltd. is a subsidiary of XYZ Ltd. and hence not exempt from CARO, 2020 although it is satisfying the
conditions that allow exemption to private limited company which is not a subsidiary or holding company of a public
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company

Q17.

An Audit report is an opinion drawn on the entity’s financial statements to make sure that the records are true and correct
representation of the transactions they claim to represent. (RTP, May 2020, NA)

Incorrect. The purpose of an audit is to enhance the degree of confidence of intended users of the financial statements. The
aforesaid purpose is achieved by the expression of an independent reporting by the auditor as to whether the financial
statements exhibit a true and fair view of the affairs of the entity. Thus, an Audit report is an opinion drawn on the entity’s
financial statements to make sure that the records are a true and fair representation of the transactions they claim to
represent.

Q18.

If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor shall
include an Emphasis of Matter paragraph in the auditor’s report. (MTP1, May 2020, 2 marks) (MTP2, May 2021, 2 marks)

Incorrect. If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor
shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705

Q19.

In considering the qualitative aspects of the entity’s accounting practices, the auditor may not become aware of possible
bias in management’s judgments. (RTP, Nov 2020, NA)

Incorrect. In considering the qualitative aspects of the entity’s accounting practices, the auditor may become aware of
possible bias in management'’s judgments. The auditor may conclude that lack of neutrality together with uncorrected
misstatements causes the financial statements to be materially misstated.

Q20.

The auditor has to report under section 143 of companies act, 2013 whether the company has adequate internal controls in
place and overall effectiveness of such internal controls. (MTP1, Nov 2020, 2 Marks)

Incorrect. Under provisions of Section 143 of the Companies Act, 2013, the auditor has to report whether the company has
adequate internal financial controls with reference to financial statements in place and operating effectiveness of such
controls. The auditor has to report on adequacy and effectiveness of internal financial controls only and not internal
controls.

Q21.

In considering the qualitative aspects of the entity’'s accounting practices, the auditor may become aware of possible bias in
management’s judgments. (RTP, May 2021, NA)

Correct. In considering the qualitative aspects of the entity’s accounting practices, the auditor may become aware of
possible bias in management’s judgments. The auditor may conclude that lack of neutrality together with uncorrected
misstatements causes the financial statements to be materially misstated.

Q22.

The inclusion of an Emphasis of Matter paragraph in the Auditor's Report affects the auditor's opinion.
(MTP1, May 2021, 2 marks) (RTP, Nov 2023, NA)

Incorrect. When the auditor includes an Emphasis of Matter paragraph in the auditor’s report, the auditor shall Indicate that
the auditor’s opinion is not modified in respect of the matter emphasized. Such a paragraph shall refer only to information
presented or disclosed in the financial statements. The inclusion of an Emphasis of Matter paragraph in the auditor’s report
does not affect the auditor’s opinion.

Q23.

The Location of the description of the auditor's responsibilities for the audit of the financial statements is always within the
body of the auditor's report. (SA, July 2021, 2 marks)

Incorrect. The description of the auditor’s responsibilities for the audit of the financial statement shall be always shown as
below -

e  Within the body of the auditor’s report

e  Within an appendix to the auditor’s report, in which case the auditor’s report shall include a reference to the location
of the appendix or

e By a specific reference within the auditor’s report to the location of such a description on a website of an
appropriate authority, where law, regulation or national auditing standards expressly permit the auditor to do so
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Q24. | Auditor has to disclose the impact, if any, of the pending litigations on the financial position of the auditee in his audit report.
(SA, Dec 2021, 2 marks)

Incorrect. Rule 11 of the Companies (Audit and Auditors) Rules, 2014 prescribes the other matters to be included in the
auditor's report. The auditor’s report shall also include their views and comments on whether the company has disclosed the
impact, if any, of pending litigations on its financial position in its financial statement

Q25. | Reporting of fraud of INR 150 Lakhs by auditor will be done within three days of the fraud coming to the knowledge of the
auditor to the Board or the Audit Committee along with remedial action taken (SA, Dec 2021, 2 marks)

Incorrect. The auditor shall report the matter to the Board or the Audit Committee, as the case may be, immediately but not
later than 2 days of his knowledge of the fraud, seeking their reply or observations within 45 days. Company is bound to
disclose remedial action taken in Board's report.

Q26. | Communicating key audit matters in the auditor’s report is a substitute for reporting in accordance with SA 570 when a
material uncertainty exists relating to events or conditions that may cast significant doubt on an entity’s ability to continue as
a going concern (RTP, May 2022, NA)

Incorrect. Communicating key audit matters in the auditor’s report is not a substitute for reporting in accordance with SA
570 when a material uncertainty exists relating to events or conditions that may cast significant doubt on an entity’s ability to
continue as a going concern

Q27. | According to Para 3(1)(d) of CARO, 2020, an auditor needs to report whether the company has revalued its Property, Plant
and Equipment (including Right of Use assets) or intangible assets or both during the year and, if so, whether the revaluation
is based on the valuation by a Registered Valuer; specify the amount of change, if change is 5% or more in the aggregate of
the net carrying value of each class of Property, Plant and Equipment or intangible assets (RTP, May 2022, NA)

Incorrect. According to Para 3(1)(d) of CARO, 2020, an auditor needs to report whether the company has revalued its
Property, Plant and Equipment (including Right of Use assets) or intangible assets or both during the year and, if so, whether
the revaluation is based on the valuation by a Registered Valuer; specify the amount of change, if change is 10% or more in
the aggregate of the net carrying value of each class of Property, Plant and Equipment or intangible assets

Q28. | An auditor has to report on the matters specified in section 143(1) of the Companies Act, 2013.
(MTP1, May 2022, 2 marks) (RTP, Nov 2022, NA)

Incorrect. The auditor is not required to report on the matters specified in section 143(1) of the Companies Act, 2013 unless
he has any special comments to make on any of the items referred to therein. If he is satisfied as a result of the inquiries, he
has no further duty to report that he is so satisfied. However, the auditor should make a report to the members in case he
finds answer to any of these matters in adverse

Q29. | According to CARO 2020, the company auditor is required to state that whether the title deeds of all immovable properties
held in the name of the company are disclosed in its financial statements. (SA, May 2022, 2 Marks)

Incorrect. According to CARO, 2020, the company auditor is required to state whether the title deeds of all the immovable
properties (other than properties where the company is the lessee and the lease agreements are duly executed in favour of
the lessee) disclosed in the financial statements are held in the name of the company.

Q30. | Mr. T, the director of A Ltd., has purchased an old car belonging to the company against the cooling equipment belonging to
the director, which is given to the company as consideration for the car. The auditor is not required to include this in his
CARO report (SA, Nov 2022, 2 marks)

Incorrect. As per Para 3(xv) of CARO, 2020, the auditor is required to report whether the company has entered into any
non-cash transactions with directors or persons connected with him and if so, whether the provisions of section 192 of
Companies Act have been complied with.

Q31. | Communicating key audit matters in the auditor's report is a separate opinion on individual matters.
(SA, May 2023, 2 marks)

Incorrect. As per SA 701, “Communicating Key Audit Matters in the Independent Auditor’'s Report”, communicating key audit
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matters in the auditor's report is not a separate opinion on individual matters.

Part Ill: Multiple Choice Questions

Q1. While expressing an unmodified opinion on financial statements, the auditor shall not use which of the following phrases?
(a) present fairly in all material respects

(b) give a true and fair view

(c) with the foregoing explanation

(d) All of the above

(ICAI Study Material - Test Your Knowledge)

Correct answer: (c) with the foregoing explanation

Explanation: When the auditor expresses an unmodified opinion, it is not appropriate to use phrases such as “with the
foregoing explanation” or “subject to” in relation to the opinion, as these suggest a conditional opinion or a weakening or
modification of opinion

Q2. is a paragraph included in the auditor’s report that refers to a matter appropriately presented or disclosed in the
financial statements that, in the auditor’s judgement, is of such importance that it is fundamental to the user’s understanding
of the financial statements.

(a) Emphasis of Matter Paragraph

(b) Other Matter Paragraph

(c) Key Audit Matter

(d) Management Responsibility Paragraph.
(ICAI Study Material - Test Your Knowledge)

Correct answer: (a) Emphasis of Matter Paragraph

Q3. Statement 1: Communicating key audit matter in the auditor’s report constitutes a substitute for disclosure in the financial
statements.

Statement 2: Instead of modifying an opinion in accordance with SA 705, the statutory auditor can use Key Audit Matter
paragraph in the audit report with an unmodified opinion.

(a) Only Statement 1 is correct

(b) Only Statement 2 is correct

(c) Both the statements are correct

(d) None of the statement is correct

(ICAI Study Material - Test Your Knowledge)

Correct answer: (d) None of the statement is correct
Explanation:

e S1isincorrect. Communicating key audit matters in the auditor’s report is not a substitute for disclosures in the
financial statements that the applicable financial reporting framework requires management to make, or that are
otherwise necessary to achieve fair presentation;

e S2isincorrect. Communicating key audit matters in the auditor’s report is not a substitute for the auditor
expressing a modified opinion when required by the circumstances of a specific audit engagement in accordance
with SA 705

Q4. Which of the following is not correct?

(a) SA 700 - Forming an Opinion and Reporting on the Financial Statements

(b) SA 701- Key Audit Matters in the Independent Auditor’s Report

(c) SA 705- Comparative Information- Corresponding figures and Comparative Financial Statements

(d) SA 706- Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Independent Auditor's Report
(ICAI Study Material - Test Your Knowledge)

Correct answer: (c) SA 705- Comparative Information- Corresponding figures and Comparative Financial Statements
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Explanation: SA 710 - “Comparative Information- Corresponding figures and Comparative financial statements”

Q5. Responsibilities of Joint Auditors are governed by:
(a) SA 200

(b) SA 229

(c) SA 299

(d) SA 230

(ICAI Study Material - Test Your Knowledge)

Correct answer: (c) SA 299

Q6. SA 700 requires the use of specific headings, which are intended to assist in making auditor’s reports that refer to audits that
have been conducted in accordance with SAs more recognizable. Which of the following is that specific heading :

(a) Key audit matters

(b) Basis of opinion

(c) Date

(d) All of the above

(Sample MCQs) (ICAI MCQs)

Correct answer: (d) All of the above

Q7. The Opinion section of the auditor’s report shall:

(a) Identify the entity whose financial statements have been audited;

(b) State that the financial statements have been audited;

(c) Identify the title of each statement comprising the financial statements;
(d) All of the above

(ICAI MCQs)

Correct answer: (d) All of the above

Qs. The auditor shall express opinion when the auditor, having obtained sufficient appropriate audit evidence, concludes
that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.

(a) Adverse

(b) Qualified

(c) Disclaimer

(d) None of the above
(Sample MCQs) (ICAI MCQs)

Correct answer: (a) Adverse

Qo. Which of the following is not a type of modified opinion:
(a) qualified opinion

(b) adverse opinion

(c) disclaimer of opinion

(d) negative opinion

(ICAI MCQs)

Correct answer: (d) negative opinion

Explanation: There are three types of modified opinions, namely qualified opinion, adverse opinion and a disclaimer of
opinion

Q10. | CA. Goofy has been appointed as an auditor for audit of a complete set of financial statements of Dippy Ltd., a listed
company. The financial statements of the company are prepared by the management in accordance with the Accounting
Standards prescribed under section 133 of the Companies Act, 2013. However, the inventories are misstated which is
deemed to be material but not pervasive to the financial statements. Based on the audit evidences obtained, CA. Goofy has
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concluded that a material uncertainty does not exist related to events or conditions that may cast significant doubt on the
entity’s ability to continue as a going concern in accordance with SA 570. Further, CA. Goofy is also aware of the fact that a
qualified opinion would be appropriate due to a material misstatement of the Financial Statements. State what phrases
should the auditor use while drafting such opinion paragraph?

(a) In our opinion and to the best of our information and according to the explanations given to us, except for the effects of
the matter described in the Basis for Qualified Opinion section of our report, the aforesaid financial statements present fairly,
in all material respects, or give a true and fair view in conformity with the applicable financial reporting framework.

(b) In our opinion and to the best of our information and according to the explanations given to us, with the foregoing
explanation, the aforesaid financial statements present fairly, in all material respects, or give a true and fair view in
conformity with the applicable financial reporting framework.

(c) In our opinion and to the best of our information and according to the explanations given to us, subject to the
misstatement regarding inventories, the aforesaid financial statements present fairly, in all material respects, or give a true
and fair view in conformity with the applicable financial reporting framework.

(d) In our opinion and to the best of our information and according to the explanations given to us, with the explanation
described in the Basis for Qualified Opinion section of our report, the aforesaid financial statements present fairly, in all
material respects, or give a true and fair view in conformity with the applicable financial reporting framework.

(Sample MCQs) (RTP, May 2019, NA)

Correct answer: (a) In our opinion and to the best of our information and according to the explanations given to us, except
for the effects of the matter described in the Basis for Qualified Opinion section of our report, the aforesaid financial
statements present fairly, in all material respects, or give a true and fair view in conformity with the applicable financial
reporting framework

Explanation: When the auditor expresses a qualified opinion, it would not be appropriate to use phrases such as “with the
foregoing explanation” or “subject to” in the Opinion section as these are not sufficiently clear or forceful.

Q11. | Minnie Ltd., a listed company, appointed CA. Kranny for auditing complete set of consolidated financial statements of the
company. CA. Kranny is unable to obtain sufficient appropriate audit evidence regarding an investment in a foreign
associate. The possible effects of the inability to obtain sufficient appropriate audit evidence are deemed to be material but
not pervasive to the consolidated financial statements. Based on the audit evidence obtained, CA. Kranny concludes that a
material uncertainty does not exist related to events or conditions that may cast significant doubt on the company’s ability to
continue as a going concern in accordance with SA 570. State what type of opinion CA. Kranny must have provided in the
given scenario?

(a) Unmodified opinion.

(b) Qualified opinion.

(c) Adverse opinion.

(d) Disclaimer of opinion.

(Sample MCQs)

Correct answer: (b) Qualified opinion

Explanation: The auditor shall express a qualified opinion when the auditor is unable to obtain sufficient appropriate audit
evidence on which to base the opinion, but the auditor concludes that the possible effects on the financial statements of
undetected misstatements, if any, could be material but not pervasive.

Q12. | Reporting on fraud is made by auditor under which of the following clause of para 3 of CARO, 2020
(a) Clause (xi)

(b) Clause (xii)
(c) Clause (xiii)
(d) Clause (xiv)
(ICAI MCQs)
Correct answer: (a) Clause (xi)
Q13. | Reporting on fraud is to be made by an auditor to Central Government when fraud amount is

(a) Exceeding %10 lakh
(b) Exceeding 50 lakh
(c) Exceeding %1 crore
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(d) % 1 crore or above
(ICAI MCQs)

Correct answer: (d) 21 crore or above

Explanation:
e Fraud involving an amount of less than ¥ 1 crore - Report to Board/Audit Committee
e  Fraud involving an amount of ¥ 1 crore or above - Report to Central Government

Q14. | Reporting on fraud is made by auditor to Central Government in statement in the form
(a) ADT -1

(b) ADT - 2

(c) ADT -3

(d) ADT-4

(ICAI MCQs)

Correct answer: (d) ADT - 4

Explanation:
e Information to the Registrar by Company for appointment of Auditor - Form ADT 1
e  Application for removal of auditor(s) from his/their office before expiry of term - Form ADT 2
e Notice of Resignation by the Auditor - Form ADT 3

Q15. | M/s XYZ & Associates is appointed as the new auditors of M/s Bright Ltd. On conducting the audit, the firm found that the
accountant has entered fake invoices of credit purchases in the books of accounts aggregated of ¥ 55 Lakhs and cleared all
the payments to the fake creditor. The auditor M/s PQR & Associates should report such fraud to :

(a) Central Government
(b) Reserve Bank of India
(c) Board of Directors/Audit Committee
(d) Comptroller & Auditor General
(ICAI MCQs)
OR

M/s PQR & Associates is appointed as the new auditors of M/s Prince Ltd. On conducting the audit, the firm found that the
accountant has entered fake invoices of credit purchases in the books of accounts aggregated of ¥ 75 Lakhs and cleared all
the payments to the fake creditor. The auditor M/s PQR & Associates should report such fraud to :

(a) Central Government

(b) Reserve Bank of India

(c) Board of Directors/Audit Committee
(d) Comptroller & Auditor General
(MTP1, Nov 2021, 2 marks)

Correct answer: (c) Board of Directors/Audit Committee

Explanation: In case of a fraud involving an amount less than ? 1 crore, the auditor shall report the matter to the audit
committee constituted under section 177 or to the Board in other cases within such time and in such manner as prescribed.

Q16. | Which of the following is correct :

(a) The auditor shall express a qualified opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.
(b) The auditor shall express a disclaimer opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.
(c) The auditor shall express an adverse opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are both material and pervasive to the financial statements.
(d) The auditor shall express an adverse opinion when the auditor, having obtained sufficient appropriate audit evidence,
concludes that misstatements, individually or in the aggregate, are material, but not pervasive, to the financial statements

(MTP1, May 2019, 2 marks)
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Correct answer: (c) The auditor shall express an adverse opinion when the auditor, having obtained sufficient appropriate
audit evidence, concludes that misstatements, individually or in the aggregate, are both material and pervasive to the
financial statements.

Q17. | In case of a fraud involving less than ¥ 1 crore, the auditor shall
(a) report the matter to the audit committee constituted under section 177 or to the Board in other cases within such time
and in such manner as prescribed.
(b) report the matter to the audit committee constituted under section 177 within such time and in such manner as
prescribed.
(c) report the matter to the Board within such time and in such manner as prescribed.
(d) report the matter to the audit committee constituted under section 177 and also to the Board within such time and in
such manner as prescribed.
(MTP1, May 2019, 1 mark)
Correct answer: (a) report the matter to the audit committee constituted under section 177 or to the Board in other cases
within such time and in such manner as prescribed.

Q18. | Which of the following is incorrect :
(a) Communicating key audit matters in the auditor’s report is not a substitute for disclosures in the financial statements that
the applicable financial reporting framework requires management to make, or that are otherwise necessary to achieve fair
presentation;
(b) Communicating key audit matters in the auditor’s report is not a substitute for the auditor expressing a modified opinion
when required by the circumstances of a specific audit engagement in accordance with SA 705 (Revised);
(c) Communicating key audit matters in the auditor’s report is not a substitute for reporting in accordance with SA 570 when
a material uncertainty exists relating to events or conditions that may cast significant doubt on an entity’s ability to continue
as a going concern;
(d) Communicating key audit matters in the auditor’s report is a substitute for the auditor expressing a modified opinion
when required by the circumstances of a specific audit engagement in accordance with SA 705 (Revised);
(MTP2, May 2019, 2 marks)
Correct answer: (d) Communicating key audit matters in the auditor’s report is a substitute for the auditor expressing a
modified opinion when required by the circumstances of a specific audit engagement in accordance with SA 705 (Revised)
Explanation: Statement 4 is incorrect. Communicating key audit matters in the auditor’s report is not a substitute for the
auditor expressing a modified opinion when required by the circumstances of a specific audit engagement in accordance
with SA 705.

Q19. | Which of the following is correct :

(a) When reporting on prior period financial statements in connection with the current period’s audit, if the auditor’s opinion
on such prior period financial statements differs from the opinion the auditor previously expressed, the auditor need not
disclose the substantive reasons for the different opinion.

(b) When reporting on prior period financial statements in connection with the current period’s audit, if the auditor’s opinion
on such prior period financial statements differs from the opinion the auditor previously expressed, the auditor shall disclose
the substantive reasons for the different opinion in an Other Matter paragraph in accordance with SA 706.

(c) When reporting on prior period financial statements in connection with the current period’s audit, if the auditor’s opinion
on such prior period financial statements differs from the opinion the auditor previously expressed, the auditor shall disclose
the substantive reasons for the different opinion in an emphasis of Matter paragraph in accordance with SA 706.

(d) When reporting on prior period financial statements in connection with the current period’s audit, if the auditor’s opinion
on such prior period financial statements differs from the opinion the auditor previously expressed, the auditor shall disclose
the substantive reasons for the different opinion in an Other Matter paragraph or emphasis of matter paragraph in
accordance with SA 706.

(MTP2, May 2019, 2 marks)

Correct answer: (b) When reporting on prior period financial statements in connection with the current period’s audit, if the
auditor’s opinion on such prior period financial statements differs from the opinion the auditor previously expressed, the
auditor shall disclose the substantive reasons for the different opinion in an Other Matter paragraph in accordance with SA
706
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Q20. | If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances, the auditor shall
express:

(a) a disclaimer opinion

(b) a qualified opinion

(c) a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.
(d) unmodified opinion

(RTP, Nov 2019, NA) (MTP1, May 2020, 2 marks)

Correct answer: (c) a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.

Q21. | An Audit reportis :

(a) an opinion drawn on the entity’s financial statements to make sure that the records are true and correct representation of
the transactions they claim to represent.

(b) an opinion drawn on the entity’s books of accounts to make sure that the records are true and fair representation of the
transactions they claim to represent.

(c) an opinion drawn on the entity’s financial statements to make sure that the records are true and fair representation of the
transactions they claim to represent.

(d) an opinion drawn on the entity’s books of accounts to make sure that the records are true and correct representation of
the transactions they claim to represent

(MTP1, Nov 2019, 1 Mark)

Correct answer: (c) an opinion drawn on the entity’s financial statements to make sure that the records are true and fair
representation of the transactions they claim to represent.

Q22. | Which of the following is not a Specific Evaluations by the Auditor :

(a) The financial statements adequately disclose the significant accounting policies selected and applied;

(b) The accounting policies selected and applied are consistent with the applicable financial reporting framework and are
appropriate;

(c) The accounting estimates made by management are reasonable;

(d) The sufficient appropriate audit evidence has been obtained;

(MTP1, Nov 2019, 2 Marks)

Correct answer: (d) The sufficient appropriate audit evidence has been obtained;

Q23. | A company did not disclose accounting policies required to be disclosed under Schedule Il or any other provisions of the
Companies Act, 2013, the auditor should issue—

(a) a qualified opinion

(b) an adverse opinion

(c) a disclaimer of opinion

(d) emphasis of matter paragraph.
(MTP1, Nov 2019, 1 Mark)

Correct answer: (a) a qualified opinion

Q24. | If the auditor is unable to obtain sufficient appropriate audit evidence regarding the opening balances,

(a) the auditor shall express a qualified opinion in accordance with SA 705.

(b) the auditor shall express a disclaimer of opinion in accordance with SA 705.

(c) the auditor shall express a qualified opinion or adverse opinion, as appropriate, in accordance with SA 705.

(d) the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance with SA 705.
(MTP1, Nov 2019, 2 Marks)

Correct answer: (d) the auditor shall express a qualified opinion or a disclaimer of opinion, as appropriate, in accordance
with SA 705

Q25. | Which of the following is correct as per section 143(10) of the Companies Act, 2013 :
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(a) IFAC may prescribe the standards of auditing as recommended by the Institute of Chartered Accountants of India, in
consultation with and after examination of the recommendations made by the National Financial Reporting Authority.

(b) the International Auditing Standards Board may prescribe the standards of auditing as recommended by the Institute of
Chartered Accountants of India, in consultation with and after examination of the recommendations made by the National
Financial Reporting Authority.

(c) the MCA may prescribe the standards of auditing as recommended by the Institute of Chartered Accountants of India, in
consultation with and after examination of the recommendations made by the National Financial Reporting Authority.

(d) the Central Government may prescribe the standards of auditing as recommended by the Institute of Chartered
Accountants of India, in consultation with and after examination of the recommendations made by the National Financial
Reporting Authority.

(MTP1, Nov 2019, 1 Mark)

Correct answer: (d) the Central Government may prescribe the standards of auditing as recommended by the Institute of
Chartered Accountants of India, in consultation with and after examination of the recommendations made by the National
Financial Reporting Authority.

Q26. | Which of the following is not a duty of auditor to report under section 143(1)?

(a) whether loans and advances made by the company on the basis of security have been properly secured and whether the
terms on which they have been made are prejudicial to the interests of the company or its members;

(b) whether transactions of the company which are represented merely by book entries are prejudicial to the interests of the
company;

(c) where the company not being an investment company or a banking company, whether so much of the assets of the
company as consist of shares, debentures and other securities have been sold at a price less than that at which they were
purchased by the company;

(d) whether the report on the accounts of any branch office of the company audited under sub-section(8) by a person other
than the company’s auditors has been sent to him under the proviso to that sub-section and the manner in which he has
dealt with it in preparing his report;

(MTP1, Nov 2019, 1 Mark)

Correct answer: (d) whether the report on the accounts of any branch office of the company audited under sub-section(8) by
a person other than the company’s auditors has been sent to him under the proviso to that sub-section and the manner in
which he has dealt with it in preparing his report;

Q27. | Which of the following is not an advantage of Joint Audit :

(a) Sharing of expertise.

(b) General superiority complexes of some auditors.

(c) Lower workload.

(d) Displacement of the auditor of the company taken over in a take - over often obviated.
(MTP1, Nov 2019, 1 mark)

Correct answer: (b) General superiority complexes of some auditors.

Explanation: General superiority complexes of some auditors is a disadvantage of Joint Audit.

Q28. | Which of the following is not correct:

(a) SA 700- Forming an Opinion and Reporting on Financial Statements
(b) SA 705- Modified Opinion

(c) SA 701- Communicating Key Audit Matters

(d) SA 706-Comparative Information

(MTP1, Nov 2020, 2 marks)

Correct answer: (d) SA 706-Comparative Information
Explanation: SA 710 “Comparative Information- Corresponding figures and Comparative financial statements”

Q29. | Which of the following is correct, in case of joint audit, where there is disagreement with regard to the opinion or any matters
to be covered by the audit report.
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(a) The auditors shall express their opinion in separate audit report.

(b) The audit report(s) issued by the joint auditor(s) shall make a reference to each other’s audit report(s).

(c) Both (a) and (b) are correct

(d) The auditor who is having a separate opinion is bound by the opinion of the majority of the auditors and needs to issue a
common audit report.

(MTP1, May 2021, 1 mark)

Correct answer: (c) Both (a) and (b) are correct

Explanation: Where the joint auditors are in disagreement with regard to the opinion or any matters to be covered by the
audit report, they shall express their opinion in a separate audit report. A joint auditor is not bound by the views of the
majority of the joint auditors regarding the opinion or matters to be covered in the audit report and shall express opinion
formed by the said joint auditor in a separate audit report in case of disagreement. In such circumstances, the audit report(s)
issued by the joint auditor(s) shall make a reference to the separate audit report(s) issued by the other joint auditor(s)

Q30.

To jointly audit books of accounts of WZ Limited for the financial year 2023-24 two different firms of Chartered Accountants
namely MH and Associates and NR and Associates were appointed. MH and Associates and NR and Associates can
together be called as:

(a) Principal Auditors of WZ Limited.
(b) Branch Auditors of WZ Limited.
(c) Individual Auditors of WZ Limited
(d) Joint Auditors of WZ Limited.
(RTP, Nov 2021, NA)

Correct answer: (d) Joint Auditors of WZ Limited

Q31.

Which of the following is FALSE regarding UDIN? (Unique document identification number)
(a) It is to be generated on UDIN portal.

(b) Its basic objective is to help ICAl in keeping and maintaining an online registry of different services provided by all of its
members.

(c) It has to be generated and stated for each audit report signed by a Chartered Accountant.
(d) It has to be generated and stated for each certificate signed by a Chartered Accountant.
(MTP2, Nov 2022, 1 mark)

Correct answer: (b) Its basic objective is to help ICAI in keeping and maintaining an online registry of different services
provided by all of its members.
Explanation:

e Basic objective of UDIN is : To curb the malpractices of certification by non-CAs by impersonating themselves as
CAs, the ICAI has come out with an innovative concept of UDIN i.e. Unique Document Identification Number which
has been implemented in a phased manner. It will secure the certificates/reports/ documents attested/certified by
practicing CAs. This will also enable the Regulators/Banks/Third parties to check the authenticity of the
certificates/reports/documents.

e Chartered Accountants having full-time Certificate of Practice can register on UDIN Portal and generate UDIN by
registering the certificates attested/certified by them

e An auditor is also required to mention the UDIN with respect to each audit report being signed by him, along with his
membership number while signing an audit report.

Q32.

During the course of audit of a listed company, CA P finds that solar power generating plant capitalized in books for ¥ 5.00
crore during the year does not exist. It became known that only bills were arranged and no assets were actually procured.
Besides, financial statements also reflect depreciation of ¥ 1.50 core on above. The bills of capitalized asset were approved
by procurement head. The matter was reported to audit committee by CA P. However, no response was received.
Considering above, choose the most appropriate option: -

(a) The matter needs to be reported to MCA in ADT-4. It also requires reporting under CARO,2020.

(b) The matter needs to be reported to MCA in ADT-4. It does not require reporting under CARO,2020.

(c) The matter need not be reported to MCA. However, it requires reporting under CAR0O,2020.

(d) The matter needs neither reporting to MCA nor under CARO,2020

(MTP2, Nov 2022, 1 mark)
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Correct answer: (a) The matter needs to be reported to MCA in ADT-4. It also requires reporting under CARO,2020.

Q33. | Which of following is not an element of audit report in accordance with SA 700?
(a) Title

(b) Addressee

(c) Audit strategy

(d) Auditor’s opinion

(MTP2, Nov 2023, 1 mark)

Correct answer: (c) Audit strategy

Q34. | An auditor disclaims opinionwhen_____ ?

(a) He is unable to obtain audit evidence and concludes that possible effects on financial statements of undetected
misstatements could be material.

(b) He is unable to obtain audit evidence and concludes that possible effects on financial statements of undetected
misstatements could be both material and adverse.

(c) He is unable to obtain audit evidence and concludes that possible effects on financial statements of undetected
misstatements could be both material and pervasive.

(d) He is unable to obtain audit evidence and concludes that possible effects on financial statements of undetected
misstatements could be both material and perverse.

(MTP2, Nov 2023, 1 mark)

Correct answer: (c) He is unable to obtain audit evidence and concludes that possible effects on financial statements of
undetected misstatements could be both material and pervasive.

Q35. | UDIN (Unique Document Identification Number) is required to be stated by practising Chartered Accountant on: -
(a) Each audit report only

(b) Each audit report and each certificate

(c) Each audit report issued under Companies Act, 2013 only

(d) Each audit report issued under Companies Act, 2013 only and each certificate

(MTP2, Nov 2023, 1 mark)

Correct answer: (b) Each audit report and each certificate

Q36. | For which of following company, provisions of CARO,2020 would be applicable?
(a) Boost Up Training (OPC) Private Limited

(b) RCI Bank Limited

(c) PST Industries Limited

(d) Moon Insurance Limited

(MTP2, Nov 2023, 1 mark)

Correct answer: (c) PST Industries Limited

Explanation: Banking company, insurance company and One Person Company are exempt from the applicability of CARO.

Q37. | While reporting under CARO, 2020, it is duty of statutory auditor of company to report: -

(a) Fraud of less than ¥ 1 crore committed by officers or employees of company during the year
(b) Fraud of 2 1 crore or more committed by officers or employees of company during the year
(c) Fraud of 5 crore or more committed by officers or employees of company during the year
(d) Any fraud by the company or on the company noticed or reported during the year

(MTP2, Nov 2023, 1 mark)

Correct answer: (d) Any fraud by the company or on the company noticed or reported during the year
Explanation: Difference between Section 143(12) and CARO reporting
e If the auditor is not sure whether fraud is being committed or not but due to some transactions, the auditor has the
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reasons to believe that a fraud is being committed or has been committed by an employee or officer. So, in such a
case the auditor needs to report as per section 143(12).

e As per sec 143(12) read with Rule 13, In case of a fraud involving an amount less than ¥ 1 crore, the auditor shall
report the matter to Board/audit committee. And, in case of a fraud involving an amount of ¥ 1 crore or above, the
auditor shall report the matter to CG.

e In CARQ, the auditor is required to report any fraud by the company or any fraud on the company has been noticed
or reported during the year. However, this clause will include only the reported frauds and not suspected fraud.
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subordinate authorities. The job of audit is to see that these rules, requlations and orders are applied properly by the
| subordinate authorities. It is, however, not the function of audit to prescribe what such rules, requlations and orders shall be.

But it is the function of audit to carry out examination of the various rules, requlations and orders issued by the exscutive

uthorities to see that:
a) they are not inconsistent with any provisions of the Constitution or any laws made thereunder;

b) they are consistent with the essential requirements of audit and accounts as determined by the C&AG;
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d) incase they have not been separately approved by competent authority, the issuing authority possesses the
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The audit of recelpts of gavernment ie not as old as audit of expenditure hut with the rapid growth o publu: enterprises aygi
to stay. Discuss audit of receipts with respect to Government Audit.

11
: of receipts tax or nen-1ax has come
(SA, Nov 2020, 4 marks)
e ——
Audit of receipts include checking:
i)  whether all revenues or other debts due to govem ment have been correctly assessed, realised and eredited 1o
government account by the designated authorities;
i} whether adequate regulations and procedures have been framed by the concerned department/agency to secure gn
effective check on assessment and collection.
i) whether regulations and procedures are actually being carried out;
iv)  whether adequate checks are imposed to ensure the prompt detection and investigation of irregularities, or other
loss of revenue through fraud o wilful emizsion or nagligence 10 lewy or collect taxes or to issue refunds; and
v)  review of systems and procedures to ensure correct and regular accounting of demands collection and refunds
and pursuant of dues up to final settlement and to suggest improvement.
Q12. | What is the function of audit while examining various rules, regulations and orders with regard to Audit against Rules &
Orders by CRAG? (SA, Nov 2020, 3 marks) (MTP2, Nov 2021, 4 marks)

It iz the function nflthe executive government to frame rules, regulations and orders, which are to be observed by its
subordinate aulhorft!es. leejob of audit is to see that these rules, regulations and orders ars applied properly by the
subordinate autharities. It is, however, not the function of audit to prescribe what such rules, regulations and orders shall be

But, it is the function of audit to carry out examination of the various rules, regulations and orders issued by the executive

authorities to see that;
a) they are not inconsistent with any provisions of the Constitution or any laws made thereunder:

b) they are :unsiste.r!t with the essential requirements of audit and accounts as determined by the CERAG;
;; .they ol T:’t come in conflict with the orders of, or rules made by, any higher authority; and :
in case t .
ey have not been separately approved by competent autherity, the issui .
necessary rile-making power. A ing authority possesses the

013. | Government audit is neither e i
: | guipped nor intended to functia i igati
e e L e e 20 ng; as an investigating ag Ency, 1o pursue every irmegularity or

s Government audit is nefther e i
: ; - guipped nor intended t i i
ITT qularity or misdemeanour to Its logical end. function as an investigating agency, to pursue every
3 e main objective of audit is a combinati .
PER ation of i
A Hckianing as sn atd o S I ENnsuring accountability of admini '
; ; ik
statutory authority of CRAG tE:{S:LraEDﬂ- In India, the function of Gavernm ent Aud'lts'“al'mn . lEQiSlmur&'ﬂnd
e gh the agency of the Indian Audit and Accounts b, discharged by the independent
ion to N nts Depa
the spending agencies to the Ea:;‘l;:;?nacmu ntability of the executive 1o Parliamen g rtmém.- )
tested at the touchstone of public ﬂmu?-.t{:;ﬁ::rﬂlling authorities, The puUrpose or Egzgt?'n'lthmfthe;xecu!u{e Ehﬂ
s G ihieh . iliity ives of audit nead to D€
rge of his funetion
n=tit various a ; : -
ution and the laws made by F’arlial‘ner1l;.ﬂamqr::tIEE psnyenand to fgerl S
nd conform to the rules or orders made

R
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maneys should not be utilised Fid
ns to this rule while audit apal the bap,

b IE
E:cﬂptiﬂ

efit of 5 i
iz} o, Particular parg
. On of section .
{mh ey ik s {FITPO:I ::rez;u;anrr::l;lf - List out the
! 2 bengaf of g Particy '
s b:ﬂd £ Inaignll“mant- or
enforend i, a er-t

moneys should not be utilised fq th
the amount of expenditura
a claim for the amount coy

Putlh{:
i}
i)

lar per i
PEFSON or section of the COMMUAtY unless

i) the expenditure is in purs uance of 5 recognis of law: or
w) e amount of allowances, such gg yrani - POICY OF custom; ang
so regulated that the allgy, velling allgws

nc
£5, granted 1o meat expenditure of a particular type should be

the wi
| —— ole, SOurces of rofit i g
| par L1d., a government company, Constructed a gy . Ssl
,

hange but not used for the sam ding in conformity wi
fﬂf g of expenditure audit to b B Purposge Tesulting in fhe inl}hrmlw o vl and regutations for FRIEMI RIS e
the 1Y € Performed tg gy, the s UCtuous expenditure, Considering the above case, explain
| situation. (MTP2, Nov 2021, 2 marks) '
propriety audit:
s According to ‘propriety aydjy th ;
. e
even though the expenditure hag I:eu: 10 11y to bring out cases of improper, avoldable, or Infructuous expenditure
» Further, it may so happen that atra nsl;r:f:ufred in confermity with the ex istir'hg rules and regulations.
h e [Sely i 7
various formalities regarding ryjes and May satisfy all the requirements of regularity audit insofar as the
regulations are tancemed but may still be highly wasteful.

« Inthe given situation POR Ltd, bei
: . bein
9 2 government Eompany, constructed a building in conformity with rules and

regulations for installing a tale
; phone
expenditure, exchange but not used for the same purpose resulting in an infructuous

» Thus, a propriety audit shouyld
even though the expenditure h::ﬁ;en:i;irul:ﬁg ulcs lnfb"“ﬂ out improper, avoidable, or infructuous expenditure
i red in conformity with sti i i

the proper authorities of wastefulness i public administrm?::m i e TTene 10k metion of

—

L

Mdd ; :312?::'4;“ :\arfdarr;?emd Er: 3";:3 10 ensure that the expenditure conforms to the relevant provisions of the Constitution
and of A & _ma e thereunder. These rules, regulations and orders against which regularity audit is conducted
fall under various categories. Explain . (MTP1, Nov 2022, 4 Marks)

Audit against Rules & Orders:

Audit against rules and orders aims to ensure that the expenditure conforms to the relevant provisions of the Constitution
and of the laws and rules and orders issued by a competent authority. These rules, regulations and orders against which
regularity audit is conducted mainly fall under the following categories:

i) Rules and orders regulating the powers to incur and sanction expenditure from the Consclidated Fund of India or of

a State (and the Contingency Fund of India or of a State);

Ii) Rules and orders dealing with the mode of presentation of claims against goevemmeant, withdrawing moneys from
the Consolidated Fund, Contingency Fund and Public :I'-".CI:L‘.IL.II'I'lE of the Government of the India and of the States,
and in general the financial rules prescribing the detailed procedure to be followed by government servants in

dealing with government transactions; and _ :

i) Rules and orders regulating the conditions of service, pay and allowances, and pensions of government servants,

7.

been appointed an auditor of Metro Rail project in City A, Since the project is on

lume of resources {financial, human and physical resources). The appointing authority CRAG
lroe Pl S h|1;Ilh 1Ir?ic;Ir:n of the financial and operational performance of the Metro Rail project. Explain the nature
requires an objective examina

2023, 4 marks)
and scope of audit that SK & Co will undertake (SA, May

5K & Co, a Chartered Accountant firm has

een extended to cover efficiency, economy and effectiveness audit or

e scope of audit has b
" .ous schemes/projects are executed and their operations conducted
" e ielding the results expected of them

Performance audit - Th
performance audit, or fu

dit lo
. f:?:.j:::i:: :Huf and whether they;_l a;eg}flmmm ent have a-:q.uire; the ﬂnanu::ial. hurnan and physical resources in an
gudit looks int2 whethe o nctioning and spending autherities have observed economy.
™ Ennnam?‘ | anner, and wh ther T formance of programmes, schemes, projects with reference to the
mrlﬂ_"“c" uditis an appraiﬂﬂl of t 1;: siency of the means adopted for the attainment of the ohjectives,
e Effectivenessa objectives as wellas & ysed, is an objective examination of the financial and operational ™

eted ) rever : : N
o rformance audit, Whe g, authority 07 function and is oriented towards identifying opportunities
e Efficiency- cumpe nigation, Prog The procedure for conducting performance audit covers
5.

ance of an orga et s
E:?:;Drgw economy. and eff
Py

"‘-.._______

e Arora | weerw 91,010 .
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Quastion Bank - Chapter 2 00 : .
S S e
SR
identification of topic,
preliminary study,
planning ,
execution of audit, and
reporting.
Audit of Local Bodies
ernment has appointed you to audit the accou nts of one of the Local body

018. | Local Fund Audit Wing of a State of a State Gov
governed by it. As an auditor, what will be your reporting areas?

{ICAI Study Material - Test Your Knowledge) (SA, Dec 2021, 4 marks)
OR

State the objectives of audit of Local Bodies. (SA, May 2018, 5 marks) (RTF, May 2023, NA)

OR
The external control of municipal expenditure is exercised by the state gr{\rernments thruug h the appo Ellaar:e::af auditors to
examine municipal accounts. Explain stating important objectives of audit of such bodies. (RTP, Nov « NA)

Reporting areas in audit of Local Fund: . :
The external cantrol of municipal expenditure is exercised by the state governments through the appointment of auditors to

examine municipal aceounts. However, the municipal corporations of Delhi, Mumbai and a few others have powers to
appoint their own auditors for regular external audit. The important objectives of audit are:
i) reporting on the fairness of the content and presentation of financial statements;
i) reporting upon the strengths and weaknesses of systems of financial cantrol;
it} reparting on the adherence to legal and/or administrative requirements;
reporting upon whether value is being fully received on money spent; and

iv)
v} detection and prevention of error, fraud and misuse of resources.
Q19. | Explain the different types of revenue grants which local bodies may receive. (SA, Nov 2020, 3 marks)
OR

List aut the types of Revenue Grants received by local bodies from the State. (MTP2, Nov 2021, 2 marks)

Local bodies may receive different types of grants from the state administration as well Broadly, the revenue grants are of

three categories:
i)  General purpose grants: These are primarily intended to substantially bridge the gap between the needs and

resources of the local bodies.
i) Specific purpose grants: These grants which are tied 1o the

tasks,
i} :“:ﬁll.l‘lﬂ'f and compensatory grants: These grants, under various enactments, are given to local badies as
mpensation cn account of loss of any revenue on taking over a tax by state government from local ’]-:':‘-:'Ernmpnt

provision of certain services or performance of certain

CA Sevak is appointed as an auditor of a Municipal C ' i W
: orporation of a big smart City. He wants to v
il L . erif g
of the Municipality. Define the term Municipality" and state what are the heads under which expen ;i?“";:!ﬁ:: f.-xp;r;m::res
: incurred by the

Municipalities and Corporations can be broadly classified? (SA, Nov 2022, 3 marks)

Q2o

Definition of Municipality & Expenditure incurred by it:

A Municipality can be i

wdlmrilrpun;yerstaad tcflliﬁ:;r‘;;?s:glﬁﬁ L#D:?;::Ilii;ﬂﬂ:erf:lmmt o urban area. By the term ‘ocal self government’ is

body representing the local inhaby = ¥ ~ 8 village, a town, a city or any other area srmalt iy

Gl e e imm::r;n;z. rzlnssessmg fairly large autonomy, raising at least adrzzrltanEEf Ithan b

e pend Ices which are regarded as local and tHerefare di-ap =1im:tﬂl f ol
 the , dis rom state and central

Expenditure incurred by the municipali
palities and corporati
i) general admini '0nS can be broadly classif .
i) public health, stration and revenue collection, ied under the fallowing heads
i} public safety,

e

"-;"‘"“'Imm s o
9.7
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gduﬂaﬂn"’
P'-'b“': works, and
! athers such as interest payments etc

vl o
| i f!at e DI: |nanﬂ.a| d i i i
| | | | d" in St at N QG| bﬂ- i‘eﬁ.{
k] : i | tion o |DCEI b II i
I5‘: F {]ll B5 Cof p‘l 15as o ':lllﬁ'l'l" Ig

pudgetary Procedure: The objecti j
il . Ve of |g [
expenditure, and to ensure that funds am'ﬂral_ bodies bUdgatary B
with the rules and regulations ang , 2'%8d and monieg are sp nlt-l
4]

ithi g1 : Lﬂ are ﬂn&ncilal accountability, control of
 Expenditure Control: At the Stat e limits of sanction ¥ the executive departments in accordance
i) R AR ® and Centra| | and authorisation by the legisiat Counci
| executive. In the local body, F!gislatiwpg evel, there is 5 clear demarcat) R
to the officers, £.9., Commissjgn Brs, All WETS are vastad |, the Council c:tm gl L0
Matters of ragylar p ant; ;pi:!:;u executive puwirsdme delegated
Bvenue res are generally delegated to the

executive wing. For special sityat i
At i ons like, redyctinn |
from the legislative wing is neces + PROUETan in pro,
sary, PEMY taxes, refund of secyrit i
y deposits, ate., sanction

accounting System: Municipal pqq :
o ounting Syst
recent past however, it is being ch ystem has been Conventi
characterized by subsidiary a,?d Staa:_g*-'ji! 1o thE. accrual system of ac?o:m:l: p?ﬁamd el il ol
15lical registers for taxes, assets -:hequgés efcﬂii;il:::egu?féﬁ? Islt:ure I
i ) = rs ach

type of transaction, compulsory g
; . nthl AT
to different authorities at regional ang ;trali:';t-:e |n onciliation, submission of summary reports on periodical basis
L]

iiil

e
| gefore commencing the Audit of Local Bodies a Charterad A
- Ccountant employee in firm of XYZ & Co., firm of Chartered

1:1 1
= | pccountants seeks assistance of Mr, X, partner, in pr 5
1o him in this connection? (MTP2, Nov 2023, 4 mfk:]paramn of audit programme for local bodies. How Mr. X should advise

Lo
audit Programme for local bodies

; gzi‘ilt;?i?na:eslr l;?;igﬁerf;z\:gga?fcrre DSrt i Gﬂwmmﬂ is generally in-charge of the audit of municipal accounts.
regular external audit. So the audFiltc? 2;‘2 ilg.g-nsful-zlhir‘:um ba'i o the
appointment.
i) ~ The auditor while auditing the local bodies should report on the
» fairness of the contents and presentation of financial statements,
o strengths and weaknesses of system of financial contrel,
e adherence to legal and/or administrative reguiremeants;
« whether value is being fully received on monsy spent.
e His objective should be to detect errors and fraud and misuse of resources.
The auditor should ensure that the expenditure incu rred conforms 1o the relevant provisions of the law and is in

ancial rules and regulations framed by the competent authority.
er special or general, accorded by the competent authority.

& and the expenditure Is incurred from the provision and the same

11]]

accordance with the fin
iv)]  He should ensure that all types of sanctions, eith
v}  He should ensure that there (s a provision of fund

i the competent authority.
:T beed;l::l :I:ET: :hb:ck that the different schemes, programmes and projects, where large financial expenditure
e au

2 has been incurred, are running economically and EaiElh= wpected roeulls

Audi
itof NGO o of an NGO, brifl state the pmn':ls t:T Whichﬂyouzwé?llélchE}ncentrate while planning the
[ | You have been appointed as an aucto orial - Test Your Knowledge) (RTE: Nov 2018,
n? (ICAI Study Ma R

audit of such an organisatio ; T
on Knowledge of the NGO's work, its mission and vision, Updating

; s ; i
he auditor may foc cent amendments, circulars etc. Explain the other relevant points

5 ard to re
jally wnhaﬁl“ NGO (RTR Nov 2021, NA)

i ing the audit of an NGO, t
While planning t < eSpec

e
knowledge of relevant statuthile planning the

the auditor needs to focus W the following:
R n the ; .
r may .::oncentrate 2t  areas of operations and environment in which it operate.

; : audito ; igio
While planning the audit, the ion and v o ragard to recent amendments, circulars, judicial decisions

g he NGO's WOI™ acially W
il Knowledge of t relevant sltatUIE Es[ﬂﬂ gpcieties

Registration Act, 1860, Income Tax Act 1961 etc. and the

f
" owledge © 2010,
! :Ed:tnirl?gl:lnﬂnntrlhmiﬂﬂ fREQ'J'ﬂ“C'”}
--_‘-_ . F o L
9.8
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g L S R R ;
> S T

Rules related to the statutes _
Reviewing the legal form of the Organisation and its Memaorandum of Association, Articles of Association, Rules
and Regulations il £ )
Reviewing the NGO's Organisation chart, then | inancial and mmnmr,nu:lvf: :f:?lll;r_:ls. Project and Programme
i als stary policie g
Guidelines, Funding Agencies Requirements and ifilan hipmoia Body/ Management and Committees
v) Examination of minutes of the Board/Managing ':“mmml:ﬂﬁ-ﬂrﬂmmqh : =
2 @ the financial records.
thereof to ascertain the impact of any decisions on s ... :
Study the accounting system, procedures, internal controls and internal checks existing for the NGO and verify thej,
@ HCC0OU g L 4
applicability
Zenting of materiality levels for audit purposes.
) The nature and timing of reports or other communications

i)

ivl

The involvement of experts and their reports.
x) Review the previous year’s Audit Report

1 for Tsunami victims. The donations so collected were sent 1o
had collected large scale dUI’IEITJG-I'IShi$ i o you to ST
Tsunami victims. Draft audit programme for audit of
NGOs. Mention six points each, peculiar to the
said receipts and remittances of denations,

Qz4. | An NGO operating in Delhi
different NGOs operating in Tamil Nadu for relief operations. Tl
accounts for the year in which it collected and remitted donations for
receipts of donations and remittance of the collected amount to different
situation, which you will like to incorporate in your audit programme for audit of
(ICAI Study Material - Test Your Knowledge) (MTP1, May 2018, 5 marks) (MTP2, Nov 2018, 5 marks) (MTP1, May 2019, 4

marks)

Receipt of Donations:
i) Internal Control System: Existence of internal control system particularly with reference to division of
responsibilities in respect of authorised collection of donations, custedy of receipt books and safe custody of

money.

Custody of Receipt Books: Existence of systermn regarding issue of receipt books, whether unused receipt books are

retumed and the same are verified physically including checking of number of receipt books and sequence of

numbering therein.

i)  Receipt of Cheques: Receipt Book should have carbon copy for duplicate receipt and signed by a responsible
official. All details relating to date of cheque, bank’s name, date, amount, etc. should be clearly stated.

Bank Reconciliation: Reconciliation of bank staterments with reference to all cash deposits not only with reference

iv)
to date and amount but also with reference to receipt book.

) Cash Receipts: Register of cash donations to be vouched more extensively, If addresses are available of donors
who had given cash, the same may be cross-checked by asking entity to post thank you letters mentioning amount,
date and receipt number.

vi)  Foreign Contributions, if any, to receive special attention to compliance with a pplicable laws and regulations.

Remittance of Donations to Different NGOs:
i} Mode of Sending Remittance: All remittances are through account payee che [
i ques. Remittances through
Draft would also need to be scrutinised thoroughly with reference ta recipient. hoE

i) Confirming Receipt of Remittance: All remittances are supported by receipts and acknowledgements

iijy  Identity: Recipient NGO is a genuine entity. Verify address, B0G Registration Number, etc -

W)  Direct Confirmation Procedure: Send confirmation letters to entities to whom donations have been paid

v} Donation Utilisation: Utilisation of donations for providing relief to Tsunami victims and not for pth I

V) System of NGOs' Selection: System for selecting NGO to whom donations have been sent Y

Q25. | As an Auditor of NGO, how do you check/verif i '
, y atleast four receipts of i
(SA, Jan 2021, 4 marks) (MTPZ2, May 2023, 4 marks) R o e e
. OR
As ud i
an auditor, how would you check and verify the receipt of income of NGO? (MTP1, Nov 2023, 3 marks)
E ¥ » = IMar|

The receipt of income of NGO may be checked on the following lines:

1) Contributions and Grants f,
ensure that funds mcedved:ag:é:t::‘: Programmes: Check agreements with donors and grants letters to
ounted for. Check that a| foreign contribution receipts are deposited in

ign Contribution (Regulation) Act, 2010




| {he audit programme of NGO should include in a sequential
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ipts from fund raising progra .
) Rece Mmes: Ve fy | det;
rsons responsible for collection of f Y1 detall the internal control system and as |
il unds and made of receipt. Ensure that isl:rllem'ral}r:ls:;jl:::i'r?irdh::dmdteleﬂsiled
membership Fees: Check fees recaivad vy, i
entrance and annual fees and Jife membershj am
i p fe
4) Subscriptions: Check with subscription
| and dispatch of corresponding mapgazi“::?]mr ok
e circular
5) Interest and Dividends: Check the interest and
year.

o=

3 3 :
bership Register. Ensure proper classification is made between

25, Reconcile fees received with fees to be received during the

d '“EEF“S_ issued. Reconcile subscription received with printing
5/ pericdicals, Check the receipts with subscription rate

dividends received and receivable with investments held during the

po material item is omitted. Explain. (MTR1, May 2021 3 m{'r:c:';" all assets, liabilities, Income and expenditure ensuring that
]
F.-_-_-_

7he audit programme should include in a ge ' birs o 1
material item is omitted. quential order all assets, liabilities, income and expenditure ensuring that no

I Corpus Fund: The contributi
) S e Honoets Tha inter‘;nts' / grants recelved tawards conpus be vouched with special reference to the letters
Stincome be checked with Investment Register and Physical Investments in hand.

i Reserves: Vouch tran i

i) e gm;:i’; from projects / programmes with doners letters and board resolutions of NGO. Also

: Sl e ue of asset sold from capital reserve to general reserve and adjustmeants during the year.

i) Annic unds: Check requirements of donors institutions, board resolution of NGO, rules and regulations of the
schemes of the earmarked funds.

iv)  Project/ Agency Balances: Vouch disbursements and expenditure as per agreements with donars for each of the
balances.

¥} Loans:Vouch loans with loan agreements, counterfoil of receipt issued.

vi)  Fixed Assets: Vouch all acquisitions / sale or disposal of assets including depreciation and the authorisations for
the same. Also check denor's letters! agreements for the grant. In the case of immovable property cheek title, etc.

il  Investments: Check Investment Register and the investmeants physically ensuring that investrments are in the name
of the NGO, Verify further investments and dis- investments for approval by the appropriate authority and reference

in the bank accounts for the principal amount and interest,
Cash in Hand: Physically verify the cash in hand and imprest balances, at the cloze of the year and whether it tallies

wiii)
with the books of account,
i)  Bank Balance: Check the bank reconciliation statements and ascertain details for old outstanding and unadjusted
amounts,
%) Inventory: Verify inventory in hand and obtain certificate from the management for the quantities and valuation of
the same. :
ses: Verify agreement with denor/contributor(s) supporting the particular

i and Praject Expen : ;
xi) :::;'r:rTrT: i, ::t to ascertain the conditions with respect to undertaking the programme//project and

accordingly, in the case of programmes/projects involving contracts, ensure that income tax is deducted, deposited
: :

and returns filed and veri

xij  Establishment Expenses: U;r
administrative charges are de o
and administrative expenses sl

fy the terms aof the contract.
ify that provident fund, life insurance premium, employees state insurance and their

ducted, contributed and deposited within the prescribed time, Also check other office
postage, stationary, travelling, etec,

Audit of Partnership Firms

partnerﬁhip firm consisting of 4 partners. During the year, ane of the partners has retired

027,

i is auditor of 8
A Akash Virma oined the

and another partner hasJou
statements of firm are not ules

ext day. Discuss, any one point, which shall be considered by you to ensure that financial
4 due to change of constitution of firm. (ICAI Study Material - Test Your Understanding)

nt deed/partnership deed for date of retir jaini
: 'onsﬂf”‘"me- _ etiring and joining of partners, It
der |::|n:11.r|5r:E appropi ately distributed up to date: of retirement. Further, profits after retirement should
5 aa S ers 25 per rerms of new partnership deed,
P

The auditor shall consl
should be ensured that profit

ey mond
have been distributed @ T ;
—_— G spenia"!f considered in gl; audit of accounts of g partnership. (RTP, May 2019, NA)

028,

Nee

ich sh
Discuss the matters which

H‘_—/
H/ 9.10
‘
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Question Bank - Chapter 9 - ——— - Bl
= = —_—
t of accounts of a partnership. Discuss any

Iy in the audi
There are certain points which are required 1o be considered specially
three points briefly. (SA, Nov 2019, 3 marks) B |
e audit of accounts
letter of appointm
|ated by the partners, 5
i, maintained

extraordina
d other such matters as ar

i is engaged is authorised by the
il  Objects of Partnership: Verifying that the husines; :rn :tfil:nht'lf_lhe'i ;:;:;';‘gl:fﬁbgﬂguenﬁy.
artnership agreement; or by any extension or moditic _— .
g-oults of ﬁf::n:gunt Exarmining whether books of account appear 10 be reasonable and are consid equate in
i i hip.
relation to the nature of the business of the pariners s - 9
) Mutual Interest: Verifying generally that the interest of no partner has Suffﬁ_rﬂ'i'j F'Zl';':'g:f::ﬁi;;tiﬁﬂzﬁﬂpﬁg:ﬁj:n
in by the partnership which, it was not authorised to do under the partnership dee

in the partnership agreements. on for the firm's tax payable by the pa rtnership has been made in the

vi) Provision for Taxes: Confirming that a provisi or if
accounts before arriving at the amount of profit divisible among the_Pjﬂ'T“Ers-
Division of Profits: Verifying that the profits and losses have been divided am

of a partnership:

ent, signed by a partner, duly E_Iuthorised. clearly
pecially the limitation, if any.

to record the policy decision taken by

ry and capital expenditure, raising of loans;
e not of a routine nature,

Matters which should be specially considered in th

i Letter of Appointment: Confirming that the

states the nature and scope of audit contemp i

i) Partnership Documents: Studying the minute hqak,_lf al; f

pariners specially the minutes relating to authansatl_ﬂi: 2
purchase of assets, extraordinary contracts entered into 8

iv)

ong the partners in their agreed

vii)
profit-sharing ratio.

dit of accounts of a Partnership firm. (MTP2, May 2019, 4 marks) (RTE Nov 2023, NA)

029, | State important advantages of au

Advantages of Audit of a Partnership Firm:
i) Audited accounts provide a convenient and reliable means of settling accounts between the partners and thereby

possibility of dispute among them is mitigated. :

il  Onthe retirement/death of a pariner, audited accounts constitute reliable evidence for computing the amount due
to the retiring partner or representative of the deceased partner.

i)  Audited accounts are generally accepted by the Income tax authorities for computing the assessable income.

iv) Audited accounts are relied upon by banks for advancing loans.

v)  Audited accounts can be helpful in the negotiation for sale or admission of a new partner.

i) It is an effective safeguard against any undue advantage being taken by a working partner

Audit of LLP

Tomo Construction Engineering LLF approached CA K to understand various returns to be filed by them as part of statutory
compliance. Discuss, how, CA K should advise them. (ICAI Study Material - Test Your Knowledge) (SA, July 2021, 3 marks)

Q30

Returns to be maintained and filed by an LLP -
» EveryLLP waul:li be required to file annual return in Form 11 with ROC within 60 days of closer of financial year. The
annual return will be available for public inspection on payment of prescribed fees to Registrar.
. EverrydL'l]_fPEi: :rso r;qulre: to submit Statement of Account and Solvency in Form 8 which shall be filed within 2
erio ays from t '
fe i ¥ e end of six months the financial year to which the Statement of Account and Solvency

Q31. | Ban LLP is formed during the year 2023-24. They are not s
; ure about the type of books of a intai
are the books of accounts that the LLP is required to maintain? (SA, Nov 2022, 3 ma rks) ccounts to be maintained. What

An LLP shall be under Dbligﬂﬂﬂn to maintain annu eflectin f af P's are
. al aceounts refl irvi i i
s e : t i i : U Ing true and fair view of Its state of affairs, LL r

1. Particulars of all sums of money received and
e expended by the LLP and the matters in respect of which the receipt

A record of the assets and liabilities of the LLP
Statements of costs of goods purchased, inventories, work-
Any other particulars which the partners may decide

Lt o

in-progress, finished goods and costs of goods sold,

""’“Wmlmmum
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#” s R e
,"'/;;; able Institution

‘—

r’i i appﬂmed as the auditor of a charitap)s institutions Discu

A pscription and Donation received by the ¢

. 55 the audit procedure undertaken by hirm while auditing
! ;:.u.  study Material - Test Your Knowledge) (

aritable institution,
SA, Deg 201, 3 marks)

supseriptions an:;m;t;{:.nsth h
:.T:;::: .;.ff?.;',m reieipi:;:{;'zz ;n;de N amount of annyal or life membership subscription during the year,
a) :;gnf!rr?ﬁng that adequate control is imposed gyer i TanaRt Baoice:
b) ubtamhu ng:il receipt books ¢y, ering the periog un::r“f;i;i%mt oks;
;i ;Ebstlfnii; ;:s ;:EFI:::'III:: ?:i:;;:th? cash book;: any cancelled receipts being specially looked into;
T SaiT Plions and donations and agreeing them with the total collections

e) examining the system of internal
Paying special attention tg the 5
that all collections made have b

f)  werifying the total
by the charity.

il

ii)

check regarding moneys received from box collections, flag days, etc.
¥stern of control exercized over collections and the steps taken to ensure
28N accounted for

subseriptions and donations received with any figures published in reports, etc. issued

i

.-""...-. k -y 1 a
3. | Mention the special points to be examined by the auditor in the audit of a charitable institution running hostel for students

pursuing the C_h artered Accountancy Course and which charges only INR 500 per manth from a student for their
lodging/boarding. (ICAI Study Material - Test Your Knowledge)

Inthe case of audit of a charitable institution, attention should be paid to the following matters-
1. General
i. Studying the constitution under which the charitable institution has been set up.
il. Verifying whether the institution is being managed in the manner contemplated by the law under which it
has been set up.
iii. Examining the system of internal check, especially as regards accounting of amounts collected.
iv. Verifying in detail the income and confirming that the amounts received have been deposited in the bank
regularly and promptly.
V. Examine the Trust Deed or the Regulations as laid down.

i d donations : i
2. Subscriptions :n'nmg  any, the changes made in amount of annual or life membership subscription during the
Ascertal J .

i)
year. issued;
. : ceipts are issued;
i) Whether official 2 tsat adequate control is imposed over unused receipt books;
a) confirming ; ipt books covering the period under review,
oo ol rece .
b; :;t:::::king the counterfoils with the cash book; any cancelled receipts being specially looked
c
inta; e printed fist of subscriptions and donations and agreeing them with the total
inin . "
gl Obtﬁictio%s shown in the accounts; : ;
colle om of internal check regarding moneys received from box collections, flag
o) examining the syst acial attention to the system of control exercised over collections and the
days, etc. paying :Ere that all cellections made have been accounted far
n i i
cteps taken t::;:a | subscriptions and donations received with any figures published in reports, ete,
rifying the 107
0 ?:suf:d by the eharty
Jed by reference 1o correspondence with any figures and other available
nts recel
ing the amou
.o — Verifyind
3) Legacies
information

2 divldﬂnd and interest counterfolls,
iyed on securities bearing fixed rates of interest,

e
4) Invﬂtl'l'lﬂ"‘smmm amounts rece
ion

9.12
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ter @ AL el e Y

en received where any investment has been sold

Checking that the a ppropriate dividend has be

i) vi
ax-dividend or purchased cum-dividend. -
iv) Comparing the amounts of dividend received with schedule of investments making special enquiries into
any investments held for which no dividend has been received,
5) Rent | .
ancy agreements, noting in each case:

Examining the rent rell and inspecting ten
a) the amounts of the rent, and
b) the due dates.

ii} Vouching the rent on to the ren
cash book.

¢ roll from the counterfoils of receipt books and checking the totals of the

m the Investment incorme, it should be

income-tax has been deducted at soUrce fro
re exampt from payment of Income Tax,

6) Income Tax Refunds - Where
ained since charitable institutions o

seen that a refund thereof has been obt
This involves:
i vouching the Income-tax refu
i) checking the calculation of the repayment of claims.

md with the correspondence with the Income- tax Department; and

7) Expenditure

i Viouching payment of grants,
purposes falling within the purview o
that no trustee, director or member of the

indirectly.
well as inventories of properties both movable and

i} Verifying the schedules of securities held, as
immovable by inspecting the securities and title deeds of property and by physical verification of the

movable properties on a test- basis.
i} Verifying the eash and bank payments.
iv)  Ascertaining that any funds contributed for a special

ave been paid only for a charitable purpose or
nstitution has been set up and
ted there from either directly or

also verifying that the grants h _
f the objects for which the charltable |

Managing Committee has benefi

purpose have been utilised for the purpose.

In the case of audit of a charitable institution, what attentions should be paid by the auditor regarding audit of expenditure

034,
itern=? (SA, Nov 2019, 4 marks)
OR
CA B is appointed as the auditor of a Public Charitable Trust. Guide him the focus area of attention relating to the vouching
and verification of expenditure of charitable institution (SA, May 2023, 3 marks)
Audit of Expenditure of Charitable Institution:

) "-'rDI.Jd'IiI'Ig p_ayrnant of_grants, alzo verifying that the grants have been paid only for a charitable purpose or purposes
falling within the purview of the objects for which the charitable institution has been set up and that no trustee
director or member of the Managing Committee has benefited there from either directly or indirectly. :

i) ju’erifyin_g the schedules of securities held, as well as inventories of properties both movable and immovable by
L”S':_‘e':t'”g the securities and title deeds of property and by physical verification of the movable properties on a test-
asis.
il Verifying the cash and bank payments.
iv)  Ascertaining that any funds contributed for a special purpose have been utilised for the purpose.
Q35. | How will you vouch/verify the Investments income in the case of charitable institutions? (RTP, Nov 2020, NA)

Investments Income:
i) Vouching the amounts received with the dividend and interest counterfoils

. - k
) Checking the calculations of interest received on securities bearing fixed rates of interest.

3 r "In‘ n EIUEd wt i I [
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ditar of a schoal o [
pu are M¥ S Perating in your gjy i
10 su?stantlal number of cages gisll';unng audit of a year, it is noticed that f
study Material - Test Your | eSS, how AR Ees concessions to students h
(IcAl nderstanding) *¥Ou as an auditor, would procesd 1o ver| T
’ o verify the same?

ge, Universit,-

The fees concessio
* ns have tg be
trols in thi under pro

con i regard. Poper authority of schoo management,

s Besides, detailed checkin
3 of fay
proper management approvals FASes needs to he undertaken to ensure i ff
. genuineness of fees concessions and

The auditor would verify internal

o
/:,,. you have been appointed as an audijtgr of WIM Soh
hile verifying Assets and Liabiljti chools. Discy i i
w Ities of v Schog|s. (ICAl st::;ﬁmpmnﬁ 12::1 TPSE:I:‘T,TF;;TS? Fsriﬂmlas A o
= wledge , July 2021, 4 marks)

|
verification of Assets & Liabilities of v School
L

o
it N ACCount of faes, dormitory ra 3 :
c ry rents, ate, to the Managing Committee.

R
ii) Confirm aution money 3
nd other deposits paj
balance sheet not transferred POSits paid by students on admission, have been shown as liability in the

(1]
i) ~ Seethatthe investments rep res;:;:;ua.: nless they are not refundable.
. endow 5
} :1& FII'IZI-ES hhas been accumulated and imeﬂegl:lr;tnf;:ltshft%repgﬂzriiale kept separate and any income in excess of
iv scertain that the system orderi 5
equipment is efficient and all bll',:ga:gsmmhﬂﬂ_f&ﬂeim and issue of provisions, foodstuffs, clothing and other
. ; orised and passed baf
'uf:| 'lllllenfy' thE inwmo"ﬂs I:}ff H i |:| 21 0are pa}’lT'lEI'lt.
Hrniture, stationery, clothing, provision and all equipment ete. These should be checked by

reference to Inventory Register i
or i i i -
il corresponding inventories of the previous year and values applied to various

gae. | What are the special steps involved in conducting the audit of an Educational Institution?

(RTP, May 2018, NA) (RTP, Nov 2019, NA)

OR

What are the special steps involved in conducting the audit of an Educational Institution? (Write any 12 points)

(MTP2, May 2022, 6 marks)

The special steps involved in their audit are the following-

General

1. Examine the Trust Deed or Regulations, in the case of school or callege and note all the provisions affecting

accounts.
In the case of a university, refer to the Act of Legislature and the Regulation framed thereunder,
3. Read through the minutes of the meetings of the Managing Committee or Governing Body, noting resolutions
' hat these have been duly complied with, specially the decisions as regards the operation

affecting accounts to seet !
of bank accounts and sanctioning of expenditure.

Fee from Students “ed in the Students Fee Register for each month or term, with the respective Class Registers,
1. Check names ente ‘l-_j" nts on rolls and test amount of fees charged; and verify that there operates a system of
showing names uf stu nesuras +hat demands against the students are properly raised.
internal check which e oils of receipts granted with entries in the Cash Book and tracing the

ing counterf 3
5 Check fees received by comparnng t the revenue from this source has been duly accounted for.

tha
ey eqister to confirm .
collections in the Fee Reg Fees Register for each month or term to ascertain that fees paid in advance

: of the i :
3 Total up the varmufs :g’r';g:d that the arrears that are irrecoverable have been written off under the sanction of an
ied fo
have been carried

appropriate authority. ++ admission glips signed by the head of the institution and confirm that the amount has

e Managing Committee has taken a decision to the contrary.

4, Check admission 1&== ' 4 unless th
been credited to @ cal:::ﬂlafnd concessions have been granted by a person authorised to do so, having regard to the
dentship @ ittee.
5. Seethatfree St he Managingd Al have b ith i
d byt psence, elC. have been either collected or remitted under proper authority

Rules prepare et ;
6. Confirm that fi 4 pefore student’s accounts were closed and their deposits of caution

ho
7. confirm that
money refunded-
/ 9.14
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Other Recelpts/Grants & Donations : =
f ¢ e e . worty wilth The rert TR
s s s csaesion: b : ya well as interest and dividends from investment; also inspect the
7 Wouch income from endowmants wnd legacies, a%
. Iyes * kbl :
B ey If any eipense has been dinalle far
1 Verfy any Government or local autharity gram with the memo af grant. If any &xp ¥ wed fry
purposes of grant, ascertain the reasans fhereol
Expenditure o
appropriate securities
1 Verify that the Provident Fund money of the staff has been invested in approp pomeiiiEg
. 8 § WETR IMes ar
th the list |3|'J[|||,J_;r“:..;J with the ﬂﬂl'll..lal fﬁl?[]” If some danatlons & A I arry

| 2 Vouch donations, if any wi
specific purpose, see that the money was utilised for
i Vouch, all capital expenditure in the usual way and vel
| contained in the minute book _
Vouch. in the usual manner. all establishment expenses and enquire inta any unduly hEEl"'.:: ELDF;MI:H;: l_m:jt.rf any
head. If there was any annual budget prepared, see that any excess under any head over t Er r: gr:Te amount was
duly sanctioned by the Managing Committee. If not, bring it to the ﬂnmr'f‘l.IﬂEﬂ'S notice in you . Sport.

See that increase in the salaries of the staff have been sanctioned and minuted by the Commitiee.

the purpose.
rify the same with the sanction for the Committee as

Assets & Liabilities ing Committes
1. Report any old heavy arrears on account of fees, dormitory rents, etc, to the Managing Com ] bt
aid by students on admission, have been shown as liability in the

2 Confirm that caution money and other depaosits p

i
balance sheet not transferred to revenue, unless they are not refundable. ;
s for prizes are kept separate and any income in excess of

3. See that the investments representing endowment fund
the prizes has been accumulated and invested along with the corpus.

4. Ascertain that the system ordering inspection on receipt and issue of provisions, foodstuffs, clothing and other

equipment is efficient and all bills are duly autherised and passed before payment.

Verify the inventories of furniture, stationery, clothing, provision and all equipment etc. These should be checked by

5
reference to Inventary Register or corresponding inventories of the previous year and values applied to various
iterms should be test checked.
Compliances
1. Confirm that the refund of taxes deducted from the income from investment (interest on securities etc.) has been
claimed and recovered since the institutions are generally exempted from the payment of income-tax.
2. Werify the annual statements of account and, while doing so see that separate statements of account have been

prepared as regards Games Fund, Hostel and Provident Fund of staff, ete.

Q39.

GSR & Co. has been appointed as an auditor of Tagore School. Engagement team wants to verify Fees from students in
detail. Advise the audit procedure to be followed by the engagement team. (MTP1, May 2021, 3 marks)

Fee from Students:
i) Check names entered in the Students Fee Register for each month or term, with the respective Class Registers,
showing names of students on rolls and test amount of fees charged: and verify that there o
f - perates a system of
internal check which ensures that demands against the students are properly raised,
ii) Check fees fenelved by r:c_nrnparing caunterfoils of receipts granted with entries in the Cash Book and tracing the
collections in the Fee Register to confirm that the revenue from this source has been duly accounted for.

iii)  Total up the various columns of the Fees Register for each month o term to ascertain that fees paid in advance
appropriate authority.
been credited to a Capital fun i
p d, unless the Managing Committee has taken a decision to the contrary.

Rules prepared by the Ma naging Committes,

Vi) Confirm that ho
stel dues were recovered before student’s accounts were closed and their deposits of caution

iv)  Check admission fees with admission slips signed by the head of the institution and confinm that the amount B

have been carried forward and that the arrears that are irecoverable have been written off under the sanction of an

v) Seeth .
) at free studentship and concessions have been granted by a person authorised to do so, having regard to the

i Confir
) m that fines for late payment or absence, etc. have been either collected or remitted under proper authority.

maney refunded.
R
Neeraj Arora | www,edy91.0rg —
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gxplain and also state the rg)e of a
i)  Thefees from the stygen
i} Oither REtPiplsa‘Gr:m:gg

{MTP2, Nov 2022, 7 marks)

uditor w
|rh rE' H
1 Spect 1 the follg r
. WiNg in cage of 8 sehag)|
rehog:

[:Dnatmnr. (3 Mnrhn}

i Fees from students .
) s - Refer q g 39

i) Other Ht‘l:‘l."l|}1:-:.|"{;l='4|‘|t:'; & Danay
Iong;

= Verify rental income from |
= Vouch incom
e fr
il Sﬂwﬁm I!qduwments and lagag;
e ot £l gacies, as well 5
erify any Governme L Nvestments halg

disallo rloca| autheri
wed for purpoges hority 9rant with the memo of grant, |f i |
ain the reasong 1 : xpense has been
erect.

anded i
Property with the rent rolls, et

a -
S Interest and dividends from investment: alas

ik . up in
to be kept in mind while condyeti your cty. You are appoi
ting audi Appointed as auditor for fi ;
(ICAI Study Material - Test your fei :;:““ orfirst year. Discuss, any four, braad areas

OR

Advise any five special points | ,
1 2N audit of hospitg|. (MTP1, May 2018 5 marks) (MTP1, Nov 2018, 5 mark
f . , 2 marks) (MTP2, Nov

2018, 5 marks)

. : : e OR
Advise any six special PoInts in an audit of hospital. (MTPq May 2019, & ks)
. ; , 6 marks
] OR
You have been appointed auditor of py [
- _ 5. Divine Chil i i i
attention while audit, (SA. Nov 2019, 4 ke lidren Hospital, Discuss any four important points that would attract your

OR
You have been appointed auditor of Dr. Prem R ' i
2 atan H ight i i
e o v e ospital. Discuss any eight Important points that would attract yaur
OR

You have been appointed auditor of M/s. BLK Hospital. Discuss important points that would attract your attention while

audit. (MTP1, May 2022, 6 marks)
OR

You have been appointed as an auditor of a health care service provider. Briefly discuss the special points that should be
kept in mind as an auditor for developing an audit prograrmme. (SA, July 2021, 4 marks)

The special steps involved in such an audit are stated halow
1. Register of Patients: Vouch the Register of patients with copies af bills issued to them. Verify bills for a selected
period with the patients’ attendance record to see that the bills have been Cbl‘l‘ei_:thr prepared. Alsa see that bills
have been issued to all patients from whom an amount was recoverable ﬂl_ﬁwrdlng to the rules of the hospital,
Check cash collections as entered in the Cash Book with the receipts, counterfoils and other

s E;I;zﬁi;:l;;f::;:;hg coples of patients bills, counterfoils of dividend and other interest warrants, copies of rent

bills, etc. :
Rent etc: See with refer

3. Income from Investments, r
should have been received by way of rent on prope

4. Legacies and Donations: Ascertain that legacies an
in the manner agreed upon. llections of subscription and donations from the Cash Book to the

- Trace all ol it
5. Reconciliation of Sub‘“ﬂpm:};r:rmm subscriptions due (as shown by the Subscription Register and the amount
. : Reco
respective Reglﬁtﬂ'ﬁ- ool ; .
CO"F:E cted and that still ﬂutstandlﬂg:lh all purchases and expenses and verify that the ecapital expenditure was
: R D d Sanctions: Vﬂl:if“ of the Trustees or the Managing Committee and that appointments and
~ Auth i
incurred only W

ence to the property and Investment Register that all income that
ties, dividends, and interest on securities have been collected

d donations received for a specific purpose have been applied

. nut
jth the prior 52 rised.
duly autho Government or local autharity has bean duly aecounted for.

ff have been h ivad from
increments 10 ;T‘:Ir = tint grants, if an: T:::fsourﬂe has been claimed,
nd TDS: es deduc
ect of 1ax

7. Grantsa .
Also, that refund in resp

"‘--_____

S -
-
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Question Bank - Chapter 9

g Budgets: Compare the totals of various items of expenditure and income with the amoun budgeted for them and
report to the Trustees or the Managing Committee, significant variations which have taken place,

9. Internal Check: Examine the internal check as regards the receipt and issue of stores; medicines, linen, apparatus,
clothing, instruments, etc. so as to ensure that purchases have been properly recorded in the Inventory Register ang
that issues have been made only against proper authorlsation

10. Depreciation: See that depreciation has been written off against all the assets at the appropriate rates

11. Registers: Inspect the bonds, share scrips, title deeds of properties and compare their particulars with these
entered in the property and Investment Registers.

12 Inventories: Obtain inventories, especially of stocks and stores as at the end of the year and check a percentage of
the items physically; also compare their tatal values with respective ledger balances.

13. Management Representation and Certificate: Get proper Management Representation and Certificate with respecs
to various aspects covered during the course of audit,

—

Q4Z. | The general transactions of a hospital include patient treatment, collection of receipts, donations, Fﬁﬂilﬂr expenditures. You
are required to mention special points of consideration while auditing such transactions of a hospital?

(ICAI Study Material - Test Your Knowledge) (RTF, Nov 2018, NA) (MTP1, Nov 2019, 4 marks)

Special points of consideration while auditing certain transactions of a hospital are stated below-

1. Register of Patients: Vouch the Register of patients with copies of bills issued to them. Verify bills for a selected
peried with the patients’ attendance record to see that the bills have been correctly prepared. Also see that bills
have been issued to all patients from whom an amount was recoverable according to the rules of the hospital.

2. Collection of Cash: Check cash collections as entered in the Cash Book with the receipts, counterfoils and other
evidence for example, copies of patients bills, counterfoils of dividend and other interest warrants, co pies of rent
bills, etc,

3. Legacies and Donations: Ascertain that legacies and donations received for a specific purpose have been applisd
in the manner agreed upon.

4. Reconciliation of Subseriptions: Trace all collections of subscription and donations from the Cash Book to the
respective Registers. Reconcile the total subseriptions due (as shown by the Subscription Register and the amount
collected and that still outstanding).

3. Authorisation and Sanctiens: Vouch all purchases and expenses and verify that the capital expenditure was
incurred only with the prior sanction of the Trustees or the Managing Committee and that appointments and
increments to staff have been duly authorized

Q43. | M/s T & Co. Chartered Accountants, a partnership firm, is appointed as an auditor of Treatment Hospital run by Smile
Foundation, a charitable trust. Over and above the receipts of treatment of patients, d uring the year trust has received
donations from various donors to treat COVID-19 patients and also incurred some capital expenditure for further
development of the hospital. On some of the investment income, income tax has been deducted. What are the special points
1o be considered by M/s T & Co. while auditing such transactions of Treatment Hospital? (SA, May 2022, 3 Marﬁs]

Audit of a Hospital:
1) Receipts from treatment of patients
a) Register of Patients: Vouch the Register of patients with copies of bills Issued to them. Verify bills for a

the rules of the hospital.

b cnlleminn_ of Cash from patients: Check cash collections as entered in the Cash Book with the receipts,
counterfoils and other evidence for example, copies of patients hills,

2) Donations from donors to treat the patients: Ascertain that legaci i i
1 do gacies and donations i
have been applied in the manner agreed upon, = [ora el EREE

a5 i
I I Incurred Dﬂl}r it hE pl‘|D sanction o the

4) Where int:um&tfux has been deducted from the Investment income, it should be seen that a refund thereof has
of Income-tax. This invalves:

e

Hn«u;ﬁmmlmmm_gm e EEnAEC
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A of club - AN

i hich merit i 7
state the points w it consideration i
: the augd
g# (ICAl study Material - Test Your Kngw) edge) EMTﬁfl:f 8 CLUB wrt its members.
» May 2023, 4 marks)
OoR

: ;lsh. (MTP2, May 2018, 5 marks)

you have been appeinted as internal ayd;

L tor of 'City Cluk' i

previous year ending 2023-24. You are y ¥ LAUb'in Delhi. The recsipts of th i

club. (SA, Jan 2021, 4 marks required to mention special poin 4 : CI'U i e SD_ls_l.khs iz lh'e
) points of conslderation while auditing such receipts of the

i

The special steps

QiscUSs the special points vou wouyld S
$-|'|:|E.'r in thE audi
1 of

:
involved in an audit
of club are stated b
. : Elowy-
i) Entrance Fee: Vouch the receipt on account of
them, as well as on a reference 1o miny *
il  Subseriptions: Vouch membaers’ ipti
selected period 1o the Regist?rsufs :ﬂt:f“gpu?ns with the counterfoils of receipt issued ta them, trace receipts for a
collected and that outstanding, mbers; also reconelle the amount of total subscriptions due with the amount

i) Arrears of Subscriptions: Ensure that
aver and arrears for the year under

fees with members’ applications, eounterfoils issued to
tes of the Managing Committee,

au;l_rl'ears of subscriptions for the previous year have been correctly brought

Arithmetical accuracy: Check total flt a I.-Id subseriptions recelved in advance have been correctly adjusted.

y) Irrecoverable Member Dues: 5 Of various eolumns of the Register of members and tally tham across.
e o necess;ﬂs:riee Lhﬂ Register of Members 1o aseertain the Member's dues which are in arrear and
be mentioned in the AuditFRep:?.: ave been taken for their recovery; the amount considered irrecoverable should

i Pricing: Veri i
) rcr'-'id?ed ter:(fﬁr the internal check as regards members being charged with the price of foodstuffs and drinks
Eiliiards t;'nmzm;"d their guests, as well as, with the fees chargeable for the special services rendered, such as
' , elc.

vii) Membﬂrrﬁﬂﬂﬂuﬁt& Trace debits for a selected period from subsidiary registers maintained in respect of supplies
1.E_ln-:l services to members to confirm that the account of every member has been debited with amounts recoverable

rom him.

vili) Purchases: Vouch purchase of sports items, furniture, crockery, etc. and trace their entries into the respective
inventory registers

ix) Margins earned: Vouch purchases of foodstuffs, cigars, wines, etc., and test their sale price so as to confirm that
the normal rates of gross profit have bean earmed an their sales, The inventory of unsold provisions and storas, at
the end of year, should be verified physically and its valuation checked.

x) Inventories: Check the inventory of furniture, sports material and other assals physically with the respective
inventory registers or inventories prepared at the end of the year.

xi) Investments: Inspect the share scrips and bonds in respect of investments, check their current values for
disclosure in final accounts; also ascertain that the arrangements for their safe custody are satisfactory.

Xii) Management Powers: Examine the financial powers of the secretary and, if these have been exceeded, report

specific case for confl rmation by the Managing Commitiee.

iv)

Audit of Cinema . | |

f accounts of Karla Multiplex which runs 15 Film shows everyday. One of the major issues
Sl S Buoksuoa:an guditor is the Agresment enterad into the Multiplex owners with the Film Distributors.
which are of congern 10 Y2

Id you check as an auditor in this respect. (ICAI Study Material - Test Your Knowledge)
State what points wWou

he Dlstrlhruwl'ﬁi o film hire with bills of distributors and in the process, the agreements concemed

t
Agreement with  acco

should be referred 10- ® ol of advance p.aid_tn the distributors against film hire contracts to see that they are
I in respect of which an advance was paid has already run, it should be enguired as

’ ine unadjus
i) Exam erable. If any o adjusted. The management should be asked to make a provision in respect of

jrig as not be?
i ble
¥ whni:t: t; t aré cunsidaredlrranum'a
val
z L Sl R f!m" of Chartered Accountants has been appointed to get its accounts
3 e e conduct audit asks the audit in charge as to how to go about conducting an audit

L Lid. is runming 8 i
5 :Edltléd. Assistant appninted
. : / 9-1 B
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ed to explain 1o the assistant special steps (any five)

| i K in view the above you ane negquir
Ir:msee-smmml SN | 2018, 5 )
| imvolved in the Audit of Cinemna. (MTF1, Nov marks

i The special steps nvolved in the audit of Cinema are stated below-

Verify the miernal conirol mechanism- ickets
[ that entrance to the cinema-hall during show is only through printed tickets;

2
books,

b} that they are serially numbered and bound intg

e} that :::.,."‘L."."'lber of tickets issued for each show and class, are different though the numbers of the same

class for the show on the same day, each week, run serially;

that for advance booking a separate serles of tickets s issued; e .

' 2] that the inventory of tickets is kept in the custody of a responsible official. it b ace Tl
Confirm that 2t the end of show, a statement of tickets sold is prepared and cash collect B

Jerify that a record is kept of the ‘free passes’ and that these are issued under proper authority. :

Reconcile the amaount of Tax collected with the total number of tickets issued for each class and vouch and verify

| p

the tax retwms filed each month.

L3 the entries in the Cash Book in respact of cash collected on sale of tickets for different shows on a reference

Vouwch the sntries in t - t : : i j

2 Daily Statements which have been test checked a5 aforementioned with record of tickets issued for the different

shows held. _ :

Verify the charges collected for advertisement slides and shorts by reference to the Register of Slides and Shoris
-y % — = — = - - - H

Exhibited kept at the cinema as well with the agreements, entered into with advertisers in this regard.

Vouch the expenditure incurred on advertisement, repairs and maintenance. No part of such expenditure should be

Capriaized.

i that depreciation on machinery and fumniture has been charged at an appropriate rate.
Viouch payments on account of film hire with bills of distributors and in the process, the agreements concemed

should be referred 1o,
Examine unadjusted balance cut of advance paid to the distributors against film hire contracts to see that they are

x)
good and recoverable. if any film in respect of which an advance was paid has already run, it should be enquired as
o wiy the advance has not been adjusted. The management should be asked to make a provision in respect of

advances that are considersd frrecoverable.
The arrangement for collection of the share in the restaurant income should be enguired into efther a fixed sum or
y. In case the restaurant is run by the Cinema, its

a fixed percentage of the taking may be receivable annuall
accounts should be checked. The audit should cover sale of various Rams of foodstuffs, purchase of foodstuffs,
cold drink, eic. as in the case of club.

xi)

t locations in Mumbai and has appointed you 25 an internal audiior.

Q47. | Cinescreen Muitiplex L1d. is operating cinemas in differen
What are the areas that need to be verified in relation 10 receipts from sale of Tickets?

(MTP2, May 2020, 4 marks) (MTP2, May 2021, 4 marks) (RTE Nov 2022, NA)

Areas that need to be verified in relation to recespts from sale of Tickets
i} WVerify the internal control mechanism-
g) that entrance to the cinema-hall during show is only through printed tickets:
B) that they are serially numbered and bound into books:
€) thatihe number of tickets issued for each show and class, are different though the numbers of the same
class for the show on tha same day, each wesk, run serially;
d) that for advanee Booking 2 separate series of tickets is issued: and
g} that the inventory of tickets is kept in the custody of a responsible official,
i] {:mﬁm that aﬂhe:end of show, a statement of tickets sold is prepared and cash collected is agreed with it.
i) Verify that 2 record is kapt of the free passes’ and that these are issued under proper authority
W)  Reconcile the of T jckets i : ' i
) woie w ax collected with the total number of tickets issued for each class and vouch and verify
) :ﬂl'-'h the entries in the Cash Book in respect of cash collected on sale of tickets for different shows on a reference
Daily Statements which have been test checked as aforementioned with record of tickets issued for the different
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members is of the view that the | i st
jpam about the areas that

mern al (5]
3 nitr :
will b COVErad ol mechanim of

N verifying the intern

the Company sho
uld alse be verif, i
al control meehg nism? (SA, HE: ;;dz-zﬂiﬂr':l::-lkﬁi'jﬂde - ool

areas to be covered while verifyip,

the following areas to verify the anism in Multiplex: it Te

: 20Nt ’ i 5P
a) Verify that entrance to I e mechanism of CBD Multiplex Cinema | td ' of M5 PQ & Co. should b
b) WVerify that they & .

-hall dyr| 1
during shaw is gniy thraugh printed tickets
c) Verify that the numpe biboro Ly el

each show and class, are
s by Week, run serially;

/L e) Verify that the inventory of tickets 5 h:epte b tg k!

different though the numbers of the narme

- | Define the diff
A { iffere
49, @ erent types of leage agreements as per Accounting Standard/Ind-A5 (SA

) Finance Lease: An atrang ﬂg&mentg could be of 2 types |.e. Finance Lease and Operating Lease.
transfers ownership of thee:szn: with the following attributes qualifies as a Finance Lease: The lease arrangement
®* The lessee has th e' R e 8 U1 e of e s
e thet dE tnpt:'“ 10 purchase the asset at a price that is expected to be sufficiently lower than the
I 5 atet & Oplion becomes exercisable for it to be reasonably certain, at the inception of the
€ase, that the option will be exercised:
The lea L T-e""f‘ is for the major part of the economic life of the asset even if title is not transferred:
* At the inception of the lease, the present value of the minimum lease payments amounts to at least
substantially all of the fair value of the leased a sset; and
» the leased assets are of such a specialized nature that only the lessee can use them without major
modifications
ii) Operating Lease: An arrangement that does net transfer cubstantially all the risks and rewards incidental to
ownership qualifies as an Operating Lease. In other words, an operating lease is a lease arrangement “Other than
finance lease”.

Q50. | In respect of leasing transaction entered into by the leasing company, describe the procedures adopted by the auditor,
(MTP2, May 2018, 5 marks)

In respect of leasing transaction entered into by the leasing company, the following procedures may be adopted by the

auditor:
i)  The object clause of
which the company can un

tivities or not. ; i i i
ﬁnan:mgt :l:re exists a procedure to ascertain the eredit analysis of lessee like lessee's ability to meet the
ii) ~ Whetherthe

dit record, capital strength, availability of collateral security, ste.
g der lease, past cre
commitment un

ment should be examined and the following points may be noted:
i) The lzase agree of the lessor, the lessee, the equipment and the location whera the aquipment is to be

leasing company to see that the goods like capital goods, consumer durables ete. in respect of
dertake such activities. Further, to ensure that whether company can undertake

s the desnril:_tl:‘;"mipu lation that the equipment shall not be removed from the described location except for
inmanedﬁir the sake of identification, the lessor may also require plates or markings to be attached to the
repairs.
equi[:-rru?:rl’g-lr:rf tenure of lease, dates of payment, late charges, deposits or advances etc. should be noted.
the arnﬂ"-tlhe equipment shall be returned to the lessor on termination of the agreement and the cost shall

- whether g lessee.
be bnrnemhf :;;eemﬂnt prohibits the lessee from assigning the subletting the equipment and authorises

e
o whether do s0-
the lessor o <al form submitted by the lessee requesting the lessor to provide him the equipment on
; Examine the 1€as¢ REP
iv) e ice is retained safely as the lease is a long-term contract.
R EDEIE that the invo! jetter obtained from the lessee indicating that the equipment has been received in order
v

: ce
Fxarnin® th:taaiﬂleptrthe EEgee:

/ ST
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rticular director 10 execute the lease agreement has been passed by the /u;

i) See the Board resolution authorising a pa
e nsurance policies have been obtained by the lessor for his records

wiil} See that the copies of the |

se agreement with the supplier of the

& and hence is required to sign lea
e t7 (MTP1, Nov 2023, 4 marks)

ipment an |
sl ABC Ltd. wants DR Rl be considerad in the lease agreemen

equipment, What are the important points 1o

1 the lease agreement are

he lessee, the equipment and the
[The stipulation that the eguipment shall not be removed from the desc
=ake of identification, the lessor may also require plates or markings to

the amount of tenure of lease, dates of payment, late charges, deposits or advances
whether the equipment shall be returned to the lessor on termination of the agreement and the cost shall be bome

The important points to be examined i

i) the description of the lesser, | location where the equipment is to be installed.

ribed location except for repairs. For the
be attached to the equipment).
ete. should be noted.

i)

jii}
by the lessee. 1 g
iv)  whether the agreement prohibits the lessee from assigning the subletting the equipment and authorises the lessor

to do so.

Auditing of Hire Purchasing Companies

052. | As an auditor, how will you verify the hire purchase transaction
purchase? (RTR Mov 2023, NA)

in the case of an entity engaged in the business of hire

Verification of Hire-purchase transactions: While checking the hire-purchase transaction, the auditor may examine the

following:

i) Hire purchase agreement is in writing and is signed by all parties.

iiy  Hire purchase agreement specifies clearly -

e The hire-purchase price of the goods to which the agreement relates;

The cash price of the goods, that is to say, the price at which the goods may be purchased by the hirer for
cash;
The date on which the agreement shall be deemed to have commenced,
The number of instalments by which the hire-purchase price is to be paid, the amount of each of those
instalments, and the date, or the mode of determining the date, upon which it its payable, and the person
to whom and the place where it is payable; and
« The goods to which the agreement relates, in a manner sufficient to identify them.

11]] Ensure that payments are being received regularly as per the agreement

Auditing of Hotels

053. | Asan auditor, what would be your areas of consideration while auditing the element of ROOM SALES duri '
- uring the audit of a
5-Star Hotel. (ICAI Study Material - Test Your Knowledge) (MTP2, May 2023, 4 marks) 3

Room Sales & Hall Bookings:
i) xfefsh;;g;éﬂ;i;”h‘i':ﬂi':s: Is normally posted to guest bills by the receptionist/ front office or in the case of large
B e oo o
i) ;Ta :?‘wmz;ﬁ:?hﬁﬁ:ffﬁ:i Teisnulf::i ::;:it li:.;l:isst:d Frnls and the standard room rate should be

i Inm i
) i r:lnn'_n.: S;tzl;a.bgeshkiustei:eepel: prepares a daily report of the rooms which were occupied the previous night and
ptin each room. This report tends not to be permanently retained and the auditor should

ensure that a sufficient number of reports i '
-t Sioviten rep are available for him to test both with the guest register and with the

_ MImﬂm.nm
: '\.-'\:. L 9-21
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T 5 Wi ISR
-~ vil The auditor should ensure tha e - L R T
rds are main

parties and recovered o i t. .
N the basis of T ained for booking of halls and other premises for special

| e

=] pilfering is one of the greatest problems
{HTF: May 2022 NA) (MTF‘Z, Moy 2023

in any hotg| and

the importance of |
4 ll‘iﬂrk;} P of internal contral cannat be undermined. Explain.

Explain and also state the role of aud 3 oR
i 1or with re
roblems in any hotel and I *SPect to the following | e s
p the Importance of internal control c:a::I :::ltn En;nuiadﬁn::nzgﬁ[thrrp‘!ll F"I:fl:-;:ng Izﬁu;n; e thekgrealem
- » Nov . 2 Marks)

« Pilfering is one of the
_ greatest pro i
Itis the responsibility of manaze,x.?f A
Ew_dem:e of their success s it b’j.rutll:‘l
ant and a detailed serutiny of the result
investigated, .

- I-IE' EUditﬂl S-l |Du|d C'bt i 250 ra r 4] I pe resile
s Aaln th S8 [ |
| i : igl.llﬂr t Edi“g accounts the H}d u IjE I L I I

= The auditor should verify a faw restaurant bill
would enable the auditor tg ensure that cont

¢ The auditor should satisfy himself tha
over to the proper autharitjes.

:'r";!'dhmel and the im_pnr!a_nﬂe of internal control cannot be undermined.
uce contrals which will minimise the leakage as far as possible.

© preparation of regular perhaps weekly, trading accounts for each sales
Nng profit percentages, with any deviation from the anticipated form being

& by reference to K.0.T.s (Kitchen Order Tickets) or basic record. This
rels regarding revenue cycle are inorder.

t all taxes collected from occupants on food and occupation have been paid

f i I .

L.;haer:;ﬁll:':l f:::::_lg'i:n??‘il s weak or perhaps F:reaks down, then a very serious problem exists for the auditor,

gross margin shown by th ature of many of his clients' records, the auditor must rely to a very large extent on the

R ¥ the accounts. As a result, the scope of his audit tests will necessarily be increased and, in
material margin discrepancy being unexplained, he will have to consider gualifying his audit report

055. | You have been appointed as an auditor of ABC Hotel, a three star hotel, for Financial Year 2023-24. As an auditor what are
the special points that need to be considered in verifying the Inventories in the nature of food and beverages?

(RTP, Nov 2022, NA) (MTP2, Nov 2023, 4 marks)

OR
Explain and also state the role of auditor with respect 1o the following In case of a hotel: The inventories in any hotel are both
readily portable and saleable. Areas where large quantities of inventory are held should be kept locked.

(MTP1, Nov 2022, 4 Marks)

Verification of inventories in the nature of food and beverages: The inventories in any hotel are both readily portable and
saleable particularly the food and beverage inventories. It is therefmla extremely i.rnpartant that z_||1 mqwements arJd transfers
of such inventeries should be properly documented to enable contral to be exerm:_:ed aver each individual stores’ areas and
sales point. The auditor should carry out tests to ensure that all such decumentation is accurately processed. Therefore,

following points may be noted in this regard:

i) All movement and transfer of inventories must ba properly documented.

; ; ias are kept must be kept Jocked and the key retained by the departmental manager.
i)  Areas where inventories a

) he key should be released only to trusted personnel and unauthorized persons should not be permitted in the
i The key s

stores al'Efll- p-et:la“ﬂd prnfesﬁiﬂnal valuers to count and value the inventories on a continuous basis
iﬂ Many hotels LSE 5
throughout the year ies are valued at the year end and that he should himself be present at

t all inventor : e '
hould ensuré tha‘nn e t practicable, having regard to materiality consideration and nature

hysif;ﬂl yerificatl
pventones.

V) The auditor s
the year-end phy
and location ofi

t to the following in case of a hotal:

i C
Q56. | Explain and also state the role of auditor with respe

(i) Inventories (4 marks)
(ii) Travel agents & shops

(MTP1, May 2023,7 marks)
gno 55

i) Inventories - P 5- ther booki [ i
ii) Travel Agents & Shop ing through yravel agents or olNEFBOCKING agencies the bills are usually made on the travel

For ledgers com a5, The auditor should ensure that money are recovered from the travel agents or

: agents oF pookind agen
. 9.22

T e wdu1.000

(3 marks)
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booking agencies as per the terms of credit allowed
= Commission, if any, paid to travel agents or booking agents should be checked by reference to the
agreement on that behalf
—
Audit of Co-Operative Societies

A society has been formed by pan India employees of a public sector bank. The purpose of society is 10 promote savings
habits of members and to grant loan to them up to a small specified amount. Small savings are promoted amongst
members by way of compulsory contribution from monthly salary. ldentify type of society and also discuss nature of books
of accounts to be maintained by such a society. (ICAI Study Material - Test Your Understanding)

Qs7.

The society is in nature of Multi-state cooperative society as it serves interests of members in more than one state. it
accepts small savings from its members and grants loan to members. As per Multi-State Co-operative Society Rules 2002,
every Multi- State Co-operative society shall keep books of account with respect ta: -

a.  all sum of money received and expended and matters in respect of which the receipt and expenditure take place

all sale and purchase of goods

b.

c. the assets and liabilities

d. inthe case of a Multi-State Co-operative society engaged in production, processing :aru:! marn ufacturing, particulars
relating to utilization of materials or labour or other items of cost as may be specified in the bye-laws of such

society

Q58. | Discuss, in what circumstances, Central Registrar can hold an inquiry into working and financial condition of a multi-state
cooperative society. (ICAl Study Material - Test Your Knowledge)

Inquiry by Central Registrar under Section 78:
The Central Registrar may, on a request from:
s  afederal co-operative to which a Multi- State Co-operative society is affiliated or
s 3 creditor or
= not less than one-third of the members of the board ar
s not less than one-fifth of the total number of members of a Multi-state co-operative society
hald an inquiry or direct some person authorized by him by order in writing in his behalf to hold an inquiry into the
constitutions, working and financial eondition of a Multi-State Co-operative society

Q39. | Section 73 of the Multi-State Co-operative Societies Act, 2002 discusses the powers and duties of auditors, According to
this, every auditor of a Multi-State co-operative society shall have a right of access at all times to the books aceounts and
vouchers of the Multi-State co-operative society, whether kept at the head office of the Multi-State co-operative society or
elsewhere, and shall be entitled to require from the officers or ather employees of the Multi-State co-operative society such
information and explanation as the auditor may think necessary for the performance of his duties as an auditor,
You are required to answer the inguiries an auditor would make under Section 73(2) (MTP2, May 2018, 5 marks)

OR

Explain the powers and duties of auditors under the Multi-State Co-operative Socisties Act, 2002. (RTP, May 2020, NA)

Power and duties of Auditors - Section 73 of the Multi-State Co-operative Societies Act, 2007 dise usses the powers and
duties of auditors. According to this, every auditor of a Multi-State co-operative society shall have a right of access at all
times to the books accounts and vouchers of the Multi-State co-operative society, whether kept at the head office of the
Muiti-State co-operative society or elsewhere, and shall be entitled 1o require from the officers or ather employees of the
Multi- State co-operative society such information and explanation as the auditar may think necessary for the performance
of his duties as an auditor.

As per section 73(2), the auditor shall make fellowing inquiries:
a) Tﬂﬁt;ﬂ Inan;ﬂd n?“hlir;“ m:de by the Multi-State co-operative society on the basis of security have been
p y secured and whether the terms on which they have been made a t prejudici [
MultiState co- operative society or its members, e T
b) Wthher transactions of the Multi-State co-operative society which are represented merely by book entries are not
prejudicial to the interests of the Multi-State co-operative society,

¢} Whether personal expenses have been charged to revenye account, and

Neeraj Arora | www.edu91,0rg ' ' T
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not misleading. " the posit

M paper . B e
38 has agy,a. ' Multi-State CO-Operative society
y that

. B8N received | any sha
I ; in res rés Nave besn
M35 stated in 1he AcCount PECt of such allotment, and i ng cash has actuall

/——-\\\ books and the balance shest as eorect requiar an{‘.l
quiti-State Co-operative Societias Act |

2002 5ta

chartered Accountants Act, 1949 qqp, 13 that a person who i

the persons who are not eligible for ap';r:i}l’_l:m ppointed as 4y dit;:hu I5 & Chartered A
MTP1, Nov 2018, 5 marks) gl
"

gualification of Audimm_-_______"'“'--———-__________

cLauntant within the mes ning of the

of Multi-State co- i i
audi ¢ O-OpErative saciety. =i e als
ditars of a Multi-State CO-Operative society i o

Perative Sncietj
&5
lants Act, 1049 caﬁ?ﬁ[ﬁﬂt? % states that a person who is & Chartered Accountant within the
re not eligible for apno ¥ D€ appointed as auditor of Multi-State co-operative society.
PPoIMtment as auditors of a Multi- State co-operative society-

meaning of the Chartered Aceqyn
However the following persons 5

a) A body corporate.
b] An officer or Emplﬁyee of the MIJ“_-I
c) A person who is a member
- or whe js |
sociaty. 015 in the employment, of an officer or employes of the Multi-State co-operative

d} A personwhois indehted
1 al . 0
security in connection withil'l;:?:: ubm BIgS to-operative society or who has given any guarantee or provided any
E s i e ebtedness of any third persan ta the Multi-State co-operative society for an

-State co-operative society,

Briefly explain the provisions for qualification a ' . |
z ; i eties Act,
B o vt o o g el o zuharp;:::cr;ent of Auditars under the MultiState Co-operative Societies

Qualification of Auditors

section 72 of the Multi-State Co-operative Societies Act, 2002 states that a person wha is a Chartered Accountant within the

meaning of the Chartered Accountants Act, 1948 can only be appointed as auditor of Multi-State co-operative soCiety.

However the following persons are not eligible for appointment as auditars of a Multi- State co-operative soclety-

a) A body corporate.

b) An officer or employee of the Multi-State co-operative seciety. .

¢) A personwho is a member or who isin the employment, of an officer or employes of the Multi-Stata co-operative
S i i i hae given any guarantes of provided any

d) A person wha is indebted to the Multi-State co-operative society of who als_ jgu:tn ;- guaratwe Ao
security in connection with the indebtedness of any third person to the Multi-51ate co-0pe

amount exceeding ¥1 0oo

n nf Mditﬂfg . ime
Appointment Miulti-State Co-operative Societies Act, 2002 provides that . i of th
Section 70 of the ditors of a Multi-State cooperative soclety shall be appointed by the board within one merith of the
e first auditor orau

[ it inted hall hold office until the conciusion of
: nciety and the auditor of auditors s0 appointed s : :
date of registration of f:nih&;"'g' 1fylh*‘ board fails, society may appoint tne first auditor at generai meeting :
thefirst e gene_r‘ﬂ is appcrintEd at each annual general meeating. The auditor 50 appn-.nted ghall hold office
e The sutzn-srauqmen’t E-‘ud:;rth a1 meeting until the conclusion of the next annual general meeting
Jusgion
from the cont

chare Capital in Kisan Grediit Co-operative Society, which is incurring huge losses
id up

Q62. | Central Govt. hold 55% ﬁ;he pr:::e':*»t can direct Special Audit under Section 77 of the Multi State Co-operative Sociely Act.
0 5 EI'“Fa
Advise when thegcmﬂ a (MTPZ, May 2023, 3 marks)
(SA, May gok special audit only if that Govern ment or the State Government either by itself or both hold
| Gove ment hall Drd:;:: ::apital - such Multi-State co-operative society.
Central GOY aid-up §
fthe P

co-operative societies Act, 2002, where the Central Governme nt is of the opinion:
3 Mum-state S lesconaiatve society are not being managed in accordance with self-help and

Under sectio 4 irg of any l:altt;ue orinciples or prudent commercial practices or with sound business prnciples; of

gl alie : ed and € grative society is being managed in & manner likely 1o cause serious injury or damage 1o
uﬂi-ﬁatgtfﬂdg industry or business to which it pertains; or
15 ﬂf the
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perative society is such as to endanger its solvenoy.

¢) that the financial position of any Multi-State c0-0

co, shares and the financial position of Kisan Credit co- operatiye

i ding 5
avt is holding udit,

Thus, in the given case since the Central G
4 t can direct for special a

ity i cvernmen
society is in danger, the Central g e

f th i
Q63. | As per Multi-state Co-operative Societies Act, 2002, the auditor shall make a rerf:;: ::n :jh;r;f;_ﬁ":::’:}ga a;g“u'-::l:::t‘:n
co-operative society on the accounts examined by him and on every bal2 ?t and loss account. Explain e
other document required to be part of or annexed to the balance-sheet of prot

(RTP, May 2020, NA)

) R I a report t
As per section 73(3) and 73(4) of Multi- state Co-operative Societies Act, 2002, ::E i‘ﬂ";’; 22::;3::(:“513112;:& i
members of the Multi-State co-operative society on the accounts examined by dm the balarce-ahest or profit and IEE
and loss account and on every other document required to be part G a“g?::eei?ng surlng his tenure of office, and l.':e
i i society in gener. : ;
account, which are laid before the Multi-State co-operative i d according to the explanation given to him, the

report shall state whether, in his opinion and to the best of his information an ! -y
said account give the information required by this act in the manner 50 required, and give a true and fair view:

a) Inthe case of the balance-sheet, of the state of the Multi-State co-operative society's affairs as at the end of its

financial year; and kg 4
b) Inthe case of the profit and loss account, of the profit o loss for its financial year. The auditor's report shall also

state;
il Whether he has obtained all the information and explanation which to the

were necessary for the purpose of his audit. ; )
il Whether, in his opinion, proper books of account have been kept by the Multi-State co-operative society so
far as appears from his examination of these books and proper returns adequate for the purpose of his

audit have been received from branches or offices of the Multi-State cooperative society not visited by
hirmn.

iiy  Whether the report on the accounts of any branch
co-operative society’s auditor has been forwarded

the auditor's report
Whether the Multi-State co-operative society’s balance sheet and profit and loss account dealt with by the

report are in agreement with the books of account and return.
Where any of the matters referred above is answered in the negative or with a qualification, the auditor's report
shall state the reason for the answer.

hest of his knowledge and belief

office audited by a person other than the Multi-State
to him and how he has dealt with the same in preparing

v)

Q64. | You are appointed as an auditor of co-operative society, State the special features of the co-operative audit to be borne in
mind by the auditor, conceming:

1) Audit classification of society.

2) Discussion of draft audit report with the management committee,

.{&n,ﬂw.mtl.lmm]

1)  Audit classification of society
= After a judgment of an overall performance of the society, the auditor has to award a i
r : \ class to the society.
This judgment is to be based on the criteria specified by the Registrar. !"

s It may be noted here that if the management of the society is not satisfied ab i
out the award of audit class,
it ean make an appeal to the Registrar, and the Registrar may direct to review the audit classification.
s  The auditor should be very careful, while making a decision about the class of society

2) Discussion of draft audit report with managing committee
= On conclusion of the audit, the auditor should ask the § i i
. ~ committee meeting uss the audit draft I‘ni:u.'-rt.E R 00!ty ™ conwenis trulFRTERES
alised v..ritlmut discussion with the managing committee.
s and discuss policy matters in detail

S

: “Eﬁ:li_:‘:ies Act, 2002 shall be made unless a notice has been given
.:_Ia"d h,“f"" such inspection can be made. Also state the
6Nng with provisions relating to communication of the inspection

e

925




ol
psP®
il

i af pulti-State Co-operative societie

when: The Central Registrar may o,
o federal co-operative tg yp
« acreditor or

5 under Section 79
ATequest from,

ch -
@ Mult- Stare Co-operative soclety is affiliateq
 notless than one-third of the memp y
e notless than one-fifth of the
How: By general or special order i wr
writing in this behalf to make an jn
co-operative society,
ortunity of Being heard: -
::;pmuni-state co-np?&ratw: Shézigilliﬁﬂtmﬂ shall be made unless a not
Powers available: The Centra| Reqistrar or
a. He shall at all times haye 5
property of that society an

Brs of the board or

L'mtal Number qf Members of a pyy
iting in thig behalf inspact or

-State CO-Operative soclety
Spection inyg the constitution w

direct any Person author| i
zed by him by arder in
orking and financial condition of a Multi- State

ice of not less than 15 days has been given 1o

the person autharized by him shall

tcess 1o ali books, accounts, papers, vo

d miay ||'I the avant Df i
i ! serious i
them into custody and shall have power to verify the ::asl;lri?;:;nll

general or special order of the central regis
15, in his opinion necessary,

have the following powers:
uchers, securities, stock and other
es discovered during inspection, take
ce of the society and subject to the

trar to call a meeting of the society where such general meeting

E!:era.r ufglfcer ar membgr of a Multi-State Co-operative society shall furnish such
the working of the society as the central registrar of the person making such in

Inspec:tim:n REPurlt'. A <0 pzr' of thelrepﬂrt of inspection under this section shall be communicated to the Multi-State
Co-operative society within a period of 3 months from the date of completion of such inspection.

information with regard to
spection may require,

]

1.

A, Z, a Chartered Accountant is the Senior manager of a Multi-State co-operative society in Mumbai, He is proposad tr.:l_bE
appointed as an auditor of the said Multi-State Co-operative soziety. Analyse the provisions of the Multi-State Co-operative
Societies Act, 2002 and comment on validity of proposed appointment (SA, May 2023, 4 marks)

a)
b)
c)

d)

In the given case, CA. Z.8
to be appointed as an audit

Conclusion: The persoen

of a Multi-State mﬂpﬂf____/__/-—————"_

gection 72 of the Multi-State Co-operative Societies Act, 2002 states that a person wha is a Chartered Aﬂct_:-untantlwiihin the
meaning of the Chartered Accountants Act, 1949 can only be appointed as auditor of Multi-State co-operative society.
However the following persons are not eligible for appointment as auditors of a Multi- State co-operative sociely=

st ive society

loyee of the Multi-State co-operativ ! . .
Y G‘r:uﬂ'ﬂp ember or who is in the employment af an officer or employee of the Multi-State co-operativa
A person who is & m
society.
A person who is indabt
security in connection W

i i warantes or provided any
ad pAulti-State co-operative society or whao has given any g r _
Tuﬁh?nd:::ad:;is of .apny third person to the Multi-State co-operative society for an
ith the

= byt 2000 i osead
amount exceeding ¥ 1000 ant i the Senior manager of a Multi-State co-operative society who is prop

Acocount _
Ggra Sfetrhes said hMulti-5tate Coeoperative society.

. iety gl i 1 as auditor
i -Oper: ty is not eligible for appointmean
State co-operative SOCIE
e of the Multi

who is an employe d appointment is not valid

tive society. The propose

i i . [SEL
Audit of Trusts & SWMM;@MHN Trusts. (SELF)

067,

a)
b)

into
should be taken
ts that shov udit of Trusts ;
Write the F"i"l'_.II & ccount while n:r:ln;;hu-:tl|1*.;}ﬂﬂmmrdﬂmE with the provisions of the applicable Act and the
; i

Points that should be 12

ken into @
a

d
re malntalned regularly an
15

d correctly chown in the accounts and donations received is
an

roperty ific direction by the donor, if any.
¥ ants areé P gr the specific dire \ .
rules; ,;||g:|:|ﬂ.lr5vEIT"::r trustand E:t.:djr of the manager or trustee on the date of audit were in

‘Whether ‘,h’;m the umﬂl"‘:ﬂ unts; voucher® o

other decuments or records required by the auditor were produced
r
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and immovable properties is maintained, the changes therein are communicateq

ter of movahle . .
’ o ::fuh:'.'l :.Iiﬁ:;t::::r:ra the regional office, and the defects and inaccuracies mentioned in the previous audit repory
duly complied with and rectified. o
e on required by the auditor to appear before him did so and

Whether the manager or truslee or any other pers

furnished the necessary information required by hirm; ;
Whether any property or funds of the Trust were applied for any object or purpose other than the object or purpoge

of the Trust; if arty:
Amounts of outstanding for more than one year and the amounts written off, If any,

Whether any meney of the public trust has been invested contrary 1o the provisions of applicable Act which have

come to the notice of the Auditor | o
! i i er expenditure, or failure or omiss of ot
Ascertain all cases of irregular, illegal or improper xp ol i

i ' ey or ather
property belonging to the public trust or of loss or wasie _l:rf mon J bl
expenditure, failure, omission, loss or waste was caused in consequence of breach of trust or misapplication or any

other misconduct on the part of the trustees
Whether the maximum and minimum number of the trustees is maintained;
Whether the meeting are held regularly as provided in such instrument
Whether the minute books of the proceedings of the meeting is maintained
Whether any of the trustees has any interest in the investment of the trust

Whether any of the trustees is a debtor or creditor of the trust. : :
Whether anonymous denations received are properly accounted for and donations in cash are not received by the

Trust over and above the prescribed limit of accepting cash donations.
Whether the irregularities pointed out by the auditors in the accounts of the previous year have been duly complied

with by the trustees during the period of audit
Any special matter which the auditor may think fit or necessary te bring to the notice of the Deputy or Assistant

Charity Commissionar

Q68.

Mention the points that should be taken into account while conducting audit of Societies. (SELF)

Paints that should be taken into account while conducting audit of Societies

a)

b)
c)

d)
e)
f)
a)
h)

i)

The auditor should ascertain governing legislation of society i.e. Societies Registration act, 1860 or any applicable
state law under which it has bean registerad,
Object of society needs to be ascertained from its memorandum of association/bye laws.
Ascertain whether society has obtained registration under Foreign Contribution (Regulation) Act, 2010 in case of
foreign contributions.
Ascertain whether it is also registered under relevant provisions of Income Tax Act which may make it eligible for
tax exemption on its income,
Obtain an understanding of internal control to design audit procedures with speci i
verlous et P pecial reference to donations and
red by s .

g : Ociety are reimbursed by donors, determine how these are recognized in FSs.
Ascertain, if any inquiry has been held by Registrar under applicable law in the workin or financial condition of
society and its implications for auditor's opinion. a ancial condition o

Ascertain all cases of irregular, illega roper :
property belonging t?: sinnlat;ra;rr of Im:::gimp ste Dfmem't"m or failure or omission to recover monies or other
wa money or other property thereof and whether such expenditure
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Question Bank - Chapter 10

Chapter 10 - Audit of Banks

Part | : Descriptive Questions

Types of Banks
There are different types of banks prevailing in India. Explain giving examples of such banks. (MTP1, May 2021, 4 Marks)

.

Types of bank:
1. Commercial banks: The most widespread banking institutions in India, that provide a number of produets and

services to the general public and other segments of the economy. Two of its main functions are:-

a. accepting deposits and

b. granting advances. X
Regional Rural Banks known as RRBs are the banks that have been set up in rural areas in different states of the

2,
country to cater 1o the basic banking and financial needs of the rural communities. Examples are :- Punjab Gramin
Bank , Tripura Gramin Bank , Allahabad UP Gramin Bank , Andhra Pradesh Grameen Vikas Bank, etc.

3. Co-operative Banks function like Commercial Banks only but are set up on the basis of Cooperative Principles and
registered under the Cooperative Societies Act of the respective state or the Multistate Cooperative Societies Act
and usually cater to the needs of the agricultural and rural sectors. Examples are - The Gujarat State Co-operative
Bank Ltd. . Chhatisgarh Rajya Sahakari Bank Maryadit , etc.

4. Payments Banks are a new type of banks which have been recently introduced by REI They are allowed to accept
restricted deposits but they cannot Issue loans and credit cards. However , CUSIOMErS Can open Current & Savings

accounts and also avail the facility of ATM cum Debit cards , Internet-banking & Mobile Banking. Examplas are -

Airtel Payments Bank , India Post Payments Bank, Paytm Payments Bank , etc.

Development Banks: It has been conceptualised to provide funds for infrastructural facilities important for the

A
economic growth of the country. Examples are:- Industrial Finance Corporation of India (IFCI), Industrial
Development Bank of India (IDBI), Small Industries Development Bank of India (SIDBI) , ete.

6. Small Finance Banks have been set up by RBI to make available basic financial and banking facilities to the

unserved and unorganised sectors like small marginal farmers, small & micro business units, ete. Examples ares-
Equitas Small Finance Bank , AU Small Finance Bank , etc,

Reserve Bank of India: Regulating Body
The functioning of banking industry in India is regulated by the Reserve Bank of India (RBI) which acts as the Central Bank of

our country. Explain. (ICAI Study Material - Test Your Knowledge)

Qz.

The functioning of banking industry in India is regulated by the Reserve Bank of India (REI) which acts as the

Central Bank of our country.

« RBlis responsible for :-
development and supervision of the banks and non-banking financial institutions

[+ ]
o determining, in conjunction with the Central Government, the monetary and credit policies
o regulating the activities of commercial and other banks

s Important functions of RBI are -
o issuance of currency;
regulation of currency issue;
acting as banker to the central and state governments: and
acting as banker to commercial and other types of banks including term lending institutions.

o o o0
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/,.- vour firm of auditors, SRG & Co., has bea
o ,Equil'e"“ems of the Statutory Central .ﬂ-.ugita
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Statutg
0rs (SCAS) in UL ] Central Auditar :
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7013 which is normally to be g; Com

: ! 1=} panl'ﬂﬁ Acti a
Internal Financial Controls WE'::&::;‘W Ann ctin terms of Section 143(3)(i) of the Companies AcL
. LongForm Audit Report. (LFAR) Ial Reporting issued by the ICAl .

« Reporton compliance with SLR requirements

« Reporton whether the treasu
: ry operati
issued by the RBI from time to t|mpe ons of the bank have been conducted in accordance with the instructions
§ i a instruction

« Reporton whether the income rec
LU ognition, asset clas i
guidelines issued by the REI from time tnl’:flme i e have been aie AP

« Report onwhether any serious i i
rr tesd
i egularity was noticed in the working of the bank which requires imrnediate

« Report on status of the compli
Ghosh Committee relating tzl flz‘un;sb:r;tg ﬁﬂt;?;rl;;!th regard to the implementation of recommendations of fhe
e and Inspection/credit system. ices and of the recommendations of Jilani Committee on internal

s Report on instances of adverse credit-deposit ratio in the rural areas

o M—
 formand Content of Financial Statements

05 Jheﬁmncial statements of a bank are prepared
financial statements of a nationalized bank. (ICAI Study

in a specified format. Discuss legal provisions in this regard a3 applicable to
Material - Test Your Understanding)

1949 deal with the form and content of financial statermnents of 2
le ta nationalised banks.

coount in the forms s2t out in

As per Section 29 of the Banking Regulations Act,
banking company and their authentication. These provisions are also applicab
r ~ » Every banking company is required to prepare d Balance Sheetand a profit and Loss A
: the Third Schedule 0 the Act or as near thereto as the circumstances admit.

T e Form A of the Third Schedule to the Banking Regulation Act, 1849, contains the fo

g contains the form of Profit and Loss Account.
- __-_______————____-_-___-_

rm of Balance Sheet and Form B

relating to Companies (Auditor's Report) Order, 20207

v auditor of a bank required 10 report on the requirements

paterial - Test Your Knowledge)
. rder, 2020 is not applicable to a banking company, 8s

i to the companies (Auditor’s Report) O

e
T
b

requirements relating

clause (c) of gection 5 of the Banking Regulation Act, 1949.

audit or in the process of institutional audit finds
foul play in any transaction, he
ould render nimself liable for

diting profession.

; | or external
in the course of interna
or fraudul;nt activity or acts of em:zs Pg:‘?:f:;zf;ﬂi?:h
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= Circulari 5
Prﬂfessi;lsaulffmh:t:grl :‘ﬁ:;d‘::ﬂ:ah!:t?;:f nczlzuuntlng and auditing profession provides that “If an accounting
N rntiblate be T e ernal or external audit or in the process of institutional audit finds anythi
B i e fraud or fraudulent activity or act of excess power or smell any foul play in any transaction, he I'Ig
g & matter to the regulator. Any deliberate failure on the part of the auditor should render himself liakle

= This requirement is applicable to all scheduled commercial banks (excluding Regional Rural Banks). As per the
above requirement, the member shall be required to report the kind of matters stated in the circular to RBI.

- T!'IE auditor should also consider the provisions of SA 250, "Consideration of Laws and Regulations in an Audit of
z:;'p:::ial Statements”. The sald Standard explains that the duty of confidentiality is overridden by statute, law or by

= 3A 240, _"The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements " states that an auditor
conducting an audit in accordance with SAs is responsible for obtaining reasonable assurance that the financial
statements taken as a whole are free from material misstatement, whether caused by fraud or error,

e It must be noted that an auditor is not expected 10 look into each and every transaction but to evaluate the system
as a whole. Therefore, if the auditor while performing his normal duties comes across any instance, he should
report the matter to the RBI in addition te Chairman/Managing Director/Chief Executive of the concerned bank,

Qs. HUT & Associates is appointed as auditor of a nationalised bank- Union Bank of India to conduct audit for the year 2023-24,
Advise the auditor regarding reporting to the Central Government. (MTP2, May 2018, 5 Marks)

bank, the auditor is required 1o make a report to the Central Government. The report of auditors
Iso to be made to the Central Government and is almost identical to the auditor's report in the case
wnlain what the auditor would state in his report, (MTP2, Nov 2018, 5 Marks)

ad bank, the auditor is required to make a report to the Central Government in which he has to state

inion, the finaricial statements present a true and fair view of the affairs of the bank and in case
ny explanation or information, whether it has been given and whether it is satisfactory,
transactions of the bank, which have come to his notice, have been made within the powers of

returns received from the offices and branches of the bank have been found adequate for the
t; and

which he considers should be brought to the notice of the Central Government.

State Bank of India is also to be made to the Central Government and is almost identical to the

= of a nationalised bank.

ldl hold dizcussions to gain better understanding of the bank and its environment, including
sess the potential for material misstatements of the financial statements. All these

riately documented for future reference”. Explain.

OR

ars of Bank of Baroda held discussions to gain better understanding of the bank

ol, and also to assess the potential for material misstatements of the financial
bers of the engagement team and the audit engagement partner are being

sial statements to material misstatemnents. These discussions are ordinarily

o and Advise the matters to be discussed in the engagement team discussion

9, 4 Marks)

OR
d hold discussions with the engagement team, List out matters which you
gain better understanding of the bark and its environment

OR

1 -
team members and the audit engagement partner should be f‘;‘:de .

material misstatements, Briefly discuss the points ordinarily in

), 3 Marks) T
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ancial statemerts

Including internal control, and also

reference. Thase discussions are ardinarily done at he

sk, Pervasive Risks, and Specific Risks:
pticism throughout the audit engagement;
her conditions that indicates that a materia| misstatament may have orcurred

o

ight be Perpetrated by bany personnel ar athers within particular account balances and/or
+ Audit responses to Engagement gj
¢ MNeed to maintain professional ske
* Need to alert for information or ot

Q10.
(SA, July 2021, 3 Marks)

discussion. (RTR, Nov 2021, NA)

The engagement team discussion ordinari
occur; Errors which have been identified in
others within particular account balances

OR

ly includes a discussion of the matters such as - Errars that may be mors likely 1o
prior years:Methad by which fraud might be perpetrated by bank personnel or
and/or disclosures; etc. In the above contest, eupiain the advantages of such 2

ges of engagement team discussion dene at the planning stage of Bank audit are:

ﬁpaniﬁc emphasis should be provided to the susceptibility of the bank's financial statements to material _
Isstatement due to fraud, that enables the engagement tear to considar an appropriate response to fraud rishs,
luding those related to engagement risk, pervasive risks, and specific risks.

nables the audit engagement partner to delegate the work to the experienced engagement team members, and 1o
ne the procedures to be followed when fraud is identified. : .
.gagurrpant partner may review the need to involve specialists to address the izsuss relating 1o fraud,

se identified m

with prevention of maney
daltnas (“Know Your Custo

' [ lal Statements”, the awditor's objective is
ing to Fraud in an Audit of Financia _
iﬁﬂgﬂ:;ﬁ;nt in the financial staternents due to fraud, to obtain sufficient
o isstatements and to respond appropriately.

| to recognise the possibility of misstaterments
att fessional skepticism so as
7 attitude of pro

laundering and "Know Your Customer (KYC)"
mer Guidelines — Anti Monay Laundering

d to recognise and report money
and controls to deter an
es, procedures
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1 mmmrmmmmmm by those char

*  Those charged with governance (BOD/Chief Executive O
policies,

® The policies should be consistent with the bank’s business ok

management expertise, regulatary requirements and the types and
acceptabla,

2. ldﬂﬂtllﬂcﬂﬂnn. measurement and monitoring of risks: Risks that could significantly impact the achievernent g
bank's goals should be identified, measured and monitored against pre-approved limits and eriteria,

3. Cor_ltml activities: A4 bank should have appropriate controls to manage its rizsks, including effective segregation of
duIl_&;. accurate measurement and reporting of positions, verification and approval of transactions, reconciliation of
:}'35""3“5 and results, setting of limits, reporting and approval of exceptions, physical security and contingeney

anning.

0 Ilml‘tnrhg activities: Risk management models, methodelogies and assumptions used to measure and manage
ﬂﬂk should be regularly assessed and updated. This function may be conducted by the independent risk
 management unit,

3. Reliable information systems: Banks require reliable information systems that provide adeguate financial,
‘operational and compliance information on a timely and consistent basis. Those charged with governance and
management require risk management information that is easily understood and that enables them to assess the
changing nature of the bank’s risk profile

Q13. | CA Xisacting as—&ujn%‘ﬁ'ent auditor of a branch of KLT Bank (a nationalized bank) located in Delhi during the year 2023-24.
The assignment started from 1st October 2023 and is for a period of one year. By virtue of this assignment, he is required to
issue monthly reports on different aspects of the functioning of branch including deposits, advances and housekeeping to
‘controlling authorities of Bank. At the end of March, 2024, he has got an offer to conduct statutory audit of two branches of
KLT Bank lecated in the State of Rajasthan for the year 2023-24, Can he accept the above offer? Discuss.

(MTP2, Nov 2023, 3 marks)

* |n the given situation, CA X has undertaken concurrent audit assignment of KLT Bank which is in the nature of
internal assignments.

= Inaccordance with RBI guidelines, statutory audit assignments should not be undertaken by auditors while being
associated with internal assignments in bank during the same year like concurrent audits (Internal audits of banks
conducted monthly during the year).

e AsCA X is associated with KLT Bank as concurrent auditor, he should not accept statutory audit assignment of
same bank even though it relates to different branches of the bank

Advances
Q4.

During course of audit of branch of a nationalized bank, you find that system has generated a report marking ten term loan
accounts as SMA. Discuss, meaning of SMA accounts and significance of such a classification.

(ICAI Study Material - Test Your Understanding)

b i OR
CA. Puranjay is appointed as statutory branch auditor of two branches of a nationalized bank for year 2023-24. While

rifying ad'-l'an_ue._n_-ni one semi-urban branch, he noticed substantial number of accounts categorized as SMA (Special
h accounts). In this context, explain the nature and significance of SMA. (RTP, Nov 2022, NA)
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Ceramic Privale Limited IS Sanctioneg

o pranch has also sanctioned & Cash
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o Cash credit facility sanctioned
. by bank to com i
working capital requirements qf business Pany is in nature of funded credit facility. Its purpose is to meet
« Bank guarantee =3 nctioned to the cg
could be requirement of 5 Quarantes

mpany is in the n

" K dibind ature of a non-funded credit facility. ts probable purpose

thority in exchange of company fulfilling some statutory

Account of a bormower availing cash ili
6 9 credit facility from branch of a bank has beceme "Out or order” Discuss the term “Out of

order”. (ICAI Study Material - Test Your Knowledge)

An account should be treated as ‘out of order if--

» Incases where t i i i
e I:ﬂnislandmg balance in the principal operating account is less than the sanctioned limit/drawing
there _ m__ - u-m.mp, for 90 days as on the date of Balance Sheet : or
Hrhm debited during the same pericd

S
o ek

S

i@ Cash Credit Facility by ADB Bank Ltd, for INR 50 lacs but as per the Stock Statements
:fmmm the Drawing power 1o be INR 42 Lakhs. In this case, the account would
di i balance remains continuously in excess of the INR 50 lacs/42 lacs whatever the case may be; or
i in the account is less than INR 42 lacs but there are no credits or any payments deposited
for 90 days as on the date of Balance Sheet; or
: Jupto say INR 2 lakhisbut are not enough to cover the interest debited during the sarme period which

s
ey

fior his Upcoming project. The Bank Branch Manager, after verifying the
Jﬁ.ﬁlmﬁxﬂm gacrity to be offered to the bank, Discuss the nature of securities
SA, May 2018, 5 Marks)
EbE i OR
~ollz Security with reference 1o audit of Banks. Also give examples of most
Banks. (RTP, Nov 2020, NA)
s OoR
e 3 E
e that the Borrower will return the money to bank in prescribed time.
| Security. Also give examples of most commaon types of
ks)

gy

1 ﬂg borrower for bank finance or the one against which credit has been
; the p security for an advance.

Lrity and can be in any form i.e. tangible or intangible asset, movable or

ks are the fallowing

10.6
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Gold Ornaments and Bullion

Immovable Property

Flantations (For Agricultural Advances)

Third Party Guarantees

Banker's General Lien

Life Insurance Policies

» Stock Exchange Securities and Other Instruments

. 8 5 g

018. | Ramijilal & Co. had been allotted the branch audit of a nationalized bank for the year ended 31st March, 2024. In the audit
planning, the partner of Ramijilal & Co., observed that the allotted branches are predominantly based in rural areas and ma
portion of the advances were for agricultural purpose.™
Now he needs your assistance on the following points so as to incorporate them in the audit plan:

iy for determination of NPA norms for agricultural advances
i) for accounts where there is erosion in the value of security/frauds committed by the borrowers.
(SA, Nov 2018, 5 marks)
i) MPA norms for Agricultural Advances:
» As per the guidelines, Agricultural Advances are of two Types:
o Agricultural Advances for “long duration” crops; and
o Agricultural Advances for “short duration” crops.
e The "long duration” crops would be crops with a crop season longer than one year and crops, which are
not “long duration” crops would be treated as “short duration” crops.
* The crop season for each crop, which means the period up to harvesting of the crops raised, would be as
determined by the State Level Bankers' Committee in each State.
s  The following NPA norms would apply to agricultural advances (including Crop Term Loans):
o Aloan granted for short duration crops will be treated as NPA, if the instalment of principal or
interest thereon remains overdue for two crop seasons; and
& Aloan granted for long duration crops will be treated as NPA, if the instalment of principal or
interest thereon remains overdue for one crop season
i) NPA norms where there is erosion in the value of security/frauds committed by borrowers: _
In case there arises eroslon in the value of security or any frauds committed by borrowers, banks can straightaway
classify these accounts as doubtful or loss assets, as appropriate.

= Erosion in the value of security can be reckoned as significant when the realisable value of the security is
less than 50% of the value assessed by the bank or accepted by RE| at the time of last inspection, as the
case may be. Such NPAs may be straightaway classified under doubtful category and provisioning should
be made as applicable to doubtful assets.

» |f the realizable value of the security, as assessed by the bank/ approved valuers/ RE| is less than 10% of
the outstanding in the borrowal accounts, the existence of security should be ignored and the asset
should be straightaway classified as a loss asset. [t may be either written off or fully provided for by the
bank.

019. | There is no difference in provisioning of NPA as regards to categories of NPA, whether the debt is secured or unsecured”

13

There are different provisioning requirements as regards to categories of NPA such as Sub-standards assets, Doubtful

a%mﬂlﬁg WWH (RTP, May 2022, NA)

Critically evaluate the statement on the basis of provisioning norms of NPA of nationalised bank.

(SA, Nov 2019, 4 Marks) (MTP1, Nov 2021, 4 Marks)
; OR

There are different pro i g requirements as regards to categories of NPA such as Sub-standards assets, Doubtful
: given below:

Provision required

:, which has remained NPA for a period less 15%




ptiul Assets: Would be one, wh

IT:T'? periud of 12 months, ich has rerm

Compiled by Meeraj Arora and TEAM
—

Aine §
ni the Substandary Cat
egory

=

uh-ﬂﬂwgories-

pubtful up 10 1 Year (D7)
oubtful 1 1o 3 Years (D2)
M_,ml’ul more than 3 Years (D3)

s Would be o
Loss Assets ne, where logs h
. ash i i
- external auditors or the RBI inspection but gon 1" 1ed by the ba
wholly € 8Mount has nat hn:: or internal
wiritten off

— TN e

Secured + Unsecured

25% + 100%
A0% + 100%
100% + 100%

100%

.--_-_--___
[ pepending on the nature of the

galk : - ftem concerned ;
nment, set-off or lien. < , Creat )
gz en- Explain with specific ref 'on of security may take the farm of a morigage, pledage, hypoth
ge, pledge, hypothecation,

ari

BN [
210 Audit of Banks, (RTR Mov 2020, MA)

\ 2
pepending on the nature of the itern con :
qssignment, set-off or lien. Cerned, creation of security m ay
1. Mortgage: Registered Mortgage can be af
the rmortgagor. It registers the o ta
a mere delivery of title deeds or other d;‘

fixed) charge.

power of the borrower is fixed.

in favor of another person. Only actionable claims such
' banks as security by way of assignment. An asslgnmen

“against any credit balance lying in another account
a loan account) of the same person p

ame name and same right. For the p
e right of set-off can be exercised in respect of time-barred debts also.

Lien is creation of a legal charge with consent of
sose or liguidate the asset under lien

the owner, which gives the lender

1
ake the form of a mortgage, pledge, hypothecation,

Tectad b i i
the mnré:'alrzgl:};;e:e?jr? mer[:i called the 'Mortgage Deed' signad by
p S8 € ¥, whereas, Equitable mart i
I 2. Pledge: A pledge involves bailment or 4:|n=.-I_L'”"’E“Is of title with intent to create saczrity thereof. o
creating a charge thereon as security f he o Do e e st e .Mﬂ
2 e rity for the advance. The legal ownership of th n?:i il B e vl
ertain defined interests in the goods. The pﬁledge zfg ::?ujsmumll‘:ﬂt;; t;i::“m E:’r

3. Hypothecation: The hypothecation i i
N evacution of ﬁ;mﬁg::;::;he creation of an equitable charge which is created in favor of the lending
T e *!-Iml'Hﬂ‘IEﬂt in respect of the moveable securities belonging to the bomower.
of the goods as an agent/trustee of the ::nk Thet;::' g HEIET‘ T oy and
. rower periodical brmits stat i i
g y submits statements regarding quantity and
value of hypothecated assets such as stocks, debtors, to the lending banker on the basis of which the :?rawi:;

Assignment: Assignment represents a transfer of an existing or future debt, right or property belanging 1o a prson
az book debts and life insurance policies are aceepted by

t gives the assignee absolute right over the meney/debls

assigned to him.

set-off: Set-off is a statutory right of a creditor to adjust, wholly or partly, the debit balance in the debtor's account
of the debtor. The right of set-off enables a hank to combing

rovided both the accounts are in the

two accounts {a deposit account and
urpose of set-off, all the branches of a bank are treated as one single entity.

ortium'" in the context of Pruden
b Marks) (MTP2, Nov 2021, 4 Mark

tial Morms on Income Recog
5)

o Advances. (SA, Jan 2021, 4

A based on the record 0
4vances should be coverability of the advances.

having a bearing on the &

nittances by the borf i
-0k receiving remittances s

T = E‘I‘ﬂ'!ﬂ books of the other me
L therefore,

from the 2@
books.

parting with the share of

in the consartium: need to arrange to get
. ent

t an express cONs®
tion in their I'EEF"EMWE

rtium lending & rrangements

other merm
mber banks and therefore,
their share of recovery transferred from

d bank for the transfer of their share of recovery, to ensure

; f recovery of the respective individual

an MPA.

a legal right 1o seize and

nition, Asset Classification and
(MTP1, Nov 2023, 3 marks)

member banks and

are pooled with one bank and/ar
her banks, the account should be




Compiled by Neeraj Arors and TEap

Question Bank - Chapter 10 T .
. | : _-_‘_'_h
funds fram the hank to the borrower

Funded loans are those leans where there is an actual transfer of

Advances comprise of funded amounts by way of
= Term loans
» Cash credits, Overdrafts, Demand Loans
» Bills Discounted and Purchased
= Pariicipation an Risk Sharing basis
& Interest-bearing Staff Loans .
_-_-_-_r-u;and drawing power as per the stock

023 | N Lid. has been sanctioned a Cash Credit Facility by XYZ Bank Ltd: for INR 1 € in the account is INR 75 lakh. Interest charged
statements furnished for the last quarter is INR 80 Lakh. outstanding balance is INR 2.5 Lakh. As an auditor how will you
1o the aceount is INR 3.5 Lakh and tatal credit into the account for the quarter 15 i

report this account in your report. (SA, July 2021, 4 Marks)

An aceount should be treated as ‘out of order” if:-
* the outstanding balance remains continu

e In cases where the outstanding balance in the principal
power, but there are no credits continuously for 90 days as o

credits are not enough to cover the interest debited during the Same

ously in excess of the sanctioned limit/drawing power .nr :
operating account is less than the sanctioned limit/drawing
n the date of Balance Sheet ; or

B period

Applying the above to the given case of M Ltd, its Drawing power iz ¥ 80 Lakhs, altflmugh outstanding balance':r;rthe account
is # 75 Lakhs, but still the account weuld be reported as out of order because credits in the aceount are not sufficient to

cover the interest debited during the same period

024. | Explain the categories of Agricultural Advances in case of Banks and related NPA norms. (MTP1, May 2022, 4 marks)

OR
When is an agricultural advance considered as non performing as per the RBI guidelines? (MTP2, Nov 2022, 4 Marks)

Categories of Agricultural Advances in case of Banks and related NPA norms
As per the guidelines, Agricultural Advances are of two Types:

o Agricultural Advances for "long duration” crops; and

o Agricultural Advances for “short duration” crops.
The “long duration” crops would be crops with a crop season longer than ene year and crops, which are not "long
duration” crops would be treated as "short duration” crops.
The crop season for each crop, which means the period up to harvesting of the crops raised, would be as
determined by the State Level Bankers’ Committee in each State.
The following MPA norms would apply to agricultural advances (including Crop Term Loans):
A loan granted for short duration crops will be treated as NPA, if the instalment of principal or interest
thereon remains overdue for two crop seasons; and
A loan granted for long duration crops will be treated as NPA, if the instalment of principal or interest

thereon remains overdue for one crop season.

u}

Explain hypothecation and assignment as the modes of creation of security with respect to advance granted by a bank.
(MTP2, Nov 2022, 4 Marks)

Q2s.

Hypothecation: The hypothecation is the creation of an equitable charge which is created in favor of the lendi kb
execution of hypothecation agreement in respect of the moveable securities belonging to the borrower NZﬁ:Erziunnarzhip
nor possession is transferred to the bank. However, the barrower holds the physical poszession of the .gonda asan
agent/trustee of the bank. The borrower ﬂEIﬂDdiEE“'f submits statemeants regarding quantity and value of hypothecated
assets such as stocks, debtors, to the lending banker on the basis of which the drawing power of the borrower is fixed.

Assignment: Assignment represents a transfer of an existing or future d .
: ebt, right or property belongin erson in faver
E; iﬂaﬂﬂ:al;i';sﬁ;xﬁ;ﬂ'w@m& claims such as book debts and life insurance policies areyaccep?;d?};obaasks ac;nsetufi'fh'
:.r j - An assignment gives the assignee absolute right over the money/debts assigned to him
- _——-'-.-.-.-
Q26. | CARD iifgﬁtrtbxgﬂmﬁ ::t:r:a:;::lees large amount of loans and advances of different kinds. Non-performind
assets - ‘e management is concerned with correct provisioning for the same. CAR ¥
_-—._.-.--.'.-r.-
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to check whether .

/-""' ,ppﬂ"'“gd _ Cormect Provisionj
ed cA R for this purpose? ng of NPy

verified BY ©7 (SA, Nov 2022, 4, 8 15 being made by the pang :

rks) or not. What are the aspects that will be

— .
aspects 0 be verified by CA R to check ek

1. For audit of Provisions, the ayi
: : h " uditor
2 provisioning as contained in (ha E'f""“"l-llvt:l Bnsure that the com
. f various circy| © compliances for various regul '
£ 2. The auditor should obtain an yn i ars have hpan fulfilled arious atory requiremnents for
non-performing assets, |f wj|| ding as 10 how the bank mnl-.pum
5 provision on standard assets and

Primarily ing )
s::dﬂTl SUh-Slandla.rQ doubtful, loss ang tﬂ:;:ﬁmmg the basis of classification of Inans and receivables into
3. The auditor may verify the loap classification on g orming assets. : B
sample basis.

4. The auditor should obtain the detailed bre
a

1 Rrovisioning of Npas:

balances with the kup of st
general ledger. andard loans, non-performing loans and agree the outstanding
o
; edge and set off
. gxplain pledg as the modes of creation of security i
(MTP1, May 2023, 4 marks) ¥ with respect to advance granted by a bank.
e

pledge: A pledge involves bailment or del

harge thereon as security for the a dvancre'll'-: of gaods by the borrower to the landing bank with the intention of creating

panker gets certain defined interests in the D:dlegal ownership of the goods remains with the pledger while the lending
goods. The pledge of goods constitutes a specific (or fixed) charge. '

set-off: Set-off is a statutory right of
any credit balance lying inﬁ mger :c :D 'i':td‘-ﬂhm adjust, wholly or partly, the debit balance in the debter's account against
deposit account and a loan account) of of the debtor. The right of setoff enables a bank to combine two accounts (3

3 the capacity of the a h of the same person provided both the accounts are in the same name and same right
L 5 ; ¢ y . ccount holder in both the accounts should be the same). For the purpose of set-off, all the branches
of a bank are treated as one single entity. The right of set-off can be exerclsed in respect of time-barrad debts also.

srhment Guaranteed advances:
 « Central Govt. guaranteed Advances, where the guarantes is not invoked/ repudiated would be classified
 as Standard Assets, but regarded as NPA for Income Recognition purpose.

'« The situation would be different if the advance is guaranteed by the State Government, where advance is
1o be considered NPA if it remains averdue for more than 90 days for both Provisioning and Income

recognition purposes.

es to Staff:
Interest-bearing staff advances as & banker should be included as part of the advances portfolio of the

: case of housing loan or similar advances granted to staff members where interest is payable after

v inal interest need not he considered as overdue from the first quarter onwards. Such
gyt princlpal,md be classified as NPA only when there is a defauit in repayment of instalment of

ment of interest on the respective due dates.
; ployer and not as a banker are required to be included under the

o nces by a bank as an em
'g::alﬂ' under the schedule of Other Assets

‘branch of MCO Bank as P

art of statutory branch audit, CA Z notices that credit

ces have been classified under doubtful asset (D1) category. The
' as on 31.3.202415% 50 lakhs. Value of security held in account is ¥ 40

50 lakhs. 1s provision made by branch proper? Discuss.

I5 required @ 25% of secured portion and 100% of unsecured portion.

as ul"l.dﬂ- 5

10.10
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Outstanding balance as on 31.3.24 50 lakhs
Less: Value of security 40 lakhs
10 lakhs

Unzecured portion

1o the tune of ¥ 40 lakhs and balance ¥ 10 lakhs is unsecured

Therefare, outstanding balance of ¥ 50 lakhs 15 secured &
Provision calculation ¥ "I
259, of secured part i.e., 25% of 340 lakhs 10 lakhs *,,‘9::
100% of unsecured part i.e,100% of ¥ 10 lakhs 10 lakhs ',# :
20 lakhs ]::;;

Requirad provision

Therefore, the provision made by the branch is net proper. It should have made provision of ¥ 20 lakhs instead of  7.50

lakhs.

Audit of Advances

Q30. | Your firm of Chartered Accountants has been appointed as
Industrial area. Considering the location of the branches of
branches and audit of advances would require the major atten
evidence in respect of audit of advances. (RTP, May 2018, NA) (MTP1, Nov

the Auditor of two branches of OBC which are located in the
hanks in industrial areas, these would be “advances oriented
tion of the auditors, Advise how you would proceed to obta

2019, 4 Marks)

In carrying out audit of advances, the auditor shall:
» Verify that the amounts included in the balance shest in respect of advances are outstanding at the date of the

balance sheet.

s Verify that the advances represent an amount due to the bank.
Ensure that the amounts due to the bank are appropriately supported by Loan documents and other documents
applicable to the nature of advances.

Ensure that there are no unrecorded advances,
\-"eﬁﬁ.r that the basls of valuation of advances is appropriate and properly applied, and that 1

advances is recognised in their valuation.
Examine that the advances are disclosed, classified and described in accordance with recognised accounting

policies and practices and relevant statutory and regulatory requirements.
Ensure that the appropriate provisions towards advances have been made as per the RBI norms, Accounting

Standards and generally accepted accounting practices.

he recoverability of

The auditor can obtain sufficient appropriate audit evidence about advances by study and evaluation of internal controls

relating to advances, and by:

» examining the validity of the recorded amounts;

examining |oan documentation;

reviewing the operation of the accounts;

examining the existence, enforceability and valuation of the security;

checking compliance with RBI norms including appropriate classification and provisioning; and

carrying out appropriate analytical procedures.

. ® & 8 -

The E!.Id‘!tl:ll‘ should examine ?Ir |large advances while performing substantive procedures whereas other advances may be
examined on a sampling basis. The accounts identified to be problem accounts however need to be examined in detail

unless the amount involved is insignificant.

Advances which are sanctioned during the year or which are adversely commentad ; .
auditors, bank’s internal inspection, etc. should generally be included in the auditor’sﬂ:e;ii.al Inspection team, CoRE

e

- _*me th:ll.lt efficacy l:;i; various internal nuntn_:ﬂs over advances in case of Banks to determine the naturé,
b? i I}?&pm ures. Explain what is included in the internal controls over advances




7he auditor :
gxtent of :;i“ﬂ:ii:‘;“?dp'ﬂﬂedurea. The iny
IJ u l'!'lake an ach.-
i anc r
sanction from the aAppropriate 5 € only after gyay . Advancey Include the
il All the necessary documents Utharitjae of the b ating credit warthing Tallowing;
& 5
be executed by the partjes hefiL:Ch 3 agreements rrll'k. 8 of the borrawer and after obtaining
» OBiMan

i i & advan d prami
i) The compliance with the ta C2S ara m, Promigss
L ; s of ) ade, Yy notes, letters of '
)  Sufficient margin as specified jn Sanction and end yge hypathecation, ete. should
decline in the value thereof. The tg,he sanction |

y)  Ifthe securities taken are in the 1,

of fun-ds Sh'-'.ﬂl.lld B

¥ etter gh
vailability of ould be kept agai
. i :

sUfficient margin ne:gs ms;:m'g:trl:; ;Htkfe;jr alsmteo nn;m e

ar intervals,

debentures
» BIC, the ownership of the same should be transferred

ensured.

iy Al securities requiring registration should b
& reg

tle
1,|i|} In the case of goods in th tOIIhE Bank.
ceipt. Th € Possession of the b
receipt. The godowns should be frequenty i ank, conte
to the inspectors of the bank, ently inspectad e

i||:| Drawing ower :R'Egis.ler $huu|.d he ated f sacurities b pD[l‘IECHtEd and &
P md E'\I'EIT v
I ; : manth to record the value of sacuriti ¥

s of the packages should be tested at the time of
ponsible officers of the branch concerned, in additicn

i The accou ithi
| :I s should be kem ithir hﬂ-“'l the drawinq power and the sancti d i
nts W nctioned limit.

X All the accounts which excesad the Sancti b hit
3 Ctiomed lirmit o d i heuld be broug
i rolli y arl IT O dirawi 0 POWer or ara atherwise Ill‘ﬂulllﬂl' g I

xi)  The operation of each advance account should be reviewed at least once a yea
r.

s
g3z | Advances generally constitute the major part of the assets of the bank. There are a la bt oAb

yariety of advances are granted. The audit of advances requires the major attention ﬁ?r: Tﬂ;nauéi? rsmhrqﬂW f;:uu mﬂﬁn of

advances, the auditor is primarily concerned with obtaining evidence about, among other paints mue _nmf::n 'nglﬁs d In the

balance sheet in respect of advances are outstanding at the date of the balance sheet, E:]::T;in i i 3

(RTP, Nov 2019, NA)

OR

Advances generally constitute the major part of the assets of the bank, There are large number of borrowers to whom variety

;ﬂf advances are granted. The audit of advances requires the major attention from the auditors. Explain the broad
sonsiderations about which the auditor is primarily concerned with obtaining avidenee in carrying cut audit of advances,

» May 2021, NA)

OR
th obtaining evidence about amounts included in

rying out audit of advances, the auditor is primarily concerned wi ) _ .
nce sheet in respect of advances which are outstanding. Explain stating clearly all the considerations in this context.

> Nov 2022, NA)
OR

been appointed as branch auditor of 5P Bank Ltd.

Discuss about the primary evidence you will look into while

cation of advances. (RTP, Nov 2023, NA)

ng out audit of advances, the auditor is primarily concerned with obt

-. Amounts included in the balance sheet in respect of advances are o
, vances represent the amount due 0 the bank.

aining evidence about the following:
utstanding at the date of the balance sheet.

orted by Loan documents and ather documents as applicable to

perly applied, and that the recoverability of

ces .
of advances is appropriate and pro

od jn their valuation: ecribed in 20cOrdaT

irements- -
requ:'l:rmde as per the RBI norms: Accounting Standards and
==

ce with recognised accounting policies and
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Q33

evidence about advances by study and evaluation of internal controls

The auditor can obtain sufficient appropriate audit
NEl (RTF, Nov 2019, NA)

relating to advances. Explain in the context of Audit of Banks.
OR

After becoming Chartered Accountant, you have got your first assignmﬂl'ft as an auditor of a ba:;k bran_-::dl;daall;lg l:;arlc
types of advances. What are the areas which you will be looking for obtaining sufficient appropriate evidence (for advarnce

besides studying and evaluating internal controls? (SA, May 2022, 3 Marks)

nce about advances by study and evaluation of internal controls

The auditor can obtain sufficient appropriate audit evide
relating to advances, and by:

= examining the validity of the recorded amounts;

examining loan documentation;

reviewing the operation of the accounts;

examining the existence, enforceability and valuation of the security;

checking compliance with RBI norms including appropriate classification and provisioning; and
carrying out appropriate analytical procedures. ;

Computation of Drawing Power

Q34.

CA P is conducting stock audit of a borrower availing cash credit facility of 100 lacs frnm branch of a bank. The cash credi
facility is against security of paid stocks and debtors up to 90 days. Margin stipulated is 25% for stocks and 40% for debtors
Following further information |s available as on 31.12.23: -

Walue of stocks F125 lacs

) included in above 5 lacs
50 lacs

uded in above 10 lacs

50 lacs

82.50 lacs proper? (ICAIl Study Material - Test Your Understanding)

z

o 125 lacs

. 5lacs

______ X i 120 lacs
50 lacs

70.00 lacs

50 lacs

| '-.'n: Iaﬂs

24 lacs

6.50 lacs

Ercomes to ¥ 76.50 lacs




ot

4 e
f | accounts sh Co— Cam
AL n:e;nmh ourle should be kept within e ¢ e DY S Arors and TEAM
o8 | sanctio B G POWer shauld tyg by "9 Power — afeiri
1o be considered in the Computation of grayyino w0t 1@ the oy and the sanctioned jy
Bank's Duties NG power i, g nn“ the managemant rs ‘:1" BCCOUNtS which excesd the
j)  Auditor's concern ank audn, *gularly. Analyse the follawing poms
i) Computation of DP
Stock audit
(sA, Dec 2021, 4 Marks) (MTP2, May 2073 4
| » & Marks)
j  Bank's Duties: ____‘_'__‘—-—-———__.________
s Banks should ens
current assets, 1€ that drawings in the warking capit
= Drawin - Pital account are covered by the adequacy of the
B POWer is required 1g be arrived
2 ;I:tg:!n:?l"mnside”“g the difficulties f}f |m based an the current stock statement
H ar
ining drawing power should not miﬁ;ub;r;ﬁ:ne”' Stock statements relied upon by the banks for
b three months atherwise it will be deemed as irregular
i) Auditor's Concern:-
» The stock statements
; » Quarterly
should be serutinized in detail.hr elurns and other statements submitted by the borrower to the bank
* The audited Annual Re i
port
= The monthly stock starc»:—:rm'el:J :::tw by the borrower should be serutinized properly.
should be compared and the re & month for which the audited accounts are prepared and submitted
asons for deviations, if any, should be ascertained.
i)  Computation of DP:-
- lBt n:r?idsfmn be ensured that the drawing power is caleulated as per the extant guidelines formulated by the
g lm_l::tors of the respective bank and agreed upon by the concerned statutory auditors.
* Special consideration should be given to proper reporting of sundry creditors for the purposes of
calculating drawing power,
L
v}  Stock Audit:-
B e The stock audit should be carried out by the bank for all accounts having funded exposure of more than ¥
5 crores.
e o Auditors can also advise for stock audit in other cases if the situation warrants the same.
= Branches should obtain the stock audit reports from lead bank in the cases where the Bank is not the
& leader of the consortium of working capital. . _
£ » The report submitted by the stock auditors shattljld be rw:we?r::unngnﬂ:e;y:: ;‘F ;:zui::idlta :Ed special
b focus should be given to the comments made by the stock auditors on valuati V]
~ caleulation of drawing power
"?H_.;ﬂh_ﬂ redit Afc of S Limited for the month r:_f| March 2024 with following information:
T Amount (in %)
_I.:""".g‘_;jé‘l:" EI},DD'EI'
L L
o for an invoice 45,000
I"Eg:--; i T
S 15,000
o 45,000
5 e
marks
e for calculation of DP (SA, May 2022, 3 )
.,.uanfﬁ e Amount (¥) DP Amt (%) ‘
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Question Bank - Chapter 10
Stocks at realizable value 50,000
Less: Unpaid stocks
Sundry creditors 15,000
Paid for stocks 35,000
Margin @ 20% 7,000 28,000
(B) Debtors
Total Debtors 45,000
Less: Ineligible debtors 5,000
Eligible debtors 40,000
Margin @ 50% 20,000 20,000
Total Drawing Power 48,000

The sanctioned limit given in the guestion is ¥ 45000 whereas drawing power as per the above working is ® 48000. So,

drawing power would be restricted to sanctioned limit i.e., ¥ 45000

Q37. | ALtd. has availed Cash Credit facilities against Stock and Book Debt, Term Loan for machineries and Bank Guarantee from
Big Bank Ltd. A Ltd. furnishes stock statements and age wise list of debtors to Big Bank Ltd. on regular basis. Concurrent
Auditors of Big Bank Ltd. mentioned about wrong calculation of Drawing Power by the Bank Branch along with sanctioned
limit, and balances overdrawn due to wrong calculation of Drawing Power (DP) in the monthly report. Explain the meaning of
drawing power and how it differs from sanctioned limit 2 What is to be ensured while computing Drawing Power (DF) 7

(SA, May 2023, 3 marks)

Meaning:
» Drawing Power generally addressed as “DP" is an important concept for Cash Credit (CC) facility availed from

banks and financial institutions.
Drawing power is the limit up to which a firm or company can withdraw from the working capital limit sanctioned.

L]
Different from Sanctioned Limit:
The Sanctioned limit is the total exposure that a bank can take on a particular client for facilities like cash credit,

overdraft, export packing credit, non-funded exposures eic.
On the other hand, Drawing Power refers to the amount calculated based on primary security less margin as on a

.
particular date.

Computation of DP:
* Itneeds to be ensured that the drawing power is calculated as per the extant guidelines formulated by the Board of

Directors of the respective bank and agreed upon by the concerned statutory auditors.
Special consideration should be given to proper reporting of sundry creditors for the purposes of calculating

drawing power,

Q38. | TEP Industries Private Limited, a company engaged in obtaining rice from padady, is enjoying a cash credit facility against

hypethecation of paid stocks and book debts (eligible up to 90 days only) from LMV Bank for # 4.00 erare, The letter
sanctioning the above credit facility stipulates margin @ 25% on stocks and @ 40% an eligible book debts up to 90 days.
While preparing stock statement as on 30.6.23, accountant of the company calculates value of stocks for % 5 crore
(including ¥ 1 crore of rice which was lying in a low lying godown and was completely damaged during recent floods caused
by rifrer\famuna], Debtors outstanding as on 30.6.23 are 7 3 crore (including 2 50 lacs outstanding for last 6 months). Trade
creditors E:utstanding as on date are ¥ 2 crore. He calculates DP as on 30.6.23 for % 3 30 crore. Is he correct? Justify with
your workings. What does drawing power calculated by you signify to the borrewer company? (RTP, Nov 2023, NA)

The calculation of DP is as under:
|Particulars ¥ (in crore)
Value of stocks as on 30,6.23 5

— _______——l

— e —— 1DI15
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4 ~oiue of stocks considered as on 30,6 23 5 e
—— =
e S U e
= Margin @ 25% —— e
j Drawing power for stocks [a] ____'_'_"'—-————-._.-___-—TJ?‘__-
' alue of Trade debtors _“—‘—————____-__rs_‘__'
e oebors sanang s |
et 0.5
[ ess: Margin @ 40% _______2_5?__—
ing power for Book debts [B] 3 e
Drawing Power (A+B) 2
3
Accountant's DP calculation i
o2 3.00 crore only agm:;::-.:?;:ﬂ{::; d crz;:!‘:;l power of ¥ 3.00 crore signifies that company can utilize funds 10 the
ot edit limit of ¥ 4.00 crore. 3

pudit of Revenue Items (Income)
—]

e

_ | write a short note on reversa ;
0% | of income under bank audit. (ICAI Study Material - Test Your Knowledge)
In view of the significant uncertain i . -

sidelines require that banks sh ty regarding ultimate collection of income arising in respect of non-performing assets, the
guice 3 129 : s should not recognize income on non-performing assets until it is actually realised. When a
credit famllt_{.r is Elasfslﬁed as nurjl-perfurming for the first time, interest accrued and credited to the income account in the
corresponding previous year which has not been realized should be reversed or provided for. This will apply to Government

: W am atsu Analyse and Explain. (RTF, May 2020, NA)

| Reversal of Income:

s [fany advance, including
interest accrued and credited to income account in the past periods,
same is not realised. This will apply to Government guaranteed accounts also.

o Inrespect of NPAs, fees, commission and similar income that have accrued should cease to accrue in the current
period and should be reversed or provided for with respect to past periods, if uncollzcted.
Further, banks which have wrongly recognised incorme in the past should reverse the interest if it was recognised as
' income during the current year or make a provision for an equivalent amaunt if it was recognized as income in the

~ previous year(s). o
Furthermore, the auditer shauld inquire if there are any large debits in the Interest Income account that have not

TS o ! d be enquired whether there are any communications from borrewers pointing out
explalned it shoul 1 peen taken in this regard.

bills purchased and discounted, becomes NPA a3 at the close of any year, the entire
should be reversed or provided for if the

 differences in interest charge -nd whether appropriate action has
: it of i itor is primari concerned with obtaining reasonable assurance that the recorded
e il 4 ained to the bank, there is no

i ace during the relevant period and pert
fsiitoocs at appropriate amount. Explain the Audit Approach and Procedures

ons,

ncome is recorded
1 the above context:




i RBIs Directions: REI has advised that in respect of any income which exceeds one percent of the total income nf
the bank if the income is reckoned on a gross basis or one percent of the net profit before taxes if the income is

reckoned net of costs, should be considered on acerual as per AS 9.

i Materiality: If any item of income is net considered 1o be material as per the above norms, it may be recognised
when received and the auditors need not qualify their report in that situation.

i) Revenue Certainty: Banks recognise income (such as interest, fees and commissicn) on accrual basis, i.e., as it is
eamed. Itis an essential condition for accrual of income that it should not be unreasonable to expect its ultimate

collection. In madermn day banking, the entries for interest income on advances are automatically generated through
a batch process in the GBS system.

iv) Revenue Uncertainty: In view of the significant uncertainty regarding ultimate collection of income arizing in
respect of non-performing assets, the guidelines require that banks should not recognize income on
nen-performing assets until it Is actually realised. When a credit facility is classified as non-performing for the first
time, interest accrued and credited to the income account in the corresponding previous year which has not been

realised should be reversed or provided for. This will apply to Gevernment guaranteed accounts also,

041,

CA. Puranjay is appointed as statutory branch auditor of two branches of a nationalized bank for year 2023-24. While
verifying interest income of a mid-corporate branch of an urban centre having advances consisting of only cash credit limits
for large borrowers, it was noticed that advances of ¥ 300 crores were outstanding as on balance sheet date carrying
average interast rate @8% p.a. One articled clerk in audit tearm makes quick back of the envelope calculations of interest
income of ¥ 24 crores on advances. However, schadule of profit & loss afc shows interest income on advances for F10
crores. Diseuss any two probable reasons for such varlation, (RTE, Nov 2022, NA)

The probable reasons for difference in interest calculation could be due to following:
i Cash credit accounts, by their very nature, are running accounts and their utilization depends upon the needs of
business. Further, interest on cash credit aceount iz charged on the extent of funds utilized by the borrower, It could
be possible that all cash credit limits were not fully utilized during the year which resulted in lower interest income.

i) Some large accounts may have been sanctioned during the later part of the year resulting in lower interest income
on advances for whole year,

04z

While conducting statutory audit of branch of a naticnalized bank, it is noticed by CA Z that credit facilities granted to a
barrower cansisting selely of term loan have been classified as “Sub-standard Asset” during the year 2023-24 due to failure
of barrower to pay EMIs on time. Such EM|s were outstanding for more than 90 days and account was, therefore, classified
as “Sub-Standard Asset”. CA Z has also agreed to above aszet classification made by branch management. What are CA 2's
responsibilities regarding verification of compliance with income recognition norms by branch in respect of above cradit

facilities? (MTP2, Nov 2023, 3 marks)

RE| norms stipulate that if any advance account becomes MPA as at close of any year, the entire interest accrued

-
or credited to income account in past periods should be reversed or provided for, if the same is not realized.

& Further in respect of NPAs, fees, commission and other similar income that have accrued should cease to acerue in
the eurrent period and should be reversed or provided for with respect to past periods, if uncollected.

» Inthe given case, account has turmed Sub-standard asset which is a type of NPA. Therefore, auditor should make

compliance of above norms relating to income recognition

Audit of Revenue Items (Expenses)

043,

You are verifying interest on deposits paid by branch of a nationalized bank. Discuss, any two "analytical procedures”, 1o
verify interest on deposits paid by branch. (ICAI Study Material - Test Your Understanding)

e —

The auditor should obtain from the bank an analysis of various types of deposits outstanding at the end of each
quarter, From such information, the auditor may work out a weighted average interest rate, The auditor may then
compare this rate with the actual average rate of interest paid on the relevant deposits as per the annual accounts

and enquire into the difference, if material. ]
The auditor should also compare the average rate of interest paid on the relevant deposits with the carresponding

figures for the previous years and analyse any material differences.
_-—-—'_'_'_-_._._.
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; gutline of audit approach j
/ ms.\cuss ach ineludin —
n 0 aud dhs
b | gatements of a bank (ICAI Study Materia) . m|: Yeacedures while ayqy;
UF Knowlag N4 “provigin
ge) ns and contingencies” in financlal

your firm of Chartered Accountants has W
a

carry out audit of provisions and cantingengje PRoInted ag aydiygr of
5. (MTP1, Noy = h*::::!;:nnﬂned bank. Explain how will you proceed to

you are appointed as Statutory Auditor of pgr g
an

provisions created by DEF Bank Limited? k Limited fgr
" (SA, Nov 2020, 4 MM::}E YRAr2022:23. As an Auditor how wiil you verify

or audit of p:fzulsinns and contingenci & g s
yirements for provisioning a i il
o g8 contairat A Id ensure that the compliances for various regulatary

e
For audit of Provisions and contingencies, the aydit %
« ensure that the compliance = duditor should -
s fior vario
circulars have been fulfilled. 1 regulatory requirements for pravisioning as contained in the various

s obtain an understanding az tn
AR : ow the bank com
T“ E:;rr:alﬂly include checking the basis of clas sl‘:;rﬂ’ﬂs'ﬂn on standard assets and non-performing assets. It
oubtful,loss and non-performing assets, The audit of loans and receivables into standard, sub-standard,
« obtain the detailed breakup of standard loan itor may verify the loan classification on a sample basis.
general ledger. s, non-performing loans and agree the outstanding balances with the
+ obtain the tax provision c
B e oo s luss“;:cp'-lmlﬂnt:l:;l :;rzrihv_a hink's management and verify the nature of items debited and
computation. ain that the same are appropriately considered In the tax provision
e examine the other isi et
e e o1 the S;ﬁ’:’;";‘:ﬁ Tar expenses vis-a-vis the circumstances warranting the provisioning and the
iscuszing and obtaining the explanations from the bank s management

P
!narmng cu;c an audit of interest expense, the auditor is primarily concemed with assessing the overall reasonableness of
the amount of interest expense, Analyse and explain stating the audit approach and procedure in regard 1o interest expense.

(RTR, May 2020, NA) (RTE, Nov 2021, NA)

Audit approach and procedure in regard to interest expense:
Obtain from the bank an analysis of various types of deposits outstanding at the end of each quarter. From such

information, the auditor may work out a weighted average interest rate. The auditor may then compare this rate with
the actual average rate of interest paid on the relevant deposits as per the annual accounts and enguire into the

 difference, if material.
Compare the average rate of interest paid on the relevant deposits with the corresponding figures far the previous

years and analyse any material differences.
> auditor should, on a test check basis, verify the caleulation of interest and ensure that:

o Interesthas been provided on all deposits upto the date of the balance sheet;
?cr ‘ Interast rates are in accordance with the bank’s internal regulations, the RBI directives and agreements

 with the respective deposit holder, _
Interest ;ﬂ:avings accounts are in accordance with the rules framed by the bank/RBI in this behalf.

. ;Irita‘Est on inter—branch palances has been provided at the rates prescribed by the head affice/RE

i whether there are any changes in interest rate on saving accounts and term deposits during the period

y and evaluate the system of internal control relating 1o expenses.

15 s;tl‘né auditor should stud
OR

uld follow 1o check the Operating Expe
2023, NA) (MTP2, May 2023, 40
R

nses of a Bank,
arks)

: study i lating to expenses,
el aluate the sys1em of internal control re :

: ". gpquld rd ::‘::t:rmine the nature, timing and extent of his other audit procedures.
res in ;;umﬂ'-eﬂh!fﬂ are any divergent wrends in respect of major items of
Id
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Question Bank - Chapter 10

®  Substantive analytical Procedures: The auditor should perform substantive analytical procedures in respect of
these expenses. eg. assess the reasonableness of expenses by working out their ratio to total operating expenses

and comparing it with the corresponding figures for previous years.
Vouching & Verification: The auditor should also verify expenses with reference to supporting documents and

check the calculations wherever required

Part li: Correct/Incorrect Questions
REBI has been entrusted with the responsibility of regulating the activities of commercial banks o_._—w _

Q1.
(ICAI Study Material - Test Your Knowledge)
Incorrect. RBI has been entrusted with the responsibility of regulating the activities of commercial and .E._m_&ms#m,
Banks and even NBFC'’s fall under the regulatory function of RBI. i LR
Q2. In the computerised environment, the auditor need not be familiar with latest applicable RBI n:_nm_.:mm

(ICAI Study Material - Test Your Knowledge)

Incorrect. In the Computerised environment, it is imperative that the auditor is familiar with, and is satisfied that, m_:_.ﬁ E
norms/parameters as per the latest applicable RBI guidelines are incorporated and built into the system that amzma_m .
information/data having a bearing on the classification/ provisions and income recognition i
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Chapter 11 - i
Ethics and Terms of Audit Engagements

1 | : Descriptive Questions

par
Frin.;fples Based Approach Vs Rules Based A
ot griefly outline how principles-b ______I:E_rf_ﬂftl_
an i principles-hased approach di
Ifers f
5 " | ram ! —
(1cal Study Material - Test Your Knowledge) rules-based approach to ethies
E———
Ethical guidanc T
The essence nfE Ta? follow principles-based approach ar pul
principles-based apnar rules-based appro:
ae | oac et proach.
accountants 1o exercise pmm%iuﬁ; juaq:iLh to ethics is that it requires compliance with spirit of !
and expertise. |t requires that account ament in every siwation based upon thel 1'EIF"!Il sy
e i ants should use professional sl ir plm assional knowledge, s¥ill
evaluate every situation 1o arrive al
s However, rules-based a
; pproach to ethics stri
and splrit of ethics may be ov strictly follows clea j
; erlnak : : riy established rules, It
rigid a=s it may not be possible ta d s “-rhlle strictly adhering to rules. Further, a rul n_1;:1ead bt CRpo
e Therefore iti eal with every practical situstion relying Upon rt es- based approach is somewhat
erefore, it is necessary that the spirit of code is foll Ll st
RS [ ollowed.,

rundamental Principles of Professional Ethics

———

QZ.

CA P Suryakantam has conduct
to certain matters concermning alfdditﬂ:idh;;amwnm of an entity for a particular year. ICAI has issued a letter to him relating
fundamental principle governing prcl‘.tfezai::tr?:] iﬁgz ?;hdelr‘tﬂ mr[ﬂ?f l:uthIE N sl e
isregarded by him. (ICAI Study Material - Test Your Understandi
ng)

Fundamental principle governing professional ethics:
s Professional Behaviour reguires an accoul i cond!
ntant to comply with relevant laws and lati i
that the accountant knows or should know might discredit the profession D g
e Failure to reply to professional body smacks of lack of courtesy and professional responsibility.

e The principle of "Professional behaviour” is disregarded.

ed a certificate showing original cost of plant and machinery installed in premises of
r, original cost of plant and machinery was 15

q3. | A Chartered accountant in practice issu
tessional ethics iz violated in this case?

a client for ¥ 9 crores to save some regulatory fees for his client. Howeve
crore as per records of client. Which fundarmental principle governing pro

(ICAI Study Material - Test Your Understanding)

overning professional ethics:
hat a prnfessional accountant shail not knowingly be associated with re ports, returns,

other information where the accountant believes that the infarmation
& pontains a materially false or misleading statement;
sontains statements or information provided negligently or omits or ohscur

such omission of obscurity would be misleading.
issued showing misstated original cost o

Fundamental principle g

e “Integrity” requirest
communications or
es required information where

o
f machinery.

e Inthe given case a false certificate is knowingly
s Therefore, the fundamental principle of “integrity” is violated.
se the Code of Ethics for Professienal Accountants related to an audit of

irernents ordinarily compri for | : .
- :if::i: ::tlgfl:ﬁtq: Discuss with reference 1o those fundamental principles of professional ethics.

(RTP, May 2019, NA) oR

ply with relevant ethical requirements, includin
p2, May 2019, 3

g those pertaining 10 independeance, relating to financial

The auditor shall com

statement audit engagements. ~
g, including those pertaining to independence, relating te financial .
: the Code of Ethics for Professional

, thical requirement G -
The auditor shall comply with relevant Et ethical requirements ordinarily comprise Cs
5. Relevan The Cade astablishes the fundamental principles of professional

statement audit engagem . 5 :
udit of financial statement O ) statements Explain.

nts related toana ;
:ticigrrl:evant to the auditor when conducting an audit of fi

Neerajnruralmnduﬂl-ﬂm
‘_J jrn——
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Chapler 17 - -
e

(MTP1, May 2020, 3 Marks) A f |
feRl | it ancia
Jain the fundamental principles of professional ethles relevant to the auditor when conducting an audit of fin
Explain the 2

statements in accordance with Code of Ethies Issued by ICAL (SA, Jan 2021, 4 Marks)
OR

The Code establishes the fundamental prinziplas of professional ethics relevant to the auditor when conducting an audit of
financial statements. Discuss and also explain the meaning of ethics. (RTE. May 2022, NA)

“Ethics” are the principles of conduct governing an individual or group. Professions Il_ke law, medicine Ija'.rf; 1?:;;?%?;* o
ethics. Auditing profession is no exception. Rather, in the profession of auditin g, the importance of ethies is -

The fundamental principles of ethics establish the standard of behaviour expected of a professional accountant. &
professional accountant shall comply with each of the fundamental principles.

Integrity:
* Aprofessional accountant shall comply with the principle of integrity, which requires an accountant to be

straightforward and honest in all professional and business relationships.

= Integrity implies fair dealing and truthfulness.

* Aprofessional accountant shall not knowingly be associated with re ports, returns, communications or other
information where the accountant believes that the information contains a materially false or misleadmg .
statement; contains statements or information provided negligently or omits or obscures required information
where such omission or obseurity would be mislea ding.

Objectivity:
* The principle of objectivity requires an auditor
of interest or undue influence of others,
& [trequires that a professional accountant shall not undertake a professional activity if a circumstance or
relationzhip unduly influences the accountant’s professional judgment regarding that activity.

not to compromise professional judgment because of bias, conflict

Professional competence and due care:

*  Aprofessional accountant shall comnply with the principle of professional competence and due care, which requires
an accountant to attain and maintain professional knowledge and skill at the lavel required to ensure that a client
or employing organization receives competent professional service, hased on oy rrent technical and professianal
standards and relevant legislation; and act diligently and in accordance with applicable technical and professional
standards.

* Diligence includes responsibility to act carefully, thoroughly and on  tim ely basis in i -

_ e accordane
of an s ance with requirements

Confidentiality:
*  Confidentiality principle requires a professional accountant to réspect the confidentiality of information acquired as

* However, such confidential information may be disclosed, for €xample, when it js required by law, when it i
‘ nitis

permitted by law and i authorised by the client o empl i
Wi ok roit e MPloyer or there is a professional duty or right to disclose

Professional behavior:

*  Aprofessional accountant shal| |
_ I not knowi en i
impair the inteq Iebis e ; ngly pﬂﬂﬂ; In any employment, OCCupation of activity that impairs or

with the f, ; on of t i
& fundamenta| principles. he Profession, and ag 3 result would be incompatible

*
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adence of Auditor

|ndependence of mind and independence in o
i

(sA, May 2013, gaiorics, terlinked perspectives of Independence of auditors” Explain

OR

There are two interlinked perspectives of inde
- en : i
appearance. Explain. (MYE1, Hov 2020, 4 Mafhs}dence of auditors, one, independence of mind; and two, independence in

OR

"'Zd ES_SEntial characteristics of all the professions. There are two
- One, independence of mind and two, independence in appearance.

professional integrity and independence are congide
interlinked perspectives of independence of auditars
Explain. (RTP, May 2023, NA)

I

professional integrity and independen i
the case of accountancy pmfegsigr., |sseapr:ﬂ:ﬂns;:i§‘ilﬁﬂﬁﬂnlial characteristics of all the professions but are maofe o in
direction of another person whao might have engaged hl:ilr':ﬁes that the judgment of a person is not subordinate to the wishes or

It is not possible to define "inde 5
e A e thepzﬂd::r‘? ll"“'-'-‘ﬁf'-"}l'- Independence is a condition of mind as well as personal character. It
perficial and visible standards of independence which are sometimes imposed by law.

Independence of mind i I

l:; lnd;:nde:o::fd 'F'fd:F'El'ldl?ﬂEE in appearancs are interlinked perspectives of Independence of auditors.

influences that DD“;'::m;n:ZE :::tfz Df‘ mm:j' 1231 ot e el sl ety
P ssional judgment, allowin indivi i

objectivity and professional skepticism; and B R o

b Lnnt'idemn:lenze Ln appearance — the avoidance of facts and circumstances that are so significant that a reasonable

o rlne third party, hill'.'lng knowledge of all relevant information, including any safeguards applied, would

reasonably conclude a firm's, or a member of the assurance team's, integrity, objectivity or professional skepticism
had been compromised.

Independence of the suditor has not only 1o exist in fact, but also appears to so exist to all rzasonable persons.

E—

Threats to Independence

Q6.

total gudit fees from a single client. Discuss how it could affect

A Chartered accountant receives about 40% of his
f this client. What are such types of threats referred to as?

independence of Chartered accountant as auditor o
(IGAI Study Material - Test Your Understanding)

Threats to Independence: .
+ Undue dependence cn fees of a client constitutes a threat as there is fear of losing the client. Such threats are
i t

referred to as self-inte
gelf-interest threats ocour when a

an audit client.
mples include . . _
Wt terest or materially significant indirect financlal interest in a client,

n auditing firm, its partner or aszociate could benefit from a financial interest in

Q7.

|
% :
:
g

o direct financial in

o lpanor guarantee 1o O rmmt
ndue dependence o1 a clier d, he

5 :‘kﬁﬂ business ralationship with an audit client,

putuntlal employment with the client; and

he concermned client,
t's fees and, hence, concerns about losing the engagement,

contingent fees for the audit engagement.

accounting and book : _
3 ¢ pts of NGO, |dentify and discuss what kind of threat to independence may be

ide:
adhavan prov!
cA Murli M audit of the Material - Test Your Understanding)

keeping services to a leading NGO engaged in environmental protection

js also 1
Tw:ﬁv:: i:'?accepting such an engagement (
n

g already rendering accounting and book keeping services to an NGO, If he

nee:
10 |I|'l“‘F"'°r"’E ntant i 5l
Threats rtered Accol jved in reviewing own work, Therefore, the same constitutes a "self-review”

ie case, Che@ :
Inc:;'::tzhe audit, e would be imvd

e adu91L0IG : -
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— e S S = * e
T threat had in 8 previous awdit or
L] Gl s W Ihipals wi M i it T g & review ol any "qu| i ¢ o lasion .lr-..hr_1 s "nh, ;!.r”pl.r_j:'lqe of the
non-audit engagement or when a member of the audil team was previously a director o
1
| - En T
. ar
| o o e having recently been a director of senior officer of the compa¥ty
o[ audil
| when auditors perform services that are themselves subject matters of au
it

e —

[ ol Eth Professional Accountants identifies five types of threats. Explain
| (MTP1, Nov 2018, 5 Marks) (RTR, May 2022, NA)

|

| n“ o ] |1 1y

e strasghtforward, honest and sincere in his approach o his professional '..'\I'DF:L PEHTE';:; i;-: Falancﬂl::':|1;:||::llf:Anr

hoe of bias to override his objectivity, He should maintain an impartial att_llL.lt.'E g Many different

*51 which might be regarded as being incompatible with integrity E.'”d Gbli'lg:w"y.deﬁngﬂfi? B S
nation of circumstances, may be relevant and accordingly it is impossible -ch:en i

independence and specify the appropriate mitigating action that should be ta [he.appllcatlﬂn b

ce engagements may differ and consequently different threats may exist requiring

: ; ics for Professional
' s Explain stating clearly the five types of threats as contained in Code of Ethics for Pr
amis. (MTP2, Nov 2018, 7 Marks)

T —— s
o eates i

reats

iture of assuran

I Threats ta Independence: ial interest i

. . 1 e

Il Self-interest threats occur when an auditing firm, its partner or associate could benefit from a financia g in
an audit client. Examples include

» direct financial interest or materially significant indirect financial interest in a client,
* loan or guarantee to or from the concernad client,
L]

undue dependence on a client’s fees and, hence, concerns about losing the engagement,
* close business relationship with an audit client, :
= potential employment with the client, and

= contingent fees for the audit engagement.

2] Self-review threats occur when during a review of any judgment or conclusion reached in a previous audit or
non-audit engagement or when a member of the audit team was

previously a director or senior employee of the
client.

= when an auditor having recently been a director or senior officer of the company, and

* when auditors perform services that are themselves subject matters of audit,

3) Aﬂum:rﬂuuta oceur wi]en the auditor promotes, or is perceived 1o promate, a client's opinion to a point where
people may believe that objectivity is getting compromised, Examples -
*  when an auditor deals with shares or securities of the audited company, or
* becomes the client's advocate in litigation and third party disputes,

4] Familiarity threats are self-evident, and occur when auditors form relat: ; . _
elationshi
being too sympathetic to the client’s interests. Examples; s with the client where they end up
* close relative of the audit team working

in a senior position in the clie
* former partner of the audit f; Ly

rm being a director of senior em [
ployee of the client
) ;
’ long mnciaunn between specific auditors and their specific client counterparts, and
acceptance of significant gifts or hospitality from the client I

Company, its directors or employees.
%) Intimidation threats occur when audito
professional skepticism. Basically, thesr:::!:a:am from acting objectively with an adequate degree of
the application of HGEW.ITHHIJ pﬂnﬁplﬂ A PFEBE:IEPEH hacauae of threat of replacement over d]sag regments with
objectively

dis; X :
litigation, Sych threats mmﬂ;ﬂ;ﬂ ;i?:ﬁ?;'l};f&d uce work in response to reduced audit

auditors to deter them from acting

11.4

.
7

“a
]
|

i 5
|

|

§
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-
miliarity threats are self-evident, and oe i iy

::mp-ﬂthellc to the client’s interests, curwhen auditors form relationships with the client where th
nt where they end up being too

This can occur in many ways:
+ close relative of the audit team Working In a senj
s former par?ner of the audit firm b&ing S
« long asscciation between specific auditrs Sk
« acceptance of significant gifts or hospitality from Eir s
write a note on “Self-review threats” (RTP, Nov 201 9, NA)

for——

Meaning of Self-review threats:

o Self-review threats, which accur during a review of a
non-audit engegement or when ;
a me
e mber of the aud
« MNon audit se_rvices include any professional ser
of the financial statements. These include man
+ Examples:

4 pecific: client coy nterparts, and
Li i i I
& client company, its directars or employeas.

};]tlldgmem or conclugion reached in & previous audit o
It team was previously a director or senior employes of the

;'CES pravided to an entity by an auditor, other than audit or review
gement services, internal audit, investment advisory service elc.

L]

when an
N ;”d“ﬂf having recently been a director er senior officer of the company.
uditors perform services that are themselves subject matters of audit.

safeguards to Independence

g11. | CA Raman GUPFE' is offered appointment as auditor of 8 company. One of his distant uncles held some shares in the same
anpany. Holding of such shares, by a distant relative, is not prohibited under provisions of law nor does it affect is
|n_|:|ependence.‘Before he could accept appointment, he recelved unfartunate news of death of his uncle who had diad
w_uthoutr any children. He came to know that he was nominee of these shares having substantial value. It landed himin a
tricky situation. What should be proper course of action for him? (ICAI Study Material - Test Your Understanding)

Safeguards to Independence: i
e When threats to independence exist, the auditor should
very least, put in place safeguards which reduce the threats to an acceptable leval.

» Holding of shares involves financial interest in the company and is in nature of self-interest threat. He has come to
haold shares due to nomination made by his distant relative before accepting the appointroent.

e Considering above, he should take steps to eliminate the threat by =elling shares immediately before accepting
appointment. Holding of shares of the same company for which he is offered an appointment as auditer

constitutes a threat to his independence.

remain independent by taking into account the context in which they
minate the threats. In the above context, explain the

gither desist from the task or eliminate the threat or at the

red Accountant has a responsibility to

01z. | The Charte ndence and the safeguards available to &li

practice, the threats 1o indepe

guiding principles.

(RTP, Nov 2019, NA) (MTP1, May 2020, 4 Marks) (RTP, May 200:1. NA) (MTP2, May 2021, 3 Marks) (RTP, May 2023, NA)

ibe the guiding principles which the auditor shauld take into account which serves as the safeguards to eliminate the

Descr Foid

threats 1o independence. (SA, Nov 2020, 4 ) )
i : i kehind safeguards to eliminate threats to auditor's independence,

; ding pnnclplas which are
Discuss 8 few gul
(RTP, Nov 2021, NA)

to remain independent by taking into account the context in which they practice,
rds available to address the threats.

bination, that the professional accountant takes that effectively reduce threats
cceptable level. To address the issue, the following guiding principles are

ibility
mnts hﬂ‘l"E d respﬂ“ﬁl

Chartered gtzcuur'l ance and the safegua

the threals individually or in com

[ atal p{indme&‘tﬂ- an a

nee in the guality of audit, it is essential that auditors should always be and appears 1o

that they are auditing.

pll‘Ed: % have mﬁﬂde
For th I-"“:L::' of the entities
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—

i threats to his
2. Before taking on any work, an auditor must conscientiously consider whether it invalves 0
independence _
- i reat or at the very least,
T e threats exis, the audtor should efther desst from th task o E“mm:ﬁ:::sijgms measures need 1o be
Putin place safeguards which reduce the threats to an acceptable level. All such
recarded in a form that can serve as evidence of BBl he must not accept the wark.
4. Ifthe auditor is unable to fully implement credible and adequate safeguards, then he

Professional Skepticism

im tax
Q13. | The auditars of a company have only relied upon management representation letter mgﬂrdlni:llﬁr?;snleurjt::ifc;:r::tﬂagement's
matters under appeal by the company. The auditors have not carried out any ﬂthﬂfr a“d'i. ke art of auditors In such a
treatment of the said tax matters uncler appeal in the financial statements, What is lacking on p
situation? (ICAI Study Material - Test Your Understanding)

Professional Skepticism: "
: i i eatment of certain
* Inthe given case, auditors have relled only upan management representation letter regard::g ::emment sl
tax matters under appeal by the company. Mo other audit pracedures to verify manageme
matters under appeal have been performed by auditors.

It shows |ack of "professional skepticism” on part of auditors. i _
sant i i hich
Professional skepticism refers to an attitude that includes a questioning mind, being alert to conditions w may

: it evidence
indicate possible misstatement due to error or fraud, and a critical assessment of audit eviden

Q14. | How application of professional skepticism thraughout audit is helpful in reducing audit risk?
(ICAI Study Material - Test Your Knowledge)

Professional skepticism refers to an attitude that includes a questioning minc!. I:rei.ng alert to conditions which may indicate
possible misstatement due to error or fraud, and a critical assessment of audit evidence

Maintaining professional skepticism throughout the audit reduces the risks of:
*  Overlooking unusual circumstances,
= Over generallsing when drawing conclusions from audit observations,
* Using inappropriate assumptions in determining the nature, timing, and extent of the audit proceduras and
evaluating the results thereof.

(15. | The auditor shall plan and perform an audit with professional skepticism recognizing that circumstances may exist that
cause the financial statements to be materially misstated. Discuss any four examples of professional skepticism,

(SA, Nov 2019, 4 Marks)

OR
Professional skepticism refers to an attitude that includes a guestioning mind, being alert to conditions which may indicate
possible misstatement due to error or fraud, and a critical assessment of audit evidence. The auditor shal| plan and perform
an audit with professional skepticism recognising that circumstances may exist that cause the financial statements to be
materially misstated. Explain giving examples. (RTR, Nov 2020, NA) (MTP1, Nov 2023, 4 marks)

The auditor shall plan and perfarm an audit with professional skepticism recognising that circumstances may exist that
cause the financial statements to he materially misstated. |

Professional skepticism includes being alert to, far example:
* Audit evidence that contradicts other audit evidence obtained.

. '“fzrma“”“ that brings into question the reliability of documents angd responses to inquiries to be used as audit z
EVidence,

* Conditions that may indicate possible fraud,
8 Circumstances that suggest the need for audit Procedures in addition to those required by the SAs.

®  Maintaining professional skepticism throughout the audit is nNecessary if the auditor is to reduce the risks of:
2 Overlooking unusuyal circumstances,

= Over generalizing when drawing conclusions from audit observations.

Neeraj Arora | www edyo1 org e — —— .8
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— The auditor cannot be expected to disregard past ey

a16.

—
Using inappropriate assum i

_ ptions i
evaluating the resulis thergof, o dEM"“'“'“Q the nature, timing, and extent of the audit procedures and
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I

&ri ' .
those charged with governance., NE'-'IE.'r'1.|'||=_"|':_.,‘_SS‘I = bel.p rnence of the hCH'IESl:" and irtegrity of the Bntity’s management and

have integrily does not relieve the auditor ef that management and thase charged with %
of the nead 1 rg governance are honest and

ﬁﬂm Now 2022, NA) G maintain professional skepticism. Explain.

—_—

The auditor shall plan and perform an audit wi 3
i ik audlt. with professional skepticism r 3 i \
cause the fin EmMents to be materially misstated ecognising that circumstances may exist that

Professional skepticism includes being alert to for example;

s Audit evidence that contradicts other ;iu:!it o i

s Information that brings
evidence,

e Conditions that may indicate possible fraud

Circumst
: Ma,-ntr:i i:nce:ﬂ tr:at suggest lhg need for audit procedures in addition to those required by the SAs.
: ap ssional skepticism throughout the audit is necessary if the auditor is to reduce the risks of:
= Overlocking unusual circumstances, .
o Owver generalising when drawing conclusions from audit abservations.

] =i il 1
sing lf_lﬂPPl'ﬂpriate assumptions in determining the nature, timing, and extent of the audit procedures and
evaluating the results thereof.

-[ vidence abtained.
into i iabili
Question the reliability of documents and responses 1o inguiries o be used as audit

Professional skepticism is necessary to the critical assessment of audit evidence. It also includes consideration of the
sufficiency and appropriateness of audit evidence obtained in the light of the circumstances, for example in the case whera
fraud risk factors exist and a single document, of a nature that is susceptible to fraud, is the sole supporting evidence for a
material financial statement amount. The auditor may accept recards and documents as genuine unless the auditor has
reason to believe the contrary.

Nevertheless, the auditor is required to consider the reliability of information to be used as audit evidence. In cases of doubt
about the reliability of infermation or indications of possible fraud, the SAs require that the auditor investigate further and
determine what modifications or additions to audit procedures are necessary 1o resolve the matter.

The auditor cannot be expected to disregard past experlence of the honesty and integrity of the entity’s management and
those charged with govemnance. Nevertheless, a belief that management and those charged with governance are honest and

have integrity does not relieve the auditor of the need to maintain professional skepticism.

SA 210 “Agreeing the terms of Audit Engagement”

Q7.

2 team conducting audit of a company. He has read somewhera

rticled training, is part of an engagement by

Chirag, as part ijaetter issued by auditor to client also includes expected form and content of the auditor's report. He was at

that EHDBGI;TH"I d haw could an auditor include form and contant of the report beforehand. Try to help Chirag by making
understa .

:hﬁ:i :;eartu hirn, (ICAI Study Material - Test Your T

ference to the expected form and content of the audit report. It merely states that the auditar
owever, the engagement letter also includes a statement that the form and content

ment letter includes re
the light of audit findings. Therefare, If in light of audit findings, the auditor needs to

Enu?.lﬁmwde an opinion in this f':lTe;iin
be ame
rt may n 1o
;va? : ::rI::iﬁed ppinion, he shall do so.

at it is not necessary fior it to give in writing explicitly to the auditor that it und erstands

o,

eels th ; ‘ 2 :
The mgmgﬂﬂem af an Enmr;trian of financial statements in accordance with applicable financial reporting framework.
lities for prepa & management to do 50. In case management refuses, why should an auditor not

; fo
its raspmﬂ:mer it is necessary fﬂfﬂgm Study Material - Test Your Understanding)

wh L nt?
mfel;:sﬁm proposed engagem®
ac o giveln writing explicitly ta th_e auditor that it understands its responsibilities for
_ ance with the applicable financial reporting framework. It is a nec essary

" acc
Itis NeceSSEL . - cial statemen'™ ' jith A 210.
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Question Bank - Chapter 17 2t

‘[\_ matter with management, Unless required by

. . : o
If the pPreconditions for an audil are not present, the auditor shall dis,:us? 111 fkzintiis
law ar regulation 1o do 50, the auditor shall not accept the proposed audit en Jd.lh; applied in the preparation of the financial
al  If the auditor has determined that the financial reporting framework to De appile
statements s unacceptable or responsibility of

. f
g : i 1o understanding o
P} ltihe agreement of management is not obtained on matters relating Is for preparation of financial statements,

fhanagement on preparation of financial statements, internal 'G'ﬂ"'"“nt arsons within the entity,
providing access 1o all information to auditor and unrestricted access to p

i i as managemeant 15 not 'J|I'i1|i1'|iJ
Unless required by law or regulation to do sa, such a refusal an tht_‘.' part of auditor frn ?;;?:wc:me :’ma?mial il
o accept its responsibility for preparation of financial statements in accnrtlanthWI ; ic rfrernise L
framework. An audit js conducted on this basie premise according to SA 210. When bas

condueted is not fulfilled, refusal by auditor is necessary

i tart audit for next year, he
219, | A Chartered accountant is conducting audit of a client for last two vears. Before pmcgei:hng:;:ﬂf b
notices that there is substantial change in management. Besides, client has ventured into ar

i i itor in this regard in context of
were not present at time of accepting Initial audit engagement, Discuss responsibility of auditor in th g

SA 210, (ICAI Study Material - Test Your Knowledge)
OR

. i revised
On recurring audits, the auditor shall assess whather circumstances require the terms of the BUd'ht Enggﬁtz:”rf:: t:et?:? dat
and whether there is a need to remind the entity of the existing terms of the audit engagement. The au Idlt rcinsldera by
to send a new audit engagement letter or other written agreament each period. Explain the factors an audito

appropriate to revise the terms of the audit engagement or to remind the entity of existing terms.
(RTE. May 2021, NA)

On recurring audits, the auditor shall assess whether circumstances require the terms of the audit engagement to be revised
and whether there is a need to remind the entity of the existing terms of the audit engagement.

The auditor may decide net to send a new audit engagement letter or other written agreement each period._ H nwevgr, Phe
following factors may make it appropriate to revise the terms of the audit engagement or to remind the entity of existing

terms:
Any indication that the entity misunderstands the objective and scope of the audit.

Any revised or special terms of the audit engagement

A recent change of senior management,

A significant change in ownership.

A significant change in nature or size of the entity’s business.

A change in legal or regulatory requirements.

A change in the finaneial reporting framework adopted in the preparation of the financial statements.

A change in other reporting requirements.

® 2 * % 8 8 2

In the given case, the auditor noticed that there is substantial change in management and client has venturad into areas of
business activity which were not present at time of accepting initial audit engagement

Thus, the auditor may decide to send a new audit engagement letter.

Q20. | "An auditer who befare the completion of the engagement is requested to chan ge the engagement to ane which provides a
lower level of assurance should consider the dppropriateness of doing so” Discyss,
(RTP, May 2018, NA) (RTR, Nov 2023, NA)
OR
As an auditor of XYZ Ltd, how would you consider the acceptance of 5 change i i
nae in audit enga ?
(MTP1, May 2022, 4 o g ngagement?

Acceptance of a Change in Engagement:
*  Arequest from the client for the auditor to change the engagement may resylt from
@ achange in circumstances affecting the need for the service
@ amisunderstanding as to the nature of an audit g originally 'requested ar




. *;i;.‘hapﬂ'l?"”

MFW E‘_BE__

___,.o-"" TS A e — =
o arestriction on the scope of audi :
—2 //‘ﬁ, circumstances. Engagement, whether imposed by management or caused by other

The auditor considers the justification given for
scope of the audit engagement,
« The auditor shall not agree to a chan
justification for doing so.
If the auditor concludes that there is regsq
performed complied with the SAs applica
for the revised terms of engagement.
» Inorder to avoid confusion, the report would = S s
o original audit engagement or nce to-

Compiled by Neeraj Arora and TEAM

the request, particularly the implications of a restriction on the

ei P
9¢ Inthe terms of the audit engagement where there is no reasonable

bT:]tﬂ e justification to change the engagement and if the audit wark
o the changed engagement, the report issued would be appropriate

o Any procedures that ma
engagement iz ehanged}:: :;':‘eel:r;;ﬁ;;ﬂerfﬁrmed ol ehach st b ikl o
i ement to undertake - .

the procedures performed is a normal T agreed- upen procedures and thus reference to
If the terms of the audit :
& A engagemenE:r: Eﬂgﬂmﬁm are changed, the auditor and management shall agree on and record the new
i o an engagement letter or other suitable form of written agreement.
. maneﬂa;r'ﬂ ;‘_Irt tsouna & 1o agree m_a change of the terms of the audit engagement and |z not permitted by

a cantinue the original audit engagement, the auditor shall

o Wi [ ; :

¥ l:hﬂlﬂlw fTD:l the audit E_-ngagement where possible under applicable law or regulation and

a atihﬁﬂ'ﬂ I‘IF.! whether there is any obligation, either contractual or etherwise, to report the circumstances to

er parties, such as those charged with governance, owners or regulators.,

n21. | Anauditor whe, before the completion of the engagement, is requested to change the engagement to ane which provides a
lower level of assurance, should consider the appropriateness of deing so. Explain stating the factors based on which client
can request the auditor 1o change the engagement. (RTP, Nov 2019, NA)

OR

An auditor who, before the completion of the engagement, is requested to change the engagement to one which pravides a
lower level of assurance, should consider the appropriateness of doing so. Explain the circumstances which may contribute
towards a request from the client for the auditor to change the engag=ment. (RTR Mov 2022, MA}

A request from the entity for the auditor to change the terms of the audit engagement may res ult from

e achange in circumstances affecting the need for the service,

a misunderstanding as to the nature of an audit as originally requested or

a restriction on the scope of audit engagament, whether imposed by management or caused by other

circumstances.

The auditor considers the justification given for the request, particularly the implications of a restriction on the scope of the

audit engagement.

an audit as per SA 210, Explain how would am auditor proceed to establish the presence of pre

5 nditions for
nzz. | Discuss preco dit. (RTP. May 2021, NA)

for an a
conditions .

/ ac the appointment as an auditor of Luck Ltd. With reference to 34 210, what should the auditor
CA S is requested 1o cept <h whether the preconditions for an audit are present ? (SA, Dec 2021, 4 Marks)

determing in order to establi =

ngagtlmﬂm pariner wants 1o sstablish whather the preconditions for an audit are present. Guide CA Raj in this
CARajane 1_Hm2ﬂ22-‘““""}

context.

ws qreeing the Terms of Audit Engagements”, preconditions for an audit may be defined as the use by

As per SA 210 "Agr bl financial reporting framewark in the preparation of the financial statements and the

mEles n:‘af::agemenf and, where appropriate, those charged with governance to the premise on which an audit is
pt of m

agreen‘le

conducted-

her the pmmndiﬂuns for an audit are prasent, the auditor shall:

et :
in order 10 gstﬂb!lsh::mmeﬂnanclﬂl reporting framework is acceptable; and

m’: w“'““"" of management that it acknowledges and understands its responsibility

m
5. Obtain

M — &
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Question Bank - Chapter 17
ble financial reporting i
_‘___']_‘_'—-—-—._._ : th the applica
i Far the preparation of the fimancial statements in -'I!-iﬂl'-'t:'-ll;'::l":':‘ el
T T inciiding whare relsvantie EEINE S ﬁsl-dry 1o enable the preparation of financial

. i ol -1 ;
B For such internal control as management considers nec  due to fraud or errar; and

X tement, whethe
statements that are free from material misstatement, whe
re that is relevant to the preparation of the

d other matters;
ent for the purpose of the

il To provide the auditor with: {ig awa
¥ [ }-1
Access o all information of which managemen

jon an
financial statements such as records, documentat e
Additional information that the auditor may reguest
entity from wham the auditor determines it necessary
B

audit; and
» Unrestricted access to persons within th
o to abtain audit evidence
irmi d the F
i | . af X¥Z Limited has requeasie
Qz3 CA Pis appointed as an auditor of X¥Z Limited for the F.Y. 2023-24, The management R T hevr oo ‘*
nt? Under which circumstances can

auditor to change the terms of original engagement as the company has dilverﬁi:::;;i‘the
been introduced by the company. Can CA P agree ta the request made by the m 7 (SA, Nov 2022, 4 marks)

the client make a request to the auditor for a change in the terms of engagement

Acceptance of a Change in terms of Engagement: Paiiy
i i the auditar is
As per SA 210, "Agresing the terms of Audit Engagement”, if prior to completing the audit engagement,

the auditor shall
requested to change the audit engagement to an engagement that conveys a lower lavel of assurance,

determine whether there is reasonable justification for deing so.

In case of reascnable justification, the auditor may accept the request made by the managemeant.

A request from the client for the auditor to change the engagement may result from
* achange in circumstances affecting the need for the service,

a misunderstanding as to the nature of an audit as originally requested or

L]
a restriction on the scope of audit engagement, whethar imposed by management or caused by other

L ]
circumstances,

SQC 1 “Quality Control for Firms that Perform Audits and Reviews of Historical Financial Information,

and Other Assurance and Related Services Engagements”
Q24. | CA Arpita has joined a mid-sized CA firm recently. She finds that partners remain too busy and the firm is proposing to
accept audit work in areas in which it has no experience or capabilities. The firm is proposing to accept audit of some

entities engaged in emerging “fin-tech’ sectar, Such audits may be requiring extensive use of technology and data an alytics.
However, the said firm has no such capabilities and trained personnel. Discuss, whether, firm should accept such audits with

reason (ICAI Study Material - Test Your Understanding)

SQC 1 requires that before accepting an engagement, competence (including capabilities, time and resources) to perfarm

engagement have to be considerad.
In the given case, the proposed engagements invalve use of technology and data analytics. The firm h i i

T % . g8 N prior eXperience
of audits in the emerging “fintech” sector. The firm does not have trained personnel to carry out these au'c:titsfI i

Hence, the offer for these audits should not be accepted.

Q25. | How does SQC 1 ensure that independence in engagements is not breached by an audit firm?
(ICAI Study Material - Test Your Knowledge)

* Asper 5QC1, the firm should establish policies and proceduy i i
i res de i
that the firm and its personnel maintain independence where req uif;?:ln;: tt;epéggg R el ha aseurance

*  Such policies and procedures should enable the firm to: -
& Communicate jts independence requirements to jtg Personnel
o Ide [ '
ntify and evaluate tircumstances ang relationships that Create threats to independence, and to take

Huarajlrmimmm T T e G o R s YT

S




Compiled by Neeraj Arora ane TEAL

o ——
e T i
- There should exist a mechanism in the f;
e € Tirm by whie ; e
ich engagement partnars pravide the firm with releyvant

formation about client enga .
in H3gements and personnal of firm promptly notify firm of circumstan: |
ATCUMStances anda

relationships that create a threat ta inde
pendence, 4 breach i
8 I o i
firm for appropriate action. ts objective I5 10 ensure that inde v :;mlniipriﬁr?rﬁeur:tmld 5 I'J_I";Iﬂl'-‘”? g
e s are satigfaed,

» Atleast annually, the firm should obtain wri
ntten confirmation of i Bk i
ndependence frem all firm ; N ot compliance with its palicies : edures
indep Persannel required 1o be independent in terms of the reqf:;lr;llﬁen:u;s:lirntﬁ“r.'d”Jr i
2 L0,

-

,r;-?‘;"' The firm's system of quality control
(RTP Nov 2018, NA)

should j b
include policies and Procedures addressing each element, Explain

; OR
The firm's system of quality control should include policies and proceds

quality control. State those elements. (MTP1, Nov 2019 3 Marks) res addressing each and every element of system of

I

e Elements of a System of Quality Contral; The firm's s ;
5 st : "
addressing each of the fallawing elements: ystem of quality control should include policies and procedures

= Leadership responsibilities for qua lity within the firm,
Ethical requirements,
Acceptance and continuance of client relationships and specific engagements.
¢« Human resources,
« Engagement performance.
+ Monitoring.

Q27. | The firm should establish policies and procedures designed to provide it with reasonable assurance that it has sufficient
personnel "f't.h the capabilities, competence, and commitment to ethical principles. Discuss the personnel issues addressed
by such policies and procedures. Also explain how addressing the personnel issues would empower the firm.

(RTR, Nov 2021, NA) (RTF, Nov 2022, NA)

As per SOC1, the firm should establish policies and procedures designed to provide it with reasenable assurance that it has
sufficiant personnel with the eapabilities, competence, and commitment to ethical principles necessary to perform its
engagements In accordance with professional standards and regulatory and legal reguirements, and 1o enable the firm or
engagement partners 1o issue reports that are appropriate in the circumstances.

Personnel issues addressed by such policies and procedures
« Recruitment;

Performance evaluation;
Capabilities;

Competence;

Career development;
Promotion;

Compensation; and

Estimation of personnel needs.

® & &4 & ® B =

SA 220 “Quality Control For An Audit Of Financial Statements

. : company engaged in providing tourism services. While making due

Q28, [ CAPK Nair s offered appointment as audtor O et fhere have been raids on premises of the company and residences
dillgence of the propased client, e COMEE "y o suspicion of links with terror outfits. It has been followed up with
of its directors by Mational Investigation Ag cit money trail. There is a strang su spicion of tourism services provided

ting for illi ]
searches by Enforcement I:;:‘rf::t_;rraftjn':r: giuld proposed offer be accepted by him?

by company being fagade
(ICAI Study Material - Test Your Understanding)

clpal owners has to be_c:nn
rd, SA 220 states requirem

<idered before accepting an audit engagement in accordance with SA

ents on lines of SQC 1.

e Integrity of prin -
ndications that the client might be involved in money laundering

240, In this rega

i there are
es that in cases where |
5 g?:t;e?z;x::?:cﬁvmes. appointment should not be accept
EEsa—— Ty L
11.11
-.._______.—-—-—'_____
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e e B
terror outfits which is a eriminal activity,

* Inthe instant case, there have been raids of NiA on suspected links ‘:‘"“:. dering. Therefore, proposed offer should
Further, raids by Enforcement Directorate also point towards money Ry
not be accepted.

engagement in accordance with

Question Bank - Chapter 11

e - FT n al.ld“
Q29. | An engagement partner takes averall responsibility for maintaining audit quality in a

SA 220. What are his objectives in taking and emphasizing such responsibility?
(ICAI Study Material - Test Your Knowledge)
OR

The engagement partner shall take the responsibility for the overall quality ﬂfrt ﬁe
Is assigned. Discuss with reference to SA 220 *Quality Control for an audit of fin

ﬂn -
the engagement team, in taking
The actions of the engagement partner and appropriate messages to the nther_merl: I:;:z ::.o audi'[gqugality. i )
responsibility for the overall quality on each audit engagement, emphasise the impo
220 (RTP, May 2023, NA)

i t ta which that partner
ch audit engagemen
E|I-ann::i:sml statements’. (SA, Nov 2019, 3 Marks)

" | take responsibility for the
As per SA 220 "Quality Control for an Audit of Financial Statements”, the engagement partner shall
! overall quality on each audit engagement to which that partner is assigned.

, intakin
The actions of the engagement partner and appropriate messages to the other members of the engagement team :

responsibility for the overall quality on each audit engagement, emphasise
- i .
4 Tpﬁ::;n?:u::::::?;pﬂm with professional standards and regulatory and legal requirements;
o Complying with the firm's quality control policies and procedures as applicable;
o lIssuing auditor's reports that are appropriate in the circumstances; and
@  The engagement team's ability to raice concerns without fear of reprisals; and
The fact that quality is essential in performing audit engagements

Quality Control for jit of tements" the auditor should obtain information considered
s erment with a new cliznt, when deciding whether to continue an

5" the auditor should obtain information considered

Lwith a new client. Explain stating clearly the information
gnship with the elient

fance and continuance of an audit engagement.
(SA, May 2019, 3 Marks)

lonship with Client:

uditor should abtain information considered

ew client, when deciding whether to continue an
ent with an existing client.

nuing of relationship with the client:
€ charged with governance of the entity;
iLengagement and has the necessary capabilities,

=vant ethical requirements; and
fudit engagement, and their implications for
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Chapter 12 - Miscellaneous Questions - Question Bank

This chapter includes a few gquestions from the old course, The latest |CAl module does not address such questions. These
questions are included for student's understanding.

Miscellaneous Questions

al. What constitutes a ‘true and fair’ view: is the matter of an auditor's judgement in the particular circumstances of a case. In
arder to ensure ‘true and falr' view, auéiitur has to review certain points. Mention any such 5 {five) points in brief
(SA, May 2018, 5 Marks)
What constitutes a ‘true and fair' view, is the matter of an auditor's judgement in the particular circumstances of a case. To
| ensure true and fair view, an auditor has to see: e
»  that the assets are neither undervalued or overvalued, according to the applicable accounting principles,
= no material asset is omitted;
* the charge, if any, on assets are disclosed;
+  material liabilities should not be omitted;
= the profit and loss account and balance sheet discloses all the matters raquired to be disclosed;
* accounting policies have been fallowed consistently; and
* all unusual, exceptional or nen-recurring items have been disclosed separately.
Q2. | Explain the difference between reserves and provisions. (RTR May 2019, NA) (MTP1, May 2019, 3 Marks)

Reserves:

» Resszrves represent amounts appropriated out of profits, held for equalising the dividends of the company from ane

period to another or for financing the expansion of the company or for generally strengthening the company
financially.

Reserves cannot be created unless there is a profit except a few like revaluation reserve
Reserves are generally optional except few ones like creation of capital redemption reserve, Debenture
Redemption Reserve.

Provisions:

-

Frovisions are amounts set aside to meet specific/ identified liabilities or diminution in recoverable value of
assets.

against profit

Provisiorg.are not optional and are required to be made as per generally aceepted accounting principles.

These must be provided for regardless of the fact whether the Company has earned profit or not i.e. it is a charge

If we examine the Balance Sheet of a company, at a given time, and deduct the total liabilities to outside trade payables from
the value of assets shown therein, the difference between the two figures will represent the net warth of the company based

on the book values of assets as on that date. The same shall include the capital contributed by the shareholders as well as
total undistributed profit held either to the credit of the Statement of Profit and Loss or to reserves:

03, EE:i:;.:: E;:, d;qﬁ:vh;;;: Irgq:'::ﬂ;nts of IND AS compliant Schedule Il to Com panies Act, 2013 for each component of "Other
For each component of other equity, whether the company has disclosed the following (to the extent applicable):
i) Balance at the besinning of the reporting period
ii) Changes in accounting policy or prior period error
iil  Restated balance at the beginning of the reporting period
iv)  Total comprehensive income for the year end
v)  Dividends
vi)  Transfer to retained earnings
Vi) Any other change (o be specified)
eraj Arora | Www.edy91.org
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wii} Balance at the end of reporting period

pa. | How will you vouch/verify the Trademarks and copyrights
(RTP. Nov 2020, NA)

Trademarks and Copyrights:
s Obtain a duly signed schedule of Trade Inthe
atriidronly marks and Copyrights duly and confirm that all of them are shown in

= Examine the written agreement in case of assignment of Copyrights and Assignment Deed in case of transfer of
trﬂc!& marks, Also ensure that trademarks and copyrights have been duly registered.

e Verify existence of copyright by reference to contract between the author & the entity and note down the terms of
payment of royalty.

* Seethat the value has been determined properly and the costs incurred for the purpose of obtaining the
trademarks and copyrights have been capitalised.

#  Ascertain that the legal life of the trademarks and copyrights has not explred.

*  Ensure that amount paid for both the intangible assets is properly amortised having regard to appropriate legal and
commercial considerations, as per the principles enunciated under AS 26 on Intangible Assets.

05 | How will you vouch/verify the Leasehold rights? (RTP, Nov 2020, NA)

Leasehold Rights:

o Inspect the lease or assignment thereof to ascertain the amount of premium, if any, for securing the lease, and its
. S itions; & a lease has been duly registered. A lease exceeding one year is not valid unless it
ment.

ilure to comply with which might result in the forfeiture or cancellation of the
due dates, insurance of property, its maintenance in a satisfactory state
re being duly complied with. e
agreements, if part of the leasehold property has been sublet.
w claim that might arise under the dilapidation clause on the expiry of the
vision has been made, draw the client's attention to the matter,

. 12F] COn

o ascertain all contingent liahbilities known 1o the company.
company and the likelihood of contingent liabilities emanating therefrom.

unreported contingent liabilities.
 bills discounted and not matured.
qguarantees on behalf of other companies or individuals.

that all known contingent liabilities have been included in the accounts

made as per Schedule |Il to the Companies Act, 2012 and AS 29,

efund of General Insurance premium paid’,

ance premium may be because of earlier provisional
at a later date. The auditor should take following steps

rmoumnt of premiurm.
mpany. When a refund is admitted, the insurance company
ter to the cheque for the refund. Sometimes, a cheque is

12.2
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nce company.

[paile the clisgt.

RN (L
i g to the
i s jnisurance company and the counterfoil of the pay-in-gjin.
petween the | If necessary. 1 Ps cap e
iv)  Scrutinise correspondence S sl %
ies | bank book O

v)  Check entries in the

verlﬁEd. / __\\
i it of an entity :
i ting an audi
lain how you will verify the items given while conducting
Qs. Explain how y :

a) Recovery of Bad debts written off
b) Receipt of Insurance claims |

(RTP, Nov 2021, NA) (RTE, May 2022, NA)
overy of bad debts written o

#f is verified with reference to relevant ¢DFFE$puanm
e

Recovery of Bad Debts written off: Rec | |
a relevant correspondence with the trade reCeivae l

and proper authorisation. e
i)  Ascertain the total amount lying as had dbibts and verity
B ly recorded in the books of account.

whose accounts were written off as bad d o
i ave been prop : _
Ensure that all recoveries of bad debts h trustee. Letters from collecting agencies or from 5 el

ii)

iy  Examine notification from the Court or from bankruptcy
receivables should also be seen. _ i

Check Credit Manager's file for the amount received and see that the said amount has been deposited into the bank

promptly. _
v)  Vouch acknowledgement receipts issued to account receivables or
vi)  Review the internal control system regarding writing off and recovery of bad debts

Receipt of Insurance Claims: Insurance claims may be in respect of fixed assets or current assets. While vouching the

iv)
trustees.

receipts of insurance claims-
i} The auditor should examine a copy of the insurance claim lodged with the insurance company correspondence
with the insurance company and with the insurance agent should also be seen. Counterfoils of the receipts issued

to the insurance company should also be seen.
i) The auditor should also determine the adjustment of the amount received in excess or short of the value of the
actual loss as per the insurance policy.
iii)  The copy of certificate/report containing full particulars of the amount of loss should also be verified.
iv]  The accounting treatment of the amount received should be seen particularly to ensure that revenue is credited
the Statement of Profit and Loss is debited

that in respect of claim against asset,
admitted against book value, if the claim was lodged in the previous year but no

e Statement of Profit and Loss should be appropriately described.

with the appropriate amount and
with the short fall of the claim
entries were passed, entries in th
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