EDU91
CA Inter Audit

Neeraj Arora

Seekhna Shuru toh Jeetna Shuru



Applicability- For May/Nov 2024 Exams -
Teacher- Neeraj Arora
Website- www.edu91.org

Support Team-
Call: 9810113555

Chatbox: https:/www.edu91.orgfs/pages/chat-support
All rights reserved. No part of this book should be copied, reproduced, stored in a retrieval system, or transmitted, in any
form or by any means, electronic, mechanical, photocopying, recording or otherwise, without obtaining prior permission

in writing from the authors.

All disputes are subject to Delhi Jurisdiction only.

Neeraj Arora | www.edu91.org



e

Index

a.\-a;;er No. |Chapter Name | Page No.
K Nature, Objective and Scope of Audit 1.1
F 2 Audit Strategy, Audit Planning and Audit Programme 2.1
B 3 Audit Risk and Risk Assessment 3.1
| T Internal Control 3A.1
t 3B Response to the Assessed Risk 3B.1
e Materiality 3C.1
B 3D Automated Environment 3D.1
B 4 Audit Evidence . 4.1
! 5 Audit of ltems of Financial Statements 5.1
.ﬁ E 6 Audit Documentation 6.1
7 Completion And Review 7.1
' 8 Audit Report 8.1
9 Special Features of Audit of Different Types Of Entities 9.1
T 10 Audit of Banks 10.1
11 Ethics and Terms of Audit Engagements 11.1

mportantPoints to be'kept/in mind
| Stay in touch with us. How to stay in touch?
I a. EDU91 App notifications should be ON.
b. Join our subject specific telegram channel & WhatsApp Community exclusively created for EDU91 students
for amendments, updates, announcements related to mock tests and classes. You will get telegram link &
: WhatsApp Community in your Audit Course on EDU91 App.
c. Add - support@edu91.org (This is a one way communication from our side. Don't mail us on this email id.
Just add it in your contacts you will get class and test updates on your email id from support@edu91.orq)
d. Our WhatsApp Updates - Add 9266816886 in your contacts with the name EDU91 Updates. This is also one
way communication from our side. DON'T MESSAGE on this number (9266816886)
e. Doubt Support Number of Neeraj Arora Sir is provided in your Audit Course on Edu91 App. Follow the Doubt
. support guidelines provided in the course.
: f.  We have provided you the access to private community of EDU91 Students, where you can interact with other
students and participate in daily writing and question practice.




Abbreviations List

Abbreviations List

Abbreviation Full Form

FS Financial Statement

TCWG Those Charged with Governance

RAP Risk Assessment Procedures

FAP Further Audit Procedures

TOD Test of Details

SAAE Sufficient and Appropriate Audit Evidence
CA Chartered Accountant

ICAI Institute of Chartered Accountants of India
SAP Substantive Analytical Procedure

IC Internal Control

ROMM Risk of Material Misstatement

IAF Internal Audit Function

RPRT Related Party Relationships and Transactions
OB Opening Balance

MGT. Management

MMS Material Mistatement(s)

Please be aware that the abbreviations presented in this book are applicable here. However, it is important to

refrain from using any abbreviations in your examination.
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Chapter 1 - Nature, Objective and Scope of Audit

Chapter 1 - Nature, Objective and Scope of Audit

- Meaning of Aud
An auditis an
¢ Independent examination of
e financial information of
o any entity,
o whether profit oriented or not, and irrespective of its size or legal form,
e 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.
o Independence, here, implies that the judgement of a person is not subordinate to the wishes or
direction of another person who might have engaged him.

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 FSs.

‘s Historical financial information - relates to information expressed in financial terms of an entity about
economic events, conditions or circumstances occurring in past periods.

e Financial statements — A structured representation of historical financial information, including related
notes, intended to communicate an entity’s economic resources or obligations at a point in time or the
changes therein for a period of time in accordance with a financial reporting framework.

Bhbjectives of Auditor

- Inconducting audit of FSs, objectives of auditor in accordance with SA 200 “Overall Objectives of the Independent

~ auditor and the conduct of an audit in accordance with Standards on Auditing” are: -

a) 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 an applicable financial reporting framework; and

b) To repori on the FSs, and communicate as required by the SAs, in accordance with the auditor’s findings.

~ Actual language used in audit report and industry
Whether the financial statements:

o Give a true and fair view (or present fairly in all material respects).
e Are prepared, in all material respects, in accordance with an applicable financial reporting framework.

True

1 Factually correct information which

® conforms with accounting standards and relevant legislation, and
® agrees with the underlying records.

Fair
Clear, impartial and unbiased information
¢ which reflects the commercial substance of the transactions of the entity.

For example - Security amount received from customers is your liability and not yeur income, if shown as income it
is not clear, impartial and unbiased and therefore it is not fair.

Reasonable Assurance
A high, but not absolute, level of assurance.

i
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Chapter 1 - Nature, Objective and Scope of Audit

hat is Engagement?
Engagement means an arrangement to do something.

Assurance engagement
e Anengagement in which a practitioner obtains sufficient appropriate evidence in order to express 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 Giving assurance means offering an opinion about specific information so the users of that information are
able to make confident decisions knowing that the risk of the information being 'incorrect' is reduced.

Elements of an Assurance Engagement
Following elements comprise an assurance engagement: -

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

e An assurance engagement involves above said three parties.

e A practitioner is a person who provides assurance.

e The term practitioner is broader than auditor.

e Audit is related to historical information whereas practitioner may provide assurance not necessarily related
to historical financial information.
A responsible party is the party responsible for preparation of subject matter.

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

An appropriate subject matter f
e It refers to the information to be examined by the practitioner.
e In case of audit, financial information or we can say FS is the appropriate subject matter.

e Who is responsible for subject matter - Management / Those charged with governance is responsible for
subject matter that is the financial information.

Suitable criteria

e These refer to benchmarks used to evaluate the subject matter like standards, guidance, laws, rules and
regulations.

e In case of audit, accounting standards are the suitable criteria

Sufficient appropriate evidence

e The practitioner performs an assurance engagement to obtain sufficient appropriate evidence. It is on the
basis of evidence that conclusions are arrived and an opinion is formed by auditor.

(Details to be studied after Audit Evidence Chapter)

“Sufficient” relates to guantity of evidence obtained by auditor.

“Appropriate” relates to guality of evidence obtained by auditor.

One evidence may be providing more comfort to auditor than the other evidence.

The evidence providing more comfort is qualitative and, therefore, appropriate. Evidence should be both
sufficient and appropriate.

A written assurance report in appropriate form

It is the final outcome of assurance engagement. It contains the conclusion that conveys the assurance about the
subject matter.

Misstatement
A difference between
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Chapter 1 - Nature, Objective and Scope of Audit

o the 2mount, classification, presentation, or fisclosure

o of aigported FSitem
and the amount, classification, presentation, or disclosure
o thatis required for the item to be in accordance with the applicable financial reporting framework.

Misstatements can arise from error or fraud

The distinguishing factor between fraud and error is whether the underlying action that results in the
misstatement of the FSs is intentional or unintentional.
‘Frauc’ deals with intentionajmisrepresentation but, ‘error’, on the other hand, refers to unintentional

_mistakes in financial information.
“Few examples of misstatements could be; -

o Charging of an item of capital expenditure to revenue or vice-versa
o Difference in disclosure of a financial statement item vis-a-vis its requirement in applicable financial
reporting framework

Selection or application of inappropriate accounting policies

Intentional hooking of fake expenses in statement of profit and loss

Overstating of receivables infinancial statements by not writing off irrecoverable debts
Overstating or understating inventories

o 0 © O

When a misstatement will be considered as material
Misstatements, including omissions, are considered to be material

if they, individually or in the aggregate,
could reasonably be expected to influence the economic dc.?ci:;igg:: of users taken on the basis of the FSs;’

Types of Opinion

Cizz1 Opinion
Maodified Opinion
o Qualified Opinion
o Adverse
o Disclaimer of Opinion

Modification

Auditor's Judgment about the Pervasiveness of the Effects or Possible

Nature of Matter Giving Rise to the |Effects on the Financial Statements

Material but Not Pervasive Material and Pervasive

Financial statements Are materially |Qualified opinion Adverse opinion
Qualified opinion Disclaimer of opinion
® The term pervasive is used to describe the effect of misstatements on the financial statement
®  Whether the effect of material misstatement is pervasive or not it depends on auditors judgement.
® While deciding that the effect is pervasive or not auditor must keep the following things in mind
® Effect is pervasive when it is noi confined to a specific element
e Cvenifitis confined to a specific element the effect can be considered as pervasive if it represent a
swhstantial proportion of financial statements
® Inrelation to disclosures, The effect can be considered as pervasive if It is fundamental to users
understanding of the financial statements.
——
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Chapter 1 - Nature, Objective and Scope of Audit

Those charged with governance

The person(s) or organisation(s) with responsibility for
e overseeing the strategic direction of the entity and
o obligaticas related to the of the entity

==}

ment

The person(s) with executive responsibility for conduct of entity's operation

o

Pre- Conditions for an audit
In order to establish whether the preconditions for an audit are present, the auditor shall:

e Determine whether the financial reporting framework is acceptable; and

e Obtain the agreement of management that it acknowledges (A= § ) and understands (ST & ) its

responsibility:
o For the preparation of the financial statements in accordance with the applicable financial reporting

framework;
For the internal contro! as management considers necessary; and
To provide the auditor with:

m  Access to all infermation such as records, documentation and other matters;

o O

m Additional information that the auditor may request from management for the purpose of the
audit; and

s Unrestricted access to persons within the entity from whom the auditor determines it
necessary to obtain audit evidence.

The Process designed, implemented and maintained by
- Those charged with governance
-> Management
- Other personnel
To Provide Reasonable Assurance with regard to
Reliability of financial reporting
Effectiveness & Efficiency of gperations
Safeguarding of assets
Compliance with applicable law & regulations

Test/Checking
e Application of Audit Procedures to less than 100% of the Transaction. It is also known as Sampling.
e Should be done in such a way that every item must have an equal chance of selection.

Judgement
The apgiigation of relevant

- training, knowiedge & experience, (TKE)
= in making jnformed decisions

- about the courses of action that are appropriate in the circumstances of the audit engagement.

Professional judgement is essential to the proper conduct of an audit.

(Study this part while revising Chapter 1 For the first time after completion of syllabus)
Professional judgment is necessary in particular regarding decisions about:
o (Materiality and audit risk. ,
e The nature, timing, and extent of audit procedures used to meet the requirements of the SAs and gather
audit evidence.
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Chapter 1 - Nature, Objective and Scope of Audit

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

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.

Points
May differ from person to person
Can also be formed after consultation

Ffamework to conc :ﬂ audit
-> Engagement / Appointment of the auditor
->» Planning
- Materiality
-> Risk assessment (Risk assessment procedures) ; and
>

Response to the assessed risk (Further audit procedures)
€ Tests of controls, when required by the SAs or when the auditor has chosen to do so; and
€ Substantive procedures (Checking of Assertions), including
e Tests of details and
e Substantive analytical procedures.
Audit Evidence
Conclusions, Opinion and Reporting
Audit Documentation.

Rlsk'assessment is done to assess the risk of material misstatement. (ROMM)
Rlsk of materlal misstatement is defined as ‘the risk that the financial statemenis are matesially misstated

Risk assessment procedures are
o usedto
m obtain an upderstanding of the entity and its environment,
m including its internal control
o inorderto
m assess the risk of material misstatement and
m determine the nature, extent and timing of further audit procedures.
After RAP, the Auditor can assess the level of ROMM.
Once the ROMM is assessed, we can decide NET of FAPs
o Nature - (Compliance or Substantive)
o Extent - (Sample size, Less work or more work)
o Timing - (Interim period and some transaction at the year end OR all year end in detail)

Risk assessment procedures alene do not provide audit evidence sufficient to support audit opinion.
They are required in all financial statement audits.

Compliance Procedure or Test of control

Auditor will test internal control to assure that his initial understanding of IC was right or not.
We will (For testing IC)

o Check Design (SoD, Approvals, Reconciliations etc)
m No-Leave it go for SP
m Yes test efficiency (Operation and Continuity)
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o Test of Efficiency (Operation and Continuity) If internal controls are efficient then it is going to have
a direct impact on the nature, extent and timing of substantive procedures.

Substantive Procedure
e Auditor will check transactions, account balance presentation and disclosure
o Analytical Procedures
o Test of Details (Vouching and Verification)

Kssertions

e Assertions refer to representations by management, explicit or otherwise, that are embodied in the financial
statements.

e By stating that the financial statements are in compliance with the relevant financial reporting framework,
management is making certain assertions about the proper recognition, measurement, presentation, and
disclosure of the various components of the financial statements and any accompanying disclosures.

e Auditor will check those claims (assertions).

e The assertions used by the auditor to identify potential errors or inaccuracies in financial statements can be

divided into three categories and may take the following forms.

Transactions Account balance Presentation and Disclosure
Occurrence Existence Occurence and rights and obligations
Completeness Rights and obligations Completeness

Accuracy Completeness Classification and understandability
Cut-off Valuation and allocation Accuracy and valuation
Classification

Assertions related to transactions
Occurrence

Transactions that are recognized in the financial records as having occurred, i.e., did it really happen? and such
transactions and events pertain to the entity.

Completeness
All transactions and events that should have been recorded have been recorded.

Accuracy -
Amounts and other data relating to recorded transactions and events have been recorded appropriately.

Cut-off
Transactions and events have been recorded in the correct accounting period.

Classification
Transactions and events have been recorded in the proper accounts.

Assertions related to Account Balance
Existence

Assets, liabilities, and equity interests exist.
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Chapter 1 - Nature, Objective and Scope of Audit

e
and obligation
the entlty halds or controls the rights to assets, and liabilities are the obligations of the entity.

. eteness
a:;ets liabilities and equity interests that should have been recorded have been recorded.

tion and allocation
s, liabilities, and equity interests are included in the financial statements at appropriate amounts and any
ing valuation or allocation adjustments are appropriately recorded.

s related to Presentation and Disclosure
ce and rights and obligations
sed events, transactions, and other matters have occurred and pertain to the entity.

4 Al

eness
Il is':‘cT;sures that should have been included in the financial statements have been included.

Classification and understandability
inancial information is appropriately presented and described, and disclosures are clearly expressed.

Accuracy and valuation
‘Financial and other information are disclosed fairly and at appropriate amounts.

ymple on Assertion

?

[Plant & Machinery (at Cost) 4,00,000
1,40,000

For the year 26,000 1.66.000

| 2,34,000

‘The assertions are as follows:

e the firm owns the plant and machinery;

the historical cost of plant and machinery is ¥ 4 lacs;

the plant and machinery physically exists;

the asset is being utilised in the business of the company productively;

total charge of depreciation on this asset is ¥ 1,66,000 to date on which T 26,000 relates to the year in
respect of which the accounts are drawn up; and

the amount of depreciation has been calculated on a recognised basis and the calculation is correct.
The above assertions are implicit

Explicit agsertions are made when otherwise the reader will be left with an incomplete picture; it may even be
‘Misleading.
e Secured Loans ¥ 4,00,000
® The description does not give us a complete picture. We do not know:
o the name of the lender, if it is relevant;
o the nature of security provided; and
o the rate at which interest is payable.
® 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;

—_—
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Chapter 1 - Nature, Objective and Scope of Audit

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.

Audit'evidence
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.

Information contained in the accounting records
Accounting records include
e the records of initial accounting entries and supporting records such records of fund transfer
Invoices;
Contracts
the ledgers, journal entries and other adjustments to the financial statements.

records such as worksheets and spreadsheets supporting cost allocations, computations, reconciliations
and disclosures.

Other information

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
e minutes of the meetings,
e written confirmations from trade receivables and trade payables,
e manuals containing details of internal control etc.

The risk that the auditor expresses an inappropriate opinion when the FSs are materially misstated. Audit risk can
be divided into two part

e Risk of material misstatement.
o Inherent risk
o Control risk

e Detection Risk

What is not included in Audit Risk ?
e Risk that the auditor might express an opinion that the FSs are materially misstated when they are not,
e 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
FSs.

Inherent Limitations of Audit - SA 200

e Limitations of Audit: As per SA 200 "Overall Objectives of the Independent Auditor and the Conduct of an
Audit in Accordance with Standards on Auditing", the objectives of an audit, is to enable an auditor to
express an opinion on such FSs.

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

e 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.
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Chapter 1 - Nature, Objective and Scope of Audit

The process of auditing, however, is such that it suffers from certain limitations, i.e. the limitation which
cannot be overcome irrespective of the nature and extent of audit procedures. The limitations of an audit

arise from

per SA 200 “Overall Objectlves of the Independent Auditor and the Conduct of an Audit in accordance with

dards on Auditing”, the auditor is not expected to, and cannot, reduce audit risk to zero and cannot therefore

absolute assurance that the FS are free from material misstatement due to fraud or error. This is because
are inherent limitations of an audit. The inherent limitations of an audit arise from:

ure of financial reporting
Preparation of FSs involves making many judameriis by management.

o These judgments may involve subjeciive decisions or a degree of uncertainty. \

o Therefore, the auditor may not be able to obtain absolute assurance that FSs are free from material
misstatements due to frauds or errors.
‘o One of the premises for conducting an audit is that management acknowledges its responsibility of
preparation of FSs in accordance with the applicable financial reporting framework and for devising suitable
internal controls. However, such controls may not have operated to produce reliable financial information
due to their own limitations.

Nature of Audit procedures

‘e There are practical and legal limitations on the auditor’s ability to obtain audit evidence. For example,

o 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. In case
he is not provided with required information, he can only report. It is an example of legal limitation on
an 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 hard to detect by the auditor. It may produce fabrlcated ‘documents before audltor to lead him to
believe that audit evidence is valid. However, in reality, such documents could be fake or non-genuine.

An auditor is not an expert in authentication of documentis. Therefore, he may be led to accept invalid audit
evidence on the basis of unauthentic documents.

It is quite possible that the entity may have entered into some transactions with refated 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.

in nature of investigation
® Hence, auditor cannot obtain absolute assurance that financial statements are free from material
misstatements due to frauds or errors

eliness of financial reporting and decrease in relevance of information over time
® The relevance of information decreases over time and the auditor cannot verify each and every matter.
Therefore, a balance has to be struck between reliability of information and cost of obtaining it.

models or products or due to onset of some adverse events.
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Chapter 1 - Nature, Objective and Scope of Audit

Because of the limitations of an audit, there is an unavoidable risk that some material misstatements of the FSs
may not be detected, even though the audit is properly planned and performed in accordance with SAs.

However, the inherent limitations of an audit are not a justification for the auditor to be satisfied with less-than

persuasive audit evidence.

Who Appoints an Auditor?

Auditors are appointed by the entity's owners, members in AGMs for companies, or by government authorities as
per law. In India, the CAG appoints auditors for government companies, while partners appoint auditors for firms.
Sometimes, auditors may also be appointed by government authorities under specific laws or regulations, such as

tax laws.

To Whom Report is submitted by an Auditor?

The result of an audit is a written report with the auditor's opinion, submitted to the appointing party: shareholders

for companies, and partners for firms.

Different Type of Assurance Engagements
1. Audit
2. Review
3. Other Assurance Engagements.

Meaning of Reviev

:'Audit Vs. Review

e Areview engagement is an example of a limited assurance engagement. Entities not legally bound may opt
for financial reviews. Reviews provide assurance, cost less, cause less disruption.
e Both “audit” and “review” are related to FSs prepared on the basis of historical financial information. The

differences are as follows

Reasonable assurance

Limited assurance

Thorough Procedures - Test of Controls, Substantive
Procedures - MORE DEPTH

Less detailed procedures - Enquiries, Analytical
Procedure. - LESS DEPTH

Moderate or lower assurance

Subject matters confirms with Suitable criteria in all
material aspects. (Reasonable Conclusions)

Subject matter is plausible in the circumstance. The
language signifies that level of assurance is moderate
or lower. (Limited Conclusions)

Positively worded opinion,

Negatively worded opinion.

More regulations / standards.

Less.

In our opinion, the FSs give a true and fair view of (or
present fairly, in all material respects) the financial
position of X Company as at 31st March, 20X4, and of
its financial performance and its cash flows for the year
then ended in accordance with Applicable Financial
Reporting Framework

Nothing has come to our attention that causes us to
believe that the FSs of Y Company as of 31st March,
20X4 are not prepared, in all material respects, in
accordance with an applicable financial reporting
framework.

Example - Audit

Example - Review engagements

Other assurance engagements

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.
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Chapter 1 - Nature, Objective and Scope of Audit

""" Eﬁi@lﬁaﬁﬁﬂ n ormation,
i nformation” means financial information based on assumptions about events that

may occur in the future and Qossib.' actions by an entity. It can be in the form of a forecast or projection or

combination of both.
e In assurance reports involving prospective financial information, the practitioner obtains sufficient
~ appropriate evidence to the effect that

o managements assumptions on which the prospective financial information is based are not

unreasonable,

o the prospective financial information is properly prepared on the basis of the assumptions and

o itis properly presented and all material assumptions are adequately disclosed.
Evidence may be available to support the assumptions on which the prospective financial information is
based, such evidence is itself generally future- oriented. The auditor is, therefore, not in a position to express
an opinion as to whether the results shown in the prospective financial information will be achieved.
In such assurance engagements, practitioner provides a report assuring that nothing has come to
practitioner's attention to suggest that these assumptions do not provide a reasonable basis for the
projection.
Hence, such type of assurance engagement provides only a “moderate” level of assurance.

lity/Control and Engagement Standards

 are Standards needed?

‘o Standards ensure carrying out of audit against established benchmarks at par with global practices.
Standards improve guality of financial reporting thereby helping users to make diligent decisions.
Standards promote upniformity as audit of FSs is carried out following these Standards.

Standards equip professional accountants with professional knowledge and skill.

Standards ensure audit guality.

Standards on Quality Control
e SGC 1- "Quality Control for Firms that Perform Audit and Reviews of Historical Financial Information, and
other Assurance and Related Services Engagements”
e Standards on Quality Control (SQCs) have been issued to establish standards and provide guidance
regarding a firm'’s responsibilities for its system of quality control for the conduct of audit and review of
historical financial information and for other assurance and related service engagements.

~® SQC 1 has been issued in this regard. It requires auditors/practitioners to establish system of quality control

so that firm and its personnel comply with professional standards and regulatory & legal requirements and
reports issued are appropriate.

Engagement Standards

he following Standards issued under authority of ICAI Council are collectively known as Engagement Standards: -

1. Standards on auditing (SAs) which apply in audit of hiszorical financial information.

2. Standards on review engagements (SREs) which apply in review of historical financial information.

3. Standards on Assurance engagements (SAEs) which apply in assurance engagements other than audits and
rzview of historical financial information.

4. Standards on Related Services (SRSs) which apply in agreed upon procedures to information, compilation
gngagements and other related service engagements.

he Purpose of issue of these standards is to establish high quality standards and guidance in the areas of FS
audits and in other types of assurance services.

Standards on Auditing

® Standards on Auditing apply in the context of an audit of FSs by an independent auditor. [t is important to
remember that Standards on Auditing apply in audit of historical information. They can also be termed as

performance benchmarks for the auditors.

The main purpose is to bring as much gnifermity as possible in work performed by auditors.
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Chapter 1 - Nature, Objective and Scope of Audit

Standards on Auditing cover a broad range of topics including the auditor's objectives, documentation, audit
planning, risk assessment, sampling, evidence, and the formation and reporting of oplnlons on financial
statements (FSs), encompassing all key areas of FS audit.

Some examples of Standards on Auditing are: -

o]

SA 200 Overall Objectives of the Independent Auditor and the Conduct of an Audit in accordance
with Standards on Auditing

SA 230 Audit Documentation

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

SA 500 Audit Evidence

Revised SA 700 Forming an Opinion and Reporting on Financial Statements

Numbering of Standards

Standard on Quality Control (SQC) 01-99
Standard on Auditing (SA) 100-999
Standard on Review Engagement (SRE) 2000-2699
Standard on Assurance Engagement (SAE) 3000-3699
Related Services (SRS) 4000-4699

Classification of SAs

Introductory matters 100-199
General Principles and Responsibilities 200-299
Risk Assessment and Response to Assessed Risk 300-499
Audit Evidence 500-599
Using work of Others 600-699
Audit conclusions and Reporting 700-799
Specialised Areas 800-899

General Prmcuples and Responsibilities

1

SA 200

Overall objectives of the Independent Auditor and the conduct of the Audit in Accordance with
Standard on Auditing

SA 210

Agreeing the Terms of Audit Engagements

SA 220

Quality Control for an Audit of financial statements

SA 230

Audit Documentation

SA 240

The Auditor’'s Responsibilities Relating to Fraud in an Audit of Financial Statements.

SA 250

Consideration of Laws and Regulations in an Audit of Financial Statements

SA 260

Communication with those Charged with Governance

SA 265

Communicating Deficiencies in Internal control to those Charged with Governance and Management

Wi |IN|ovnja|ph|WIN

SA 299

Joint Audit of financial statements

Risk Assessment and Responses to Assessed Risks

10

SA 300

Planning an Audit of Financial Statements

(N

SA 315

Identifying and Assessing the Risk of material Misstatements through understating the Entity and
Its Environment
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SA 510 |[Initial Audit Engagement - Opening balances
SA 520 |Analytical Procedures
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20

Chapter 1 - Nature, Objective and Scope of Audit

Materiality in Planning and Performing an Audit

Response to Assessed Risks

Audit consideration Relating to an Entity using a Service Organisation

Evaluation of Misstatements Identified during the Audit

SA 500 [Audit Evidence

SA 501 |Audit Evidence-Specific Consideration for selected Items

SA 505 [External Confirmations

21 |SA 530 |Audit Sampling

EEJ SA 540 |Auditing Accounting Estimates, including fair value Accounting Estimates and Related Disclosures
23 |SA 550 [Related Parties

24 |SA 560 |Subsequent Events

25 |SA 570 |Going Concern

26 [SA 580 ( |Written Representation

Using Work of Others

27 |SA 600 |Using the work of Other Auditors

28 |SA 610 |Using the Work of Internal Auditors

29 |SA 620 |Usingthe Work of an Auditor's Expert

Audit Conclusions and Reporting

30 [SA 700 |Forming an Opinion and Reporting on Financial Statements

31 |SA 701 |Communicating key Audit Matters in the independent Auditor’s Report

32 |SA 705 |Modifications to the opinion in the independent Auditor's Report

33 |SA 706 |Emphasis of Matter Paragraphs and other Matter Paragraphs in the Independent Auditor’s Report
34 |SA710 |Comparative Information -Corresponding Figures and Comparative Financial Statements

35 |[SA 720 |[The Auditor’s responsibilities relating to Other Information

Standards on Quality Control

36

SQC 1 [‘Quality Control for Firms that Perform Audit and Reviews of Historical Financial Information, and
other Assurance and Related Services Engagements”

Standards on Review Engagements

Standards on review engagements apply in the context of savinw of FSs.
Review is a /il zment 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.
Since a review also provides assurance to users, it also involves obtaining sufficient appropriate evidence.
For example, when an auditor performs review of interim financial information of an entity.
Examples of Standards on Review engagements are:

o SRE 2400 (Revised) Engagements to Review Historical FSs

o SEE 24710 Review of Interim Financial Information Performed by the Independent Auditor of the

Entity

It is to be noted that both Standards on auditing and Standards on review engagements apply to
engagements involving historical financial information.

v ABSUIERCE 8
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Standards on Assurance Engagements
e Standards on Assurance Engagements apply to non-historical financial information and include various
assurance services beyond audits or reviews of historical data, such as examining prospective financial
information or assessing non-financial aspects like internal controls.
e Examples of Standards on Assurance Engagements are:
o SAE 3400 The Examination of Prospective Financial Information

o SAE 3420 Assurance Engagements to Report on the Compilation of Pro Forma Financial Information
Included in a Prospectus

Standards on Related Services

e Standards on Related Services govern engagements for agreed-upon procedures on financial information
and compilation engagements where no assurance is provided. They outline the practitioner's duties in such
services, which can include specific financial data checks or assisting in the preparation of financial
statements without expressing an opinion.

e For example, an engagement to perform agreed-upon procedures may require the auditor to perform certain
procedures concerning individual items of financial data, say, accounts payable, accounts receivable,
purchases from related parties and sales and profits of a segment of an entity, or a FS, say, a balance sheet
or even a complete set of FSs.

e Anengagement in which practitioner may be called upon to assist management with the preparation and
presentation of historical financial information without obtaining assurance on that information.

e Examples of Standards on related services are:

o SRS 4400 Engagements to perform agreed-upon procedures regarding financial information
o SRS 4410 (Revised) Compilation engagements

Duties in relation to Engagement and Quality Control Standards
e ltis the 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, he is required to
o document how alternative procedures performed achieve the purpose of required procedure
o reason for departure has also to be documented unless it is clear.
o his report should draw attention to such departures.
e Disclosure in a report does not exempt accountants from complying to relevant Standards.

Scope of Audit-What It Includes
Scope refers to the coverage of something.

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

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.

Reliability and sufficiency of financial information
e Auditors must ensure the reliability of accounting records and source data (e.g., bills, vouchers, documents)
as a sufficient foundation for the FSs.
e Auditors assess the reliability and sufficiency of financial information through analysis of accounting
systems, internal controls, and execution of relevant tests, inquiries, and procedures.
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proper disclosure of financial information

e 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.

e The auditor evaluates inapagement'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.

e FSs are based on historical financial information, which includes financial data on past economic events
and conditions from an entity's accounting system, like past purchases and sales transactions.

scope of audit-What it does not include
e Auditors are not required to assess matters beyond their expertise, such as the physical condition of
complex machinery or the suitability and lifespan of buildings, which are better evaluated by qualified
engineers.
e Auditors are not document authentication experts and cannot verify the genuineness of documents.
e Anaudit is not a formal inquiry into misconduct and does not grant the auditor legal authority for searches
or sworn witness statements necessary for official investigations.

e Audit differs from investigation; the latter is a dctailed examination for a specific purpose, such as fraud

detection. Audit has a broad scope, while investigation is focused and narrow.

Benefits of Audit-Why Audit is Needed

e Audited accounts provide high quality infornation. 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 qualitaiive and reliable. Hence, their interest is
safeguarded by an audit.

audit.
Audited FSs are helpful to goverent authorities for determining tax liabilities.
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. ‘
An audit may also detect fraud or eiror or both.

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

Alidit- Mandatory Or Voluntary?
¢ Audit may not be legally mandatory for all entities; however, companies and certain non-corporate entities
are required by law to undergo audits, such as when turnovers exceed thresholds specified by tax laws, like
in India under income tax law.
Entities like schools may need audits to qualify for government grants or assistance.

e Audit isn't always compulsory; many organizations opt for voluntary audits due to the benefits and internal
governance that favor the auditing process.

Qualities of Auditor

® Taci, caution, firmness, good temper, integrity, discretion, industrious, judgement, 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.
He must have the highest degree of integrity backed by adequate independence.

® The auditor, who holds a position of trust, must have the basic human qualities apart from the technical
requirement of professional training and education.
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e 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. An exhaustive knowledge of
accounting in all its branches is the sine qua non of the practice of auditing. He must know thoroughiy all
accounting principles and techniques.

PersoniconduetinglaniauditsHiould takelcare tolersure that fifiancial Statements Would ot mislead
b A s Sl e >

o ey

In doing so, he has to see that FSs would not mislead anybody by ensuring that: -
e the accounts have been drawn up with reference to entries in the books of account;

e the entries in the books of account are adequately supported by sufficient and appropriate evidence;

e none of the entries in the books of account has been omitted in the process of compilation;

e the information conveyed by the statements is clear and unambiguous;

e the FS amounts are properly classified, described and disclosed in conformity with accounting standards;
and

e the statement of accounts presents a frue and fair picture of the operational results and of the assets and N
liabilities.

Auditing provides assurance. Its basic nature lies in providing assurance to users - providing confidence to users of
FSs. Such an assurance lends credibility to FSs. Audited FSs provide confidence to users that financial information
reflected in FSs can be relied upon.

Relationship/of Auditing with other, Subject

e Auditing is interdisciplinary in nature, utilizing accountancy, law, behavioural science, statistics, economics,
and financial management. For effective FS audits, an auditor needs a strong grasp of accounting
principles, business, and tax laws.

e Auditors engage with various individuals for information and inquiries, requiring understanding of human
behavior. They also employ statistical methods for sample selection, as auditing every transaction is
impractical.

e Economics knowledge aids auditors in understanding the economic context of a business. Familiarity with
financial management, including funds flow, working capital, and ratio analysis, is crucial for effective audit
procedures and overall financial market understanding.

Auditing and Accounting
Auditing reviews the FSs which are nothing but a result of the overall accounting process.

Auditing and Law
An auditor should have a good knowledge of business laws affecting the entity.

Auditing and Economics
Auditor is expected to be familiar with the overall economic environment of the client

Auditing and Behavioural Science
Knowledge of human behaviour is essential for an auditor to effectively discharge his duties.

Auditing and Statistics & Mathematics

Auditor is also expected to have the knowledge of statistical sampling for meaningful conclusions and
mathematics for verification of inventories.

Auditing and Data Processing
EDP auditing in itself is developing as a discipline in itself.
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Auditing and Financial Management

Auditor is expected to have knowledge about various financial techniques such as working capltal management,
funds flow, ratio analysis, capital budgeting etc.

Auditing and Production

Good auditor is one who understands the client and his business functions such as production, cost system,
marketing etc. B
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Chapter 2 - Audit Strategy, Audit Planning and Audit Programme

ial Statements”

_Objective
" The objective of the auditor is to plan the audit so that it will be performed in an effective manner.

involvement of Key Engagement Team Members

e The engagement partner and other key members of the engagement team shall be involved in planning the
audit, including planning and participating in the discussion among engagement team members.

e The involvement of the engagement partner and other key members of the engagement team in planning
the audit draws on their experience and insight, thereby enhancing the effectiveness and efficiency of the |
planning process. 1. « | | ' bt '

 Discussion of elements of planning with entity’s management
The auditor may decide to discuss elements of planning with the entity’s management to facilitate the conduct and
management of the audit engg_a_geme_nt,_{When discussing matters included in the overall audit strategy or audit plan,
care is required in ordervmt_to-comprorhi?se the\.ei‘fectivehess of the éudT"'gThe overall audit strategy and the audit
plan remain the auditor’s resporl:jj;bfﬁty. . N .
Allaie oliSce =

Renefits of Planning in the Audit of Financial Statements
Planning an audit involves

o establishing the overall audit strategy for the engagement and

e developing an audit plan.

n A I{ . . )
w1 : comn Ty

I
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Adequate planning benefits the audit of financial statements in several ways, including the following:

1. Helping the auditor to devote appropriate attention to important areas of the audit

2. Helping the auditor identify and resolve potential problems on a timely basis.

3. Helping the auditor properly grganize and manage the audit engagement so that it is performediin an
effective and efficient manner.

4. AsSisting in the selection of engagement team membeerwith appropriate levels of capabilities and
competence to respond to anticipated risks, and the proper assignment of work to them.

5. Facilitating the direction and supervision of engagement team members and the review of their work.

6. Assisting, where applicable, in coordination of work done by auditors of components and experts.

Planning Process- Elements of Planning

The elements of planning can be categorized as under: -
i.  Preliminary engagement activities
II.  Planning activities

Preliminary’ Activities
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
| Mﬂiﬁi@ﬁbf the client relationship and the specific audit engagement;
,fb. Evaluating compliance with ethical requirements, Including independence, as required by SA 220 ; and

~¢. Establishing an understanding of the terms of the engagement, as required by SA 270.
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e

;performing the preliminary engagement activities at the beginning of the current audit engagement assists the
auditor in identifying and evaluating events or circumstances that rnay adversely affect the audltors ability to plan
'and perform the audit engagement.

performing these preliminary engagement activities enables the auditor to plan an audit engagement for which, for
example: . o
e The auditor maintains the necessary independence and ability to perform the engagement.

e There are no issues with management integrity that may affect the auditor's willingness to continue the
engagement.

There is ne misunderstanding with the client as to the terms of the engagement.

. Establishing the overaII audit strategy

b. Developing an audit plan
- c¢. Theauditor shall update and change the overall audit strategy and the audit plan as necessary during the
course of the audit.

d. 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 and extent of plannmg activities will vary according to the

e size and complexity of the entity,

e the key engagement team members’ previous experience with the entity, and
e changes in circumstances that occur during the audit engagement.

t Strategy A :
~ Whatis Audit Strategy U

Overall audit strategy sets the scope, timing and direction of the audit, and gmdes the development of the more
detailed audit plan. amxne o€ D¢ -

.‘I.J-.J < ! |

1/ > e

How would the audit strategy be helpful to the auditor? -7 -

The process of establishing the overall audit strategy assists the audltor to determine, subject to the completion of

the auditor’s risk assessment procedures, such matters as:
o 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

t 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.

Vel @ut

Establishment of Overall Audit Strategy

{ In establishing the overall audit strategy, the auditor shall (POINTS TO BE KEPT IN MIND WHILE DEVELOPING
OVERALL AUDIT STRATEGY) . /
! @S !dennﬁzthe}gb_gm_s_& s of the engagement that deﬁne its scope; J Tdenh £y
20 b Ascertain the reporting objectives of the engagement to plan the timing of the audit and the nature of the
communications required. ¢l e \/ b
f:u P

JJ
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. ¢ c. Considerthe factors that, in the auditor's professional jucige
engagement team'’s efforts;

1i in directing the

oMy Py
nON d. 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 pature, iiming and exient of fpsoutces necessary to perform the engagement.

AAAAA ALERE

)hé'éuditor shall take following factors into consideration while establishing audit strategy: -
Identify the characteristics of the engagement that define its scope
It is important for auditor to identify scope of the engagertent. 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

{Nature of business segmgp_t_s__tq_b_gauditeg__j_'jng:!uding the need for specialized knowledge

ndustry specific reporting requirements required by industry regulators)

Expected use of audit eviderice obtained i previous audits

required.
The ascertaining of reporting objectives of engagement helps the auditor to plan timing of different audit procedures and
also the nature of communications. Some of the instances are given under: -
\_e~ The entity's.timetable.for 1 reporting
Lo 'Otg_g_nj;ation.of meetings to discuss ofinature, timing and extentjof audit work with management
e Discussion with management regarding the expected type and timing of reports 10 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 FExpected 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.

“The auditor needs to direct efforts of engagement team towards matters that in his professional judgment are significant.
Preliminary identification of material classes of transactions, account balances and disclosures help auditor in establishing
overall audit strategy. More energies need to be devoted to significant matters to obtain desired outcomes. Few examples

are listed as under:
Volume of transactions which may determine whether it is. more efficient for the auditor to rely on internal control

L]

° _ggfi_'ﬁ'_canlt industry 'devg;o_pménis such as changes in industry regulations and new reporting requirements.
e Significant changes in the financial reporting framework, such as changes in accounting standards.

e Other significant relevant developments such as changes in the legal environment affecting the entity

Consider the results of grgl‘im.’nag engagement activities and, where applicable, whether knowledge gained on other

- ggemenis perrofificd & ] engagement Dariric 3 ae efl Evaill
Considering results of preliminary engagement activities and knowledge gained from similar engagements goes a long way
in establishing sound audit strategy. Examples are listed as under: -
e Results of previous audits that involved evaluating the operating effectiveness of internal control, including the
nature of identified deficiencies and action taken to address them.
e The manner in which the auditor emphasizes to engagement team members the need to maintain a questioning

mind and to exercise professional skepticism in gathering and evaluating audit evidence

ertain the nature ing and e

- A £S5 C ary (o perrorm the endageii
Selection of engagement team and assignment of udit work to team members is a significant factor in establishing overall
audit strategy. Experienced team members may be assigned in areas where there is higher risk of material misstatement.

Similarly, engagement budgeting and devotion of more time to areas of higher risk of material misstatement are to be kept in
mind.
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per SA 300 “Planning an Audit of Financial Statement” the audit plan shall be include a description of

& The nature, fiming and extent of planned risk assessment procedures, as determined under SA 315.

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

& WMW that are required to be carried out so that the engagement complies with

SAs. (Obtaining written representations from management)

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.

° A_.g@it_sﬁaﬂ_egy{ggj@rﬁ:id overall approach to the audit whereas audit plan addresses the various

matters identified in the overall audit strategy. JAudit strategy determmes scope, timing and direction of

audit. Audit plan describes how strategy is'going to be |mplemented_;,f)

o [ 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

(i sequential processes, but are closely inter-related since changes in one may resuit in consequential

G »  changes to the otheF'J

For Understanding Purpose Only

e SCOPE - Coverage (Consolidate financial statement or otherwise, branches are included or not, etc) (reguiatory or
statutory reporting requirements)

TIMING - Setting milestones for completion of audit work. (Deadlines) (Time Budgets)

DIRECTION - How we are going to use the information / knowledge gained from other engagements, Effect of
preliminary evaluations of materiality, audit risk and internal control.

Other points for understanding

The audit strategy relates to the overall approach you will take to the audit, it decides the scope of the audit.

The audit plan is the detailed procedures you will use in your audit depending on what the strategy is.

For example- if you decide the organisation is new and doesn't have proper controls in place, you will decide not to rely
on any controls and perform only substantive testlng This i |s Audit Strategy.

Audit plan is then deciding the sul : 2pe ance

This includes the nature, timing and extent of audit tests you will undertake to galn comfort over the ﬂnanC|a|
statement balances.

An audit plan is more detailed.

e The audltor shall J,gd‘at e and change the overall audit strategy and the audit plan as necessary during the
course of the audit.
o As aresult of unexpected events,
o changes in conditions, or
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.

—
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: The audltor shall
e plan the nature, timing and extent of
e direction and supervision of engagement team members and
e 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:
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.

The auditor shall document.

a. the overall gudit strategy;
b. the audit plan; and . =
c. any significant changes made durlng the audit engagement to the overall audit strategy or the audit plan,
and the reasons for such changes.
Record of the key decisions

The documentation of the overall audit strategyjrsLa record of the'key deusrons considered necessary to properly

plan the audit and to communicate significant matters to the engagement team

r ..r|1. ’

Record of the proper planning

It also serves as aLrecord of the proper plannlng of the audit procedures that can be reviewed and approved prior to
their performance. — g

Record of change in strategy and procedures explains reasons for change and response to changes

A record 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 audlt It also reﬂects the appropriate response to the

| . [
significant changes occurring during the audit. = v 7" { , .
» T il O / ik, ¢ : sk

8 |

/ is'a Continuous Proces: i Iy
' Plannlng is not a discrete phase of an audit, but rather a contlnual and iterative process
Planning is not a discrete phase of an audit, but rather a continual and rteratwg process that often begins shortly

after (or in connection with) the completion of the previous audit and contrnues until the completion of the current
audit engagement.

Planning However[!‘r?)cludes consideration of the timing of certain activities and audit procedureg)that need to be
completed prior to the performance of further audit procedures] For example, planning includes the need to
consider, prior to the auditot’s.identification and assessmentof the risks of métérial_'[s_sﬁte'm’éﬁi, such matters as
1. The analytical procedures to be applied as risk assessment procedures. i1
2. Obtaining a general understanding of the legal and regulatory framework applrcable to the entity and how
the entity is complying with that framework.
3. The determination of materiality.
The Involvement of experts.
5. The performance of o risk as es,

o
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se and Objective remains same ‘.

'fhe purpose and objective of planning the audit are the same whether the audit is an initial or recurring
engagement.

planning activities will be expanded
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.

For initial audits, additional matters the auditor may consider in establishing the overall audit strategy and audit
' plan include the following:

Performing procedures required by SA 220 regarding the acceptance of the client relationship and specific
audit engagement.

Unless prohibited by [aw or regulation, arrangements to be made with the predecessor auditer, for example,
to review the predecessor auditor's working papers.

Other procedures required by the firm’s system of guality control for initial audit engagements (for example,
review of the overall strategy by senior partner before starting the audit)

EEP:E g'r'@"m. 'm.. e

Meaning
An audit programme consists of

a series of verification procedures
to be applied to the financial statements and accounts of a given company
for the purpose of obtaining sufficient evidence

to enable the auditor to express an informed opinion on such statements.

One Audit Programme — Not Practicable For All Businesses

All businesses are not same B

(They vary in nature, size, capital raiseq'__énd on other parameters also _

[ Some might have a formal and working internal control, while some may-not-have-internal-control-at-all’
(Applicability of different laws and regulation also differentiate the scope of services to be given by auditor!
Because of the reasons for variations mentioned above it is not possible to develop one audit program
applicable to all businesses under all circumstances.
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.

Framing an Audit Programme

t.;:.

To start with, an auditor having regard to the_nature, size and composition of the business and the
dependabilityof the internal.control and the_glven scope_of work, should.-frame-a-programme which should
aim at prowdnng for aminimum.2 verk ‘which may be termed asa standard programme.

AS experience is galned by actually carrying out the work, the programme may be altered to take care of
situations which were left out originally, but are found relevant for the particular concern.

Similarly, if any work originally provided for proves beyond doubt to be unnecessary or irrelevant, it may be
dropped.

The assistant engaged in the job should be encouraged to keep an open mind beyond the programme given
to him.

He should be instructed to nofe and report significant matters coming to his notice, to hIS senlors or to the
(partners onproprietor of the firm engaged for doing the audit.

Periodic Review of The Audit Programme
Audit programme must be periodically reviewed, to check its effectiveness in the light of changing circumstances.
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Objective of review - Cover new aspects and remove not required one, keep AP up-to-date.
e The ultimate objective of periodic review is to cover the new aspects of the client’s business and remove the
not required or non-value adding part so as to keep the audit programme up-to-date. '

If not reviewed- Obsolete | Negligence on the part of the auditor | May face legal consequences
e Ifitis not reviewed, it may become gbsolete and as a result entire audit may become ineffective also this
will be considered as negligence on the part of the auditor and they may have to face legal and regulatory
consequences for the same

Constructing an Audit Programme
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.

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

Further, the auditor normally has flexibility in deciding when to perform audit procedures.
However, in some cases, the auditor may have no discretion as to timing,
- for example, when observing the taking of inventaries by client personnel or verifying the securities and

cash balances at the year-end.

Forthe purpose of programme construction, the following points should be kept in mind:
“" 1. Stay within the scope and limitation of the assignment.

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

} 3. Determine the evidence reasonably available and identify the best evidence for deriving the necessary
satisfaction. ] — - i

4. Apply only those steps and procedures which are useful in accomplishing the verification purpose in the
specific situation. [~ ve ot el L™ quastets Aechofpend 2l 23 ‘
5. 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.
6. Consider all possibilities of error.
Co-ordinate the grocedurles to be qpp[ied‘ '}tg\rela_t_ed,itemﬁs. T — Lt bl
Audit Programme To provide Audit Evidence
e Audit programme is designed to provide for Audit evidence by prescribing procedures and technique. ‘
e The best evidence for testing accuracy of an assertion is a matter of professional judgement of the auditor.
e Auditor through his training, knowledge and experience Will design the audit program in such a manner that
it will provide the best possible audit evidence for the given assertions. > T e e
o o [ Forexample'the best evidence for cashiin hand can be obtained through counting the cash. - 4

~u e Forsomething which ié{'p’lé'clged_f'yi_t_h the bank the-banker's cartificatélwill be the best audit evidence.

~

o Advantages of Audit Programme

4 r 19 s \‘. “.""
The advantages of an audit programme are: ppdi b proglemasst g aol i
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.

Neeraj Arora | www.edu91.org 2.7




Chapter 2 - Audit Strategy, Audit Planning and Audit Programme

—

c. Seiection of assistants for the jobs on the baS|s of capablllty becomes eaS|er when the work is rationally
planned, defined and segregated. SEANSF I3 S EhRAH LM { i

d. Auditing without a written programme fi rlsks overlooklng recordé a structured programme l(éducejms
danger

by them |nd|V|duaIly and, if necessary, the work done may be traced back 1o the assnstant
¢ 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. Itserves as a guide for audits to be carried out in the succeedlng_ygar -
h. A properly drawn up audit programme serves as evidence in the event of any charge ofﬁ@e 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.
, ' { A o n oy
Vi A = ¢ \ oAl o - EXLEM G ke re g feal) L€

! .
1 U y Tia g\ £ 0 XY A O

pisadvantage = *

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

b. The programme often tends to become figid and inflexibie 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.

c. 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.

An aud|t is a complex task mvolvmg number of people at different levels.
Auditor will have to depend on
u e Assistants
e Technical Experts
e Other auditors
In the case of assistants, the auditor has to direct, supervise and review the work delegated to them.
In the case of other auditors and experts, the auditor has to obtain reasonable assurance that the work performed
by them is adequate for the purpose of the auditor.
The objective of the auditor is to implement quality control procedures at the engagement level that provides the
auditor with reasonable assurance that
e The audit complies with the professional standards and the regulatory and legal requirements
e The Auditor's report is issued as appropriaie in the circumstance.
The responsibility to express an gpinion on financial statements and it's accountability will always be of the zudiior

Variety zvidence (While studying cover it with Audit e C
An audltor pleS up ewdence from a variety of fields and it is generally otthe following broad types
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,

Subsidiary and memorandum records,

Minutes,

Subsequent action by the client and by others.

Ev
=V

— o Sa@me a0 T
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Chapter 3 - Audit Risk and Risk Assessment

Audit

L hezies

Thékri“s hat the auditor expresses an jnappropriate opinion when the FSs are materially misstated. Audit risk can
be divided into two part

e Risk of material misstatement.
o Inherent risk
o Control risk

e Detection Risk

What is not included in Audit Risk ?
e Risk that the auditor might express an opinion that the FSs are materially misstated when they are not.
e 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
FSs.

Components
Risk of material misstatement
e Inherent risk
o Inherent Risk is the susceptibility of an account balance or class of transaction to a material
misstatements, assuming that there were no internal controls
o Risk of misstatement in an assertion because of its nature
Inherent risk is higher for some assertions and related classes of transactions, account balances,
and disclosures than for others. For example, it may be higher for complex calculations.
o Inherent risk factors are considered while designing tests of controls and substantive procedures.
o External circumstances giving rise to business risks may also influence inherent risk. For example,
technological developments might make a particular product obsolete. Factors in the entity and its
environment may also influence the inherent risk related to a specific assertion.
o Examples
m Inherent risk arises when management misunderstands complex accounting guidance,
potentially leading to misstatements in financial reporting.
m High business failure rates in a particular industry increase the inherent risk of misstatement
in financial assertions of entities within that industry.

e Control risk
o The risk that a material misstatement that could occur in an assertion and that will pot be prevented,
or detected and corrected, on a timely basis by the entity's internal control
o Either IC is Missing or IC is not operating effectively or there is a flaw in designing of IC
o there exists an inverse relation between control risk and efficiency of internal control of an entity.
o Example 4
m Control risk exists if a company's protocol to secure cash and cheque books in a locked safe
by authorized personnel only is not adhered to.
m There's a control risk if fire safety measures, like functional fire extinguishers and smoke
detectors, are not maintained, jeopardizing inventory safety.

m Control risk is present when the petty cash system's rule of limiting expenditures to under ¥
10000 is not followed.

Both inherent risk and control risk are the entity’s risks and they exist independently of the audit of FSs. Inherent
risk and control risk are influenced by the client. These are the entity's risks and are not influenced by the auditor.

Risks of material misstatement exist at two levels
The auditor must consider whether the risks of material misstatement identified exist at:
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the FS level (i.e. affecting the FSs overall or as a whole); or

e the assertion level for classes of transactions, account balances and disclosures (i.e. existence,
completeness, occurrence, valuation, presentation, etc of line items in the FSs).

o Risks at the FS level are pervasive and therefore affect many assertions. For example, if there is a risk that

the going concern basis of preparation is inappropriate, this could result in overvalued assets, omitted
liabilities and omitted disclosures.

e Risks at the assertion level are assessed to determine the nature, timing and extent of further audit
procedures necessary to obtain sufficient appropriate audit evidence.

Detection risk
o ltis the risk that the procedures performed by the auditor to reduce audit risk to an acceptably low level will
not detect a misstatement.
e Detection risk, which relates to the nature, timing and extent of audit procedures, has two elements:
1. Sampling risk; and
2. non-sampling risk.

Sampling Risk
This arises from the possibility that the auditor's conclusion, based on a sample, may be different from the
conclusion reached if the entire population was subjected to the same audit procedure.
e |If the auditor concludes that CR is lower than it is or that a material misstatement does not exist when in
fact, it does, there is a higher risk of an inappropriate audit opinion. This affects audit effectiveness.
e If he concludes that CR is higher than it is or that a material misstatement exists when it does not, this
affects audit efficiency, as more work than necessary will be carried out.

Non-sampling Risk
Non-sampling risk arises from factors that cause the auditor to reach an erroneous conclusion for any reason not
ruf_a_feg_t_s_amp_mg for example:
failure to adequately understand the entity or carry out the risk assessment; inadequate audit strategy,
planning and work programme;
misapplication of an audit procedure by the audit team (e.g. through lack of training);
misinterpretation of test results (e.g. not recognising the significance of an error or nor recognising that
there is an error); and * poor quality management (e.g. lack of briefing, supervision and review).

Non-sampling risk can be minimised through, for example, adequate planning, assigning appropriate staff (e.g.
experienced, professional and technically competent), the application of professional judgment, supervision and
review of audit work.

Example
1. Auditor doesn't attend inventory count for significant work-in-progress inventories, relying on alternative
procedures instead.

2. Auditor audits company's revenue based on a sample which may not represent the total revenue, risking
oversight of anomalies.

Relationship
e Audit risk = Risks of material misstatement X Detection risk

e Since risks of material misstatement is a function of inherent risk and control risk, it can also be shown as:
o Audit risk = Inherent risk X Control risk X Detection risk

tter of professional Judgment

S= /A matter |
The assessment of risks is a matter of professional judgment, rather than a matter capable of precise

measurement.

Neeraj Arora | www.edu91.org 3.2



Chapter 3 -Audit Risk and Risk Assessment

Combined'Assessment of the Risk of Material Misstatemer
e Auditing standards usually address inherent and control rlsks together as the "risks of material
misstatement.”
e Auditors may assess inherent and control risks separately or combined, based on their audit approach and
practicality.
Risk assessments can be guantified (e.g., percentages) or non-gquantitative (High, medium, low).
e The crucial point is the auditor's need to conduct suitable risk assessments, regardless of the method used.

Risks that require special audit consideration
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, the auditor shall consider
at least the following:
a. Whether the risk is a risk of fraud
b. Whether the risk is related to recent significant economic, accounting, or other developments like changes in
regulatory environment, etc., and, therefore, requires specific attention
c. The complexity of transactions
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
f. Whether the risk involves significant transactions that are outside the normal course of business for the
entity, or that otherwise appear to be unusual.

o

Identifying Significant Risks
o Significant risks often relate to significant non-routine transactions or judgmental matiers.
o Non-routine transactions are transactions that are unusual, due to either size or gature; and that
therefore occur infrequently. '
o Judgmental matters may include the development of accounting estimates for which there is
significant]my W '
e Significant risks are inherent risks with both a higher likelihood of occurrence and a higher magnitude of
potential misstatement.
e The auditor assesses assertions affected by a significant risk as higher inherent risk. The following are
always significant risks:
o Risks of material misstatement due to fraud
o Significant transactions with related parties that are outSIde the normal course of business for the
entity

s ah g 7
Risks of Material Misstatement — Greater for Significant Non-Routine Transactions

Risks of material misstatement may be greater for|significant non-routine transactions arlsmg from matters such
as the following: ] )

e Greater management intervention to specify the accounting treatment

e Greater manual intervention for data collection and processmg g bl cul _ fin
“+e Complex calculations or accounting principles. " : SIS . I iy ity il
[ ]

The nature of non-routine transactions, which may make it dlfﬁcult for the entlty to |mplement effectlve
controls over the risks. . : ;

Risks of material misstatement— Greater for Significant Judgmental Matters R
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 accountlng estlmates or revenue recognmon may be subject to d:ffenng
interpretations.- _
e Required judgment may be subjective or complex, or require assumptions about the effects of future events,
for example, judgment about fair value.
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B —

1¢ risk of material misstatement throu

rough understandin;

° whether due to _traud or mr,
o atthe FS and assertion levels,
o through understanding the entity and its environment, including the entity’s internal control,

o thereby providing a basis for designing and implementing responses to the assessed risks of
material misstatement. , AL

ool
Fhis will help the auditor to reduce the risk of material misstatement to an acceptably low Ievel.\‘; l -
For the purpose of Identifying and assessing the risk of material misstatement, the auditor shall:

a. ldentify 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 evaluaic 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. Consider the likelihood of misstaterment, 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

The audit procedures are 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 at the FS and assertion levels.

Risk assessment/proceduresiincludes

Risk assessment procedures include inquiries, observation and inspection and apalytical procedures. Observation
and inspection are required to support, corroborate or contradict inquiries and provide information.

Inquiries of management, and of others within the entity
e Information obtained through inquiry from
o management and
o from those who are responsible for financial reporting and
o from others within the entity and
o other employees with different levels of authority
s help in identifying risks of material misstatement.
o Inquiry alone is not sufficient.

T -u:r\‘IL AT e T | T VI Y
Example of Inqumes - T

r-Audltors gather information mainly.from management and financial reporting heads Inquiries with different authority levels
within the entity-can offer diverse perspectives on risks of material misstatement.

e |Internal audit personnel can inform about internal control design effectiveness and management's response to
internal audit findings.
Inquiries to employees handling complex transactions can clarify the suitability of accounting policies applied.
[';Eggl,counsel can provide insights into litigation, compliance, fraud, warranties, and contractual meanings.

arketing/sales.personnel can shed light on marketing strategy shifts, sales trends, and customer contracts.

Risk management can hlghllght operational and regulatory risks impacting financial reporting.
Irﬁor yation systems personnel can detail system changes, failures, and related risks.

s

L
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Analytical procedures
° A_leyt_icg_l procedures may help identify the existence of
“*o  unusual transactions or
o events and amounts,
o ratio and frends
m 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 misstatements due to fraud.
. M ———— iy —T "
e Analytical procedures using\high-level aggregated data, often employed in risk assessment, offer a general
i initial |nd|cat|on of Jpotent|al material misstatements
e "l such cases comblnlng these results with other gathered information aids auditors in evaluating and
understanding these initial findings.

Observatlon and inspection
Observation and inspection are requiredito suppor'q corroborate oricontradict/inquiries and provide information.
Examples of such audit procedures mclu'c'i"e_GE'EEFvatlon or mspectlon of the following:
~ e The entity’s operations. et Sy
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 FSs) and those
charged with governance (such as minutes of board of director's meetings)
~ %0 e The entity’s premises and plant facilities

RAPs/and!SAAE
e Risk assessment procedures by themselves, however, do not provide sufficient ap;
on which to base the audit opinion.
e The auditor also may choose to perform substantive procedures or tests of controls concurrently with risk
assessment procedures because it is efficient to do so.
e The risks to be assessed include both those due to error and those due to fraud,

SA 315 Identlfylng and Assessmg the Risks of Materlal Misstatement Through Understanding the Entity and its
Environment states that the auditor shall obtain an understanding of the following:
1. Relevant industry, regulatory and other external factors including applicable financial reporting framework.
2. The nature of the entity
3. The entity’s selection and application of accounting policies, including the reasons for changes thereto.
4

The entity’s objectives and strategies, and those related Business risks that may result in risks of material
Misstatement.

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

Relevant industry, regulatory and other external factors including applicable financial reporting framework.
Industry Factors

Examine industry dynamics like competition, supplier/customer relations, and tech progress. Consider market
status, seasonal operations, and product technology. o '

Regulatory Factors

Assess regulatory framework, financial reporting standards, and legal/political climate. Review industry-specific
practices, laws impacting operations, taxes, government policies, and environmental mandates.

-y .[ (Ztrd .
External Factors ' Sllss o
Evaluate economic climate, interest rates, financing availability, and inflation trends.
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e —— 7
The nature of the entity o
The nature of the entity, including:- 0 4 =
o its pperations;
o its ownership and governance structures;
o the fypes of jpvestments that the entity is making and plans to make, including investments in
special-purpose entities; and
o the way that the entity is structured and how it is financed; to enable the auditor to understand the
classes of transactions, account balances, and disclosures to be expected in the FSs.
e Anunderstanding of nature of entity enables the auditor to understand whether entity has a complex
structﬂ'r'é?for example, whether it has subsidiaries. f l

Understandlng complex structures helps to Jdennfy potential marerraf m;ssta*emem risks. Understand

identified and recorded pelrieel BATIG feaon At r 1 T
Examples of matters that the auditor may consider while obtaining understanding of nature of entity
Business Operations: Investigate revenue origins, offerings, operational practices, production locales, and
principal trade associates.
Investment Activities: Capital investments and recent or forthcoming acquisitions.
Financing Activities: The structure of major subsidiaries and debt arrangements.
Financial Reporting: Understand the appropriateness of accounting policies and the application of revenue
recognition standards.

The entity's selection and application of accounting policies, including the reasons for changes thereto.
Assess if the entltys accounting policies suit its business, align with the financial reporting framework, and match
mdustry norms.

The entity’s objectives and strategies, and those related Business risks that may result in risks of material

misstatement.

e The entity operates within various factors, setting objectives and strategies to navigate changes and risks,
including material misstatement risks.

. l.HBUsirﬁsgﬁk is broader than the risk of material misstatement of the FSs, though it includes the latter.
Business risk may arise from change or complexity.

e Understanding the entity's business risks enhances the detection of material misstatement risks due to their
financial impact, yet not all such risks are the.auditor's.responsibility..

/
/

Examples of matters that the auditor may consider when obtaining an understanding of the entity's objectives,
strategies and related business risks that may result in a risk of material misstatement of the FSs

Industry changes may risk the entity's capacity to adapt without adequate expertise; new offerings could raise
product liability; business growth risks misjudging demand.

The measurement and review of the entity’s financial performance <
Understanding the entity's performance measures helps auditors assess if the pressure to meet targets could lead
to actions heightening the risk of material misstatement.

Examples for measuring and reviewing financial performance which may be used by an auditor
Auditors may assess financial performance through key indicators, ratios, trends, comparative analyses, budgets,
forecasts, variances, department reports, and credit ratings.

erstal d its'environmentis significant?
It helps the audrtor in plannmg the audit and in |dent|fy|ng areas requiring special attention. Gaining knowledge
about 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.
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Understanding the entity-a continuous process , .-, ..., oot

Obtaining an understanding of the entity and its envnronment mcludlng the entity’s internal control (referred to
hereafter as an “understanding of the entity”), 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:

Assessing ROMM of the FSs

Determining materiality in accordance wnh‘SA 320

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

Developing expectations for use when performing analytical procedures

Evaluating the sufficiency and appropriateness of audit evidence obtained such as the appropriateness of
assumptions and of management’s oral and written representations.
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S
ﬁ:aumng of Internal Control
& Asper SA-315, “Identifying and Assessing the Risk of Material Misstatement Through Understanding the
Entity and its Environment”, the internal control may be defined as
o the process designed, implemented and iiaintained by
s those charged with governance,
m Mmanagement and
m other personnel
o (Purpose of Internal control) - to provide reasonable assurance about the achievement of an entity's
objectives with regard to
m reliability of financial reporting,
m effectiveness and efficiency of operations,
m safeguarding of assets, and
m compliance with applicable laws and regulations.
¢ Theterm “controls” refers to any aspects of one or more of the components of internal control.
~« The way in which internal control is designed, implemented and maintained varies with an entity's size and

complexity.
Benefits of Understanding of Internal Control . =" P L
An understanding of internal control assists the audltor in:- ko, R/HA. = it iy Acconin s fede
i) Identlleng ‘types of potentlal m|sstatements'—“” RE . YT o HAB
ii)  Identifying factors that affect the risks Qj_mgtjsjm!ssftgtg_nlent and_, s~ h o /MY
iii) DeS|gnlng tﬁe_ﬁéture t|m|ng, and extent of further audit proceciures T siaa 'J e i
e ——— y el ‘

Moo // A

Inherent Limitations of .G}~ 17 o
Limitations which are mseparable from the system of |.C.

Effect

Due to Limitations of .C. System,

it can provide only reasonable,

not absolute assurance,

that its objectives are achieved.

Question (Internal Control ) ( % % % % %)
Briefly discuss the limitations of Internal Control.

Answer

Limitations of Internal Control:

(i) 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.

(ii) Human judgement in decision-making: Realities that human judgement in decision- making can be faulty and
that breakdowns in mternal chntrol can occur because of human error.

“) : \,-w,»\-f\\ Chah V0 % \»\ g
(iii) 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. L . |

: Aalia A Omwsiuel Ay iy e — L)Gem é Lo L | & ar
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(iv) 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. 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.

(v) Judgements by Management Further, in designing and implementing controls, management may make

judgments on the nature and extent of the controls it chooses to |mplement and the nature and extent of the risks
it chooses to a;sqme . e

‘—«(‘: T i ‘ ) cod St = € YWy e d!
(vi) Limitations in case of Small En'tities: 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. This is taken into account by the auditor when identifying the risks of material
misstatement due to fraud.

VTl
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:

1. The control environment; E” RUME

2. The entity’s risk assessment process

3. The infermation svsiem, including the related business processes, reIevant to financial reporting, and

communication G Banoks Mwa &,
4. Control activities
5. WMonitoring of conirofs,

The Control Environment
Question
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:
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.

Advise what is included in the control environment. Also explain the elements of control environment.

Answer
Control Environment - Component of Internal Control The auditor shall obtain an understanding_ of the control

w':—'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.

What is included in Control Environment?
The control environment includes:

e The governance and managerment functions and

e The aliiiudes, 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. ’
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Elements of the Control Environment: Elements of the control environment that may be relevant when obtaining an
understanding of the control environment include the following:
a. Communication and enforcement of integrity and ethical values — These are essential-elements that
influence the effectiveness of the design, administration and monitoring of controls.
b. 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.
c. Participation by those charged with governance — Attributes of those charged with governance such as:
i.  Theirindependence from management.
ii.  Their experience and stature.
iii.  The extent of their involvement and the information they receive, and the scrutiny of activities.
v.  The appropriateness of their actions, including the degree to which difficult questions are raised and
pursued with management, and their interaction with internal and external auditors.
d. Management'’s philosophy and operating style — Characteristics such as management s
i.  Approach to taking and managing pu5|ness rl"é'@
ii. Attitudes and actions toward financial reporting.
iii.  Attitudes toward information processing and accounting functions and personnel.
e. Organisational structure — The framework within which an entity’s activities for achieving its objectives are
[ i,planned, executed, controlled)and reviewed.
f. Asslgnment 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.
g. Human resource policies and practices - Policies and practices that relate to, for example, recruitment,
orientation, training, evaluation, counseling, promotion, compensatlon and remedial actions.

gl v L

7 ‘ e
Satisfactory Control Environment — not an absolute deterrent to fraud
The existence of a satisfactory control environment can be a positive vacior when the auditor assesses the risks of
material misstatement. However, although it may help radice the 7, a satisfactory control environment is
netan ahsoluie deterveni o fraud. Conversely, 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 transacﬂons to be processed {The control environment
also influences the iiature, iiming, and ¢xtent of the auditor’s furtfizr nroced

The control environment in itself dos: nat pravent, or detest and

influence the auditor’s evaluation of the ¢/tuiiveneszs of eiher controls (for example the monltorlng of controls and
the operation of specific control activities) and thereby, the auditor's assessment of the risks of material
misstatement.

oo _
The auditor shall ol:ltaln an understandmg of whether the entity has a process for: L[Ml
/ 1 4 aporting obj cives;, < i & ()
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to address those risks. . N oih
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e The entity's risk assessment process forms the basis for the risks to be managed. by

e |f that process is appropriate, it would assist the auditor in identifying risks of material misstatement.

e Whether the entity’s risk assessment process is appropriate to the circumstances is a matter of judgement.

Assessmg the /i

b
G
d. Deciding about

Information System - Component of IC
The auditor shall obtain an understanding of the information system, including the related business processes,
relevant to financial reporting, including the following are as:
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a. The classes of transactions in the entity’s operations that are significant to the financial statements

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

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

d. How the information system captures events and conditions that are significant to the financial statements;

The financial reporting process used to prepare the entity’s financial statements;

f. Controls surrounding journal entries.

@

Control Activities - Component of IC

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.

Answer
Control Activities - Component of Internal Control

The auditor shall obtain an understanding of control activities relevant to the audit, which the auditor considers
necessary to assess the risks of “of material misstatement. An audit 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.

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.

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 judgement 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 judgement, a significant risk.

Monitoring of Control - Component of IC

Knowledge

e This is the client's process of assessing the effectiveness of controls over time and taking necessary
remedial action.

e Monitoring can be either ongoing or performed on a separate evaluation basis (or a combination of
both).

e Monitoring of internal controls is often the key role of internal auditors.

The auditor shall obtain an\understandmg})f the major activities that the entlty uses to momtor internal control over

e

financial reporting. R
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Monitoring of controls Defined: Monitoring of controls is a process to assess the effectiveness of internal coptrol
performance over time.
i Helps in assessing the effectiveness of controls on a timely basis: It involves assessing the i/
of controls on a timely basis and taking necessary remedial actions.

2. Management accomplishes thrd'ugh ongoing activities, separate evaluationsvep_.__:_, l\::qqag_em,e_nt . .
accomplishes monitoring of controls through ongeing 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.

3. Management’'s monitoring activities include: Management’s monitoring activities may include using
information from communications from external parties such as customer complaints and,regulator

comments that may indicate probleins or highlight areas in need of impiovement.

4. In case of Small Entities: Management's monitoring of control is often accomplished by managemenis or

variances from expectations and inaccuracies in financial data leading to remedial action to the control.

e e

Examplesiof Components of InternallControl < +
Examples of Components of Internal Control (Read them for knowledge purpose, not for exams)
1. Control environment - communication of ethical values to personnel through policy statements and codes
of conduct.
2. Risk assessment process — management monitors changes in the operating environment to plan for the
future.
3. Information system - quarterly management accounts are presented to the board of directors for their
consideration. ‘
4. Control activities - an annual inventory count is held to confirm the quantities of inventories physically held.
5. Monitoring of controls — Internal audit conducts a regular review of sales personnel's compliance with the
company's terms of sales contracts

Are all Controls Relevant to the audit?

e There is a direct relationship between an entity’s objectives and the contiol it implements to provide
reasonable assurance about their achievement. However, nai il of these objectives and controls are
relevant to the auditor's risk assessment.

o [Factord relevant to the auditor's judgment about whether a control, individually or in combination with

(L\w\ others, is relevant to the audit may include such matters as the following: ‘
o Materiality.
The significance of the related risk.

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 cemponent of internal confrol.

The nature and complexity of the systems that are part of the entity’s internal control, including the
use of service organisations.

o Whether, and how, a specific control, individuaily or in corabination with others, prevents, or detects
and corrects, material misstatement.

O O 0O O 0O O O

e

Miscellaneous topics related to/IC
Controls over the completeness and accuracy of information
e Controls over the completeness and accuracy of information produced by the entity may be relevant to the
audit if the auditor intends to make use of the information in designing and performing further procedures.
e For example, in auditing revenue by applying standard prices to records of sales volume, the auditor

considers the accuracy of the price information and the completeness and accuracy of the sales volume
data.

Neeraj Arora | www.edu91.org 3A.5



Chapter 3A- Internal Control

e Controls relating to operations and compliance objectives may also be relevant to an audit if they relate to
data the auditor evaluates or uses in applying audit procedures.

Controls relating to objectives that are not relevant to an audit -

e An entity generally has controls relating to objectives that are not relevant to an audit and therefore need not
be considered.

e For example, an entity may rely on a sophisticated system of automated controls to provide efficient and
effective operations (such as an airline’s system of automated controls to maintain flight schedules), but
these controls ordinarily would not be relevant to the audit.

e Further, although internal control applies to the entire entity or to any of its operating units or business
processes, an understanding of internal control relating to each of the entity’s operating units and business
processes may not be relevant to the audit.

The statute may require the auditor to report on compliance with certain internal controls

e In certain circumstances, the statute or the regulation governing the entity may require the auditor to report
on compliance with certain specific aspects of internal controls as a result, the auditor’s review of internal
control may be broader and more detailed.

Internal control over safeguarding of assets

e Internal control over safeguarding of assets against unauthorised acqwsmon use, or disposition may
include controls relating to Lzif: financia! reporting and one

e The auditor's consideration is generally limited to those relevant to the rellabullty 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 FS audit. Conversely, safeguarding controls relating to
operations objectives, such as controls to prevent the excessive use of materials in production, generally are
not relevant to a FS audit.

Nature'and/Extent of thelUnderstanding|of Relevant/Controls
Design

Evaluating the design of a control involves considering whether the control, individually or in combination with other
controls, is capable of effectively preventing, or detecting and correcting, material misstatements.

Implementation
Implementation of a control means that the control exists and that the entity is using it. Auditor Prioritize evaluating
the design of a control before its implementation; an ineffective control is not worth assessing.

An improperly designed control may represent a significant deficiency in internal control. Risk assessment
procedures to obtain audit evidence about the design and implementation of relevant controls may include-
Inguiring of entity personnel.

Chservirg the application of specific controls.

pecting documents and reports.

Tracing transactions through the information system relevant to financial reporting

Inquiry alone, however, is not sufficient for such purposes.

Understanding an entity's controls is not equivalent to testing their effectiveness. Manual controls require evidence
across different periods for effectiveness, unlike automated controls where consistency due to IT processing may
suffice, contingent on evaluation and testing of related IT controls.

Evaluation of Internal Control By Auditor e bire e ! :
The examination and evaluation of the internal control system is an |nd|spensable part of the overall audit
programme. The auditor needs reasonable assurance that the accounting system is adequate and that all the
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P
accounting information which should be recorded has in fact been recorded. Internal control normally contributes
to such assurance. . )

[
% B

Role/Advantages of Review - 7"
|t enables the auditor to ascertain whether
Internal control system is adeguat

I.C. is able to greveni, det

e & operating effectively.
rrect material misstatement.

|.C. ensures correct recording of transactions.
Reports & Certificates provrded by management arereliz

Effectrve internal audii depsiment is in operatlon
Sumgestions can be given to management to improve the |.C. system.
Extensive Substantlve procedures are required.

?-°.°°.\'.°‘.U".4>.°°!\’.-‘

indispens .w- partof the overall audrt programme. The auditor. needs reasonable assurance that the accounting
systejp is adequate and that all the accounting information"which should be recorded has in fact been recorded.
Unternal control normally contributes to such assur_an’é

The auditor can formulate hIS entrre audrt programme onIy after he has had a satisfactory understanding of the
internal control systems and their actual operation.

It would be better if the auditor can undertake the review of the internal control system of 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.

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.

For example - If confident in sales and receivables control, the auditor may verify balances near the balance sheet
date; if not, he'll seek exact date confirmations to prevent errors or fraud.

There are four major methods to review IC
1. Narrative Records
“2. Check List
3. Questionnaire
4. Flow Chart

Narrative records

This is a complete and exhavztive description of the system as found in operation by the auditor. Actual testing and
observation are necessary before such a record can be developed. It may be recommended in cases where no
formal control system.is.in.operation and would be n more suited td small bus busrness

_____"

The basic disadvantages of narrative records are:
e To comprehend the system in operation is quite difficult.
e To identify weaknesses or gaps in the system.
e To incorporate changes arising on account of reshuffling of manpower, etc.
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Check List

This is a series of instructions and/or questions which a member of the auditing staff must follow and/or answer.
When he completes instruction, he marks his initials in the space against the instruction. Answers to the checklist
instructions are usually Yes,No or Not Applicable. This is again an on the job requirement and instructions are
framed having regard to the desirable elements of control.

Example A few examples of checklist instructions are given hereunder:

Are tenders called before placing orders?

Are the purchases made on the basis of a written order?

Is the purchase order form standardised?

Are purchase order forms pre-numbered?

Are the inventory control accounts maintained by persons who have nothing to do with custody of work,
receipt of inventory, inspection of inventory and purchase of inventory?

oL =

The complete checklist is studied by the Principal/Manager/Senior to ascertain existence of internal control and
evaluate its implementation and efficiency.
Internal Control Questionnaire

e Thisis a comprehensive series of questions concerning internal control.

e [tis most widely used form for collecting information about the existence, operation and efficiency of
internal control.

e Animportant advantage of the questionnaire approach is that oversight or omission of significant internal
control review procedures is less likely to occur with this method.

e With a proper questionnaire, all internal control evaluation can be completed at one time or in sections. The
review can more easily be made on an interim basis.

e Inthe questionnaire, generally questions are so framed that a 'Yes’ answer denotes satisfactory position
and a ‘No’ answer suggests weakness. Provision is made for an explanation or further details of ‘No’
answers. In respect of questions not relevant to the business, ‘Not Applicable’ reply is given.

e 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.

Few illustrative examples of Internal Control Questionnaire in different areas of an entity
Examples of Extracts of Internal Control Questionnaire in respect of purchases, creditors, inventories and fixed
assets |

1" /Purchases

Are purchases centralised in the Purchase Department? .

Are purchases made only from approved suppliers?

Are the purchase orders based on valid purchase requisitions duly signed by authorised persons in this
behalf?

Are purchases based on competitive quotations from two or more suppliers?

Are purchase orders pre-numbered?

Are purchase orders signed only by employees authorized in this behalf?

Are all materials received only in the Receiving Department?

Are persons connected with receipt of materials and the keeping of receiving records denied authority to
issue purchase orders or to approve invoices?

Are materials inspected and counted, weighed or measured in the Receiving Department?

N =

© No oA

o

Creditors

1. Are suppliers’ invoices routed direct to the Accounts Department?

2. Inrespect of raw material and supplies, are reconciliations made of quantities and/or values received as
shown by purchase invoices with receipt into stock records?

3. Does the Accounts Department match the invoices of supplies with Goods Received Notes and purchase
orders?
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Do all invoices bear evidence of being checked for prices, freight, terms etc.?

Are all advance payments duly authorized by persons competent to authorize such payments?

Are duplicate invoices marked immediately on receipt to avoid payment against them? -

Are all supplier’s statements compared with ledger accounts?

Is there any follow-up action to investigate difference, if any, between the suppliers’ statements and the
ledger accounts?

Is a list of unpaid creditors prepared and reconciled periodically?

Inventories

N =

O N oA W

Are stocks stored in assigned areas?
Are stocks insured comprehensively against different risks? If some risk is not insured, whether it is due to
specific decision taken by a senior official?
Is a record maintained for the insurance policies?
Is the record reviewed periodically?
Is there an official who decides on the value for which stocks are to be insured?
Is the adequacy of insurance cover reviewed periodically?
Are perpetual stock records kept for raw materials, work-in-progress, finished goods and stores?
Are stock records periodically reconciled with accounting records?
Where there is a system of perpetual inventory count:
a. Isthere a periodical report of shortages/excess?
b. If so, are these differences investigated?
c. Arethese differences adjusted in the stock records and in the financial accounts?
d. Is written approval obtained from a responsible official to adjust these differences?

10. Are there norms for stock levels to be held?

Eixed Assets

2.
3

4
5
6.
7.
8
9.
1

Are budgets for capital expenditure approved?

Is the authority to incur capital expenditure restricted to specified officials?

Are purchases of capital expenditure subject to same controls as applicable to purchases of raw materials,
stores etc.?

Is there proper check to see that amounts expended do not exceed the amount authorized?

Are fixed assets verified periodically?

Is there a written procedure for such verification?

Are reports prepared on such verification?

Do such reports indicate damaged/obsolete items of fixed assets?

Are discrepancies disclosed by such reports investigated?

0. Are the records and financial accounts corrected with appropriate authority?

Flow Chart

It is a graphic presentation of each part of the company’s system of internal control.

It is the most cancise way of recording the auditor’s review of the system.

It minimises the amount of narrative explanation and thereby achieves a presentation not possible in any
other form.

It gives bird's eye view of the system and the flow of transactions.

This will help him to understand and evaluate the internal controls in the correct perspective and identify
deficiencies
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Chapter 3B - Response to the Assessed Risk

SA 330 - The Auditor’'s Responses to Assessed Risks
Objective of Auditor
The obJectlve of the auditor is
e to oitain sufficient appropriate audit evidence (What - Kya karna hai)
e about the assessed risks of material misstatement, (Why - Kis liye)
e through designing and implementing appropriate responses to those risks. (How - Kaise)

Responsibility of auditor
SA 330 states that: -
e The auditor shall design and implement overall responses to address the assessed risks of material
misstatement at the FS level.
e The auditor shall design and perform further avdit proceduras whose nature, timing and extent are based on
and are responsive to the assessed risks of material misstatement at the assertion level.

e In designing the further audit procedures to be performed, the auditor shall consider risk of material
misstatement

Test’ﬁﬁ@f]ﬂﬁfe?n |Control
Meaning
An audit procedure
e designed to evaluate the operating effectiveness of controls
e in preventing, or detecting and correcting, material misstatements at the assertion level.

Why and When (Circumstances)?
The auditor shall design and perform tests of controls to obtain sufficient appropriate audit evidence as to the
operating effectiveness of relevant controls when:

a) He expects that the controls are operating effectively, or

b) Substantive nrocedures alone cannot provide gufﬁcient appropriate audit gvidence at the assertion level.

the reliance the auditor places on the effectlveness of a control ] g

I} I l -..
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.

While obtaining audit evidence about the effective operation of internal controls, the auditor considers how they were applied,
the consistency with which they were applied during the period and by whom they were applied. The concept of effective
operation recognises that some deviations may have occurred,

Deviations from prescribed controls may be caused by such factors as changes in key personnel, significant seasonal
fluctuations in volume of transactions and human error.

When deviations are detected the auditor makes specific inquiries regarding these matiers, particularly, the timing of staff

changes in key internal control functions. The auditor then ensures that the tests of control appropriately cover such a period
of change or fluctuation.

Based on the results of the tests of control, the auditor should evaluate whether the internal controls are designed and
operating as contemplated in the preliminary assessrnent of control risk.

The evaluation of deviations may result in the auditor concluding that the assessed level of control risk needs to be revised. In
such cases, the auditor would modify the nature, timing and extent of planned substantive procedures.

Neeraj Arora | www.edu91.org 3B.1




Chapter 3B- Response to the assessed risk

gefore the conclusion of the audit, based on the results of substantive procedures and other audit evidence obtained by the
auditor, the auditor should consider whether the assessment of control risk is confirmed.

In case of deviations from the prescribed accounting and internal control systems, the auditor would make specific inquiries to
consider their implications. Where, on the basis of such inquiries, the auditor concludes that the deviations are such that the
prellmmary assessment of control risk is not supported, he would amend the same unless the audit evidence obtained from
other tests of control supports that assessment. Where the auditor concludes that the assessed level of control risk needs to
be revised, he would modify the nature, timing and extent of his planned substantive procedures.

ature)and Extent of Test of Controls g WYt nebe: Ou e,
"in designing and performing test of controls, the auditor shail
a) Perform other audit procedures in combmatlon with |an|ry to obtain audit evidence about the operating
effectiveness of the controls, including: 0.0 P AW e -
i)  How the controls were applied at reievant times | durlng the perlod under audit.
ii) The cons:stgggx wnth which they were applied
iii) By wnom or by what means ‘they were applied.
b) Determine whether the controls to be tested depend upon other controls (indirect controls), and if so,
whether it is necessary to obtain audit evidence supporting the effective operation of those indirect
controls.

Incwiry alone is not sufficient to test the operating effectiveness of controls. Accordingly, other audit procedures are
performed in combination with inquiry. ﬁn this regard, inquiry combined with inspection or reperformance may._

prowde more assurance than inquiry and observatlon since an observatlon is pertinent onIy at the“pomt in time at

whlch itis made'} L TAC @ | Comprtel g, zaperec s 2

.‘*f The nature of the particular control influences the type of procedure required to obtain audit evidence about
whether the control was operating effectively. For example, if operating effectiveness is evidenced by

! .documentation, the auditor may decide to inspect it to obtain audit evidence about operating effectiveness.

— T

Matters to be considered in determlpingthe‘ extent of tests of controls. ~— TR =

1. The f[g_dufem of the performance of the control by the entity during the period. rn ef “imee)

2. The length of time during the audit period that the auditor is relying on the operatlng effectlveness of the
control. (Hum kitney period ki checking kar rahey hai agar period kam hai toh TOC ka extent )
The expected rate of deviation from a control.
4. The relevance and reliabiiity of the audit evidence to be obtained regarding the operating effectiveness of
the control at the assertion level. (How much effect the operating effectiveness of control will have on
assertion, if the operating effectiveness of the control is going to have an high level impact on assertions,
then the extent of testmg for that partlcular controls needs to be-increased)
The gxten ine ifrom tests of other/control related to the assertion. (Fora
particular assertion there 1 mlght be mul‘tlple controls, if audit evidence is obtained from other internal
controls for a particular assertion is sufficient, then extent of testing can be reduced for other controls for
the same assertion) . e ; T T D
imiﬁg of Test of Controls rinkol =5 Deviat
The auditor shall test controls for ; : b tey

e the particular time, or

e throughout the period,

in order to provide an appropriate basis for the auditor’s intended reliance.

@

T gt T
(€3]

]

Audit evidence pertaining only to a point in time may be sufficient for the auditor’s purpose, for example, when
testing controls over the entity’s physical inventory counting at the period end.
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If, on the other hand, the auditor intends to rely on a control over a period, tests that are capable of providing audit
evidence that the control operated effectively at relevant times during that period are appropriate.

Such tests may include tests of the entity’s monitoring of controls.
Using audit evidence obtained in previous audits
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: ..\ .t e 7 /-w 3 N R p Tt B dig
a) The effectiveness of other elements of internal control, incfﬂﬁ'ing the control environment, the entity’s
. monitoring of controls, and the entity's risk assessment process \

. b) The risks arising from the characteristics of the control, in’clu'ding whether it is manual-or automated
<-¢) The effectiveness of general IT-controls — Acrevsy - Prigfass ol , Dt tenmk a2 | pretinerds

* d) 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 affect the application of the control

e) Whether the lack of a change in a particular control poses a risk due to changing circumstances and

f) The risks of material misstatement and the extent of reliance on the control
If the auditor plans to use audit evidence from a previous audit about the operating effectiveness of specific
controls, the auditor shall establish the continuing relevance of that evidence by obtaining audit evidence about
whether significant changes in those controls have occurred subsequent to the previous audit.

Evaluating the Operating Effectiveness of Controls

e Based on the results of the tests .qf_cg_lj‘g_rol, the auditor should evaluate whether the internal controls are

designed and operating as pﬂttrg'ﬁ‘l_p_latédiihvthe prelirriinary assessment of control risk.

In case of deviations, the auditor will evaluate the deviations.

The evaluation of deviations may result in the auditor concluding that the assessed leve of control risk

needs to be revised.\In such cases, the auditor would modify the nature, timing and extent of planned
I"substantive procedures. :

e 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.

e The absence of misstatements detected by substantive procedures, however, does not provide audit
evidence that controls related to the assertion being tested are effective. - '

e A material misstatement detected by the auditor’s procedures is aistrong indicator of the existence of a
significant deficiency in internal control.

Specific inquiries by the auditor when deviations from controls are detected.
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 :
e The potential risks of misstatement need to be addressed using substantive procedures.
Tests of Details
Substantive procedures comprise:
a. Tests of details (of classes of transactions, account balances, and disclosures), and
i, tests of transactions i.e., vouching and
ii. tests of balances i.e., verification.
b. Substantive analytical procedures. (SAP)

Substantive analytical procedures = 501
The term “analytical procedures” means
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—
e evaluations of financial infarm tion

o through analysis of plausiblé relationships
e among both financial and nosi-financial data,

Analytical procedures also includes
o such investigation as is necessary of jdentified fluctuations or relationships that are inconsistent with other
relevant information or that differ from expected values by a significant amount.
substantive analytical procedures are generally more applicable to large volumes of iransaciions that tend to be
predictable over time.

Examples

In case of Payroll cost - 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.

In case of Room Rental Income of Hotel, different types of analytical procedures provide different levels of
assurance. Analytical procedures involving the prediction of total rental income in case of hotel taking the room
tariff rates, the number of rooms 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.

Designing and Performing Substantive Procedures
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 circumsiances, the auditor may determine that

1. 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.

2. Only iests of deiails are appropriate.

3. A combination of substantive analytical procedures and tests of details are most responsive to the
assessed risks. F1z foecexd “ :

Cortvect l'Thearvect %

[ The nature of the risk and assertion is relevant to the design of tests of details, .

' 1. For example, tests of details related to the exisience or occuirence assertion may involve selecting from
items contained in a financial stateineni amount and obiaining the relevant audit evidence.

2. Onthe other hand, tests of details related to the completeness asseriion 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|test of controls are unsatisfactory.

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.

Meaning
;rhe term Internal Financial Controls (IFC) basically refers to the policies and procedures put in place by companies
or ensuring:

*  Reliability of financial reporting

_—_
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e FEffectiveness and efficiency of operations
e Compliance with applicable laws and regulations
e Safeguarding of assets
e Prevention and detection of frauds
Reporting Requirements
Relevant provision of [Nature of Responsibility
Companies Act,2013

Section 134 (5)(e)

In case of listed Companies, the Directors’ responsibility statement shall state that the Directors
had laid down Internal financial controls to be followed by the company and that such Internal
financial controls are adequate and were operating effectively.

Section 143(3)(i) of the Act

The auditor’s report shall state whether the company has adequate Internal financial controls
system In place and also on the operating effectiveness of such controls.
This requirement shall not apply to a private company which —
i) is One Person Company or a small company; or
i) has turnover less than ¥ 50 crore as per latest audited FSs; and which has aggregate
borrowings from banks or financial institutions or any body corporate at any point of time

during the financial Year for Jess than Z 25 crore

Section 177(4)(vii) of the
Act

Every audit Committee shall act in accordance with the terms of reference specified in writing by
the Board which shall, inter alia, include - evaluation of internal financial controls and risk
management systems

As per Section 149(8) of
the Act

The company and independent directors shall abide by the provisions specified in Schedule 1V
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.

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.
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Chapter 3C - Materiality et 3

sA 320 Materlallty in planning & performing an audit

\ A320 deals Wlth theaudnors responsibility to apply the concept of materiality in planning and performing an
i‘\ audit of financial statements.

Financial reporting frameworks often discuss the concept of materiality in the context of the preparation and
presentatlon of financial statements they generally explain that:
e 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

financia s;
e 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
e Judgments about matters that are material to users of the financial statements are based ona
consideration of the common financial information needs of users as agroup.,. -+~ +- ) 0o ]

Such a discussion, if present in the applicable financial reporting framework, provides a frame of reference to the
auditor in determining materiality for the audit.

If the applicable financial reporting framework does not include a discussion of the concept of materiality, the
characteristics referred above provide the auditor with such a frame of reference.

Application of concept of Materiality
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.

Materiality is not always a matter of relative size \

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 requmng immediate
attention to avoid greater losses in future.

Does not necessarily establish an amount below which uncorrected misstatements, will always be evaluated as
immaterial.

The materiality determined when planning the audit does not necessarily establish an amount below which
uncorrected misstatements, individually or in aggregate, will always be evaluated as immaterial. The circumstances
related to some misstatements may cause the auditor to evaluate them as material even if they are below
materiality.

Statutory requirement of disclosure
If there is any statutory requirement of disclosure, it is to be considered material irrespective of the value of
amount. Examples are given below: -
o As per Division | of schedule IIl of Companies Act, 2013, any item of income or expenditure which exceeds
1% of the revenue from operations or ¥ 1,00,000, whichever is higher, needs to be disclosed separately.
o A company should disclose in notes to accounts, shares in the company held by each shareholder holding

more than 5% shares specifying the number of shares held as per requirements of Division | of Schedule 11
of Companies Act,2013.
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n planning the audit, the auditor makes judgments about the size of misstatements that will be considered
:-:;terlal. These judgments provide a basis for:

e Determining the nature, timing and extent of ¢
e [Identifying and assessing the risks of material misstatement; and
e Determining the nature, timing and extent of further audit procedures.

De lity- a matter of professi udgment
Thg 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:
a. Have a feasonable knowledge of business and economic activities and accounting and a willingness to
study the information in the financial statements with reasonable diligence; '
ke UB Understand that financial statements are prepared, presented and audited to ia
' C‘j C. Recognize the uncertainties inherent in the measurement of amounts based on the use of estimates,
judgment and the consideration of future events; and
d. Make reasonable economic decisions on the basis of the information in the financial statements.

n
I\

Def | Materialit; forma
Materiality for the financial statements as a whole.

When establishing the overall audit strategy, the auditor shall determine materiality for the financial
statements as a whole.

Performance Materiality
Performance materiality means
e The amount or amounts set by the auditor
at less than materiality
for the financial statements as a whole
to reduce to an appropriately low level
the probability
that the aggregate of misstatements exceed materiality for the financial statements as a whole.

If, in the specific circumstances of the entity,
e there is one or more particular classes of transactions, account balances or disclosures
e for which misstatements of lesser amounts than the materiality for the financial statements as a whole
o could reasonably be expected
o to nfluence the economic decisions of users taken on the basis of the financial statements,
the auditor shall also determine the (PERFORMANCE) materiality level or levels to be applied to those particular
classes of transactions, account balances or disclosures” ,
® Performance materiality is also known asfTolerable misstatemen ts| ,
® A percentage based on risk at the financial statement level is multiplied by planning materiality to determine
tolerable misstatement, or performance materiality.

<Factnm giving indications to determine performance materiality.
e Requirement of law or regulation (Example remuneration of management, Related party transactions)

e | [ii"schsg[ggfdepending on Industry (For example,research and development costs for a pharmaceutical
company).

* [Specific item!important for users in a particular case (Purchase price of new acquired business)
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marking

Benchmarklng is one recognized method through which an Auditor determines thﬁgatenalny Ievef Under this

method, a percentage Is is often applied to a chosen benchmark, as a starting point in determining matenahty for the

Financial Statements as a whole.

The auditor has to apply his professional judgement in determining materiality, choosing appropriate benchmark
and determmlng level of benchmark.

Factors that may affect the identification of an appropriate benchmark xt ‘f*f-
Factors that may affect the identification of an appropriate benchmark include -
a. Elements of the Financial Statement (e.g., Assets, Liabilities, Equity, Revenue, Expenses)
b. Whether there are items on which the @ttention of the users bf the particulars Entity’s Financial Statement
s tends to be focused (e.g., profit, revenue or net assets)
‘,,r“ ¢~ Nature of the Entity, where the Entity is at in its fe cycfg and the industry and economm environment in
Wy which the Entity operates
¢ d. Ownership Structure and Financial Pattern (e g., |f an entity is financed more by Debt rather than Equity,
. users may put more emphasis on Assets, and claims on them, than on the Entity's Earning) and

e. The relative volatility of the benchmark. o . ' , by

\
\ : ¢ - ; '  Hea i
| A Pata) Koy gl a

Some examples of suitable benchmark depending upon various circumstances | o < L [
Examples of benchmarks that may be appropriate, include categories of reported fnicome such as PBT, Total
Revenue, Gross Profit and Total Expenses, Total Equity or Net Asset Value.
a. Profit Before Tax from continuing operations is often used for profit-oriented entities. In this regard if Proﬂt
Before Tax from contlnymg operations is volatile, other benchmark may be more appropriate.
' b. Inan audit of the entmes doing public utility programs/projects, Total Cost or Net Cost (Expenses less
Revenues) may be appropriate benchmarks for that particular program/project activity.
c. Where an entity has custody of the assets, assets may be an appropriate benchmark.
Percentage applied to profit before tax from continuing operations will normally be higher than a percentage
applied to total revenue.

Chosen Benchmark — Relevant financial data
For chosen benchmark, relevant financial data ordinarily includes:
e Prior periods’ financial results and financial positions,
e The period to-date financial results and financial position, and
e Budgets or forecasts for the current period,
e Adjusted for significant changes in the circumstances of the entity (for example, a significant business

acquisition) and relevant changes of conditions in the industry or economic environment in which the entity
operates

Use of Professional Judgment. ¢ /T

e Determining a percentage to be applied to a chosen benchmark involves the exercise of professional
judgment.

e There s a relationship between the percentage and the chosen benchmark, such that a percentage applied
to profit before tax from continuing operations will normally be higher than a percentage applied to total
tevenue.

e The auditor may consider 5% of profit before tax from continuing operations to be appropriate for a
profit-oriented entity in a manufacturing industry, while the auditor may consider 1% of total revenue or total
expenses to be appropriate for a not-for-profit entity: Higher or lower percentages, however, may be deemed
appropriate in different circumstances. '
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Revision as the Audit Progresses | 10t o |
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 qj_a
o change in circumstances that occurred during the audit (for example, a decision to dlspos\e ofa
major part of the entity’s business),
o new information) or
o achange in the auditor’s understanding of the entity and its operations as a result of performing
further audit procedures.

e For example, if during the audit it appears that 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.

o If materiality assessment lowers, the auditor must review performance materiality and audit procedures.

Documenting the Materiality
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 i

Performance materiality and
Any revisior] of (a)-(c) as the audit progressed

ao

Objective
In conducting an audit of financial statements, the overall objectives of the auditor are
e 1o obtain reasonable assurance about whether the financial statements as a whole are free from material

misstatement, whether due to fraud or error,
e 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;

e and to report on the financial statements, and communicate as required by the SAs, in accordance with the
auditor’s findings.
The auditor obtains reasonable assurance by obtaining sufficient appropriate audit evidence to reduce audit risk to
an acceptably low level .

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

Materiality and audit risk

Materiality and audit risk are considered throughout the audit, in particular, when
e [dentifying 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,

Relationship between materiality and audit risk

e Thereis an inverse relationship between Materiality and the degree of audit risk. Accordingly, if we have high risk in
an organisation we should keep our materiality level low.

Audit Risk has three components - Inherent risk (IR), Control Risk (CR) & Detection Risk.

If a company is having low IR & CR then the chances are material misstatement are also low.

Auditor will keep his materiality level high.

If Risk is high the auditor will keep his materiality level low so that he can detect a greater number of misstatements.

s & o @
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Chapter 3D - Automated Environment

an automatedienvironment?
e Anautomated environment basically 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

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.

o Entity uses different softwares to initiate, execute, process and record the transaction, these systems can
be in the form of Enterprise Resource Planning Packages (ERPs) or simple accounting softwares.

e ERPs are comparatively more automated and hence more complex.

The key features of an automated environment are as follows,
- Enables faster business operation.
- Accuracy in data processing and computation
- Ability to process large velumes of transactions
- Integration between business operations
- Better security and controls
- Less prone to human errors
- Provides fatest information

- Connectiyity and Networking capability

For conductmg an Audit, an auditor is required to |dent|fy and ssess the risk of material misstatements. For this
auditor conducts risk assessment procedures.

The auditor assesses the risk of material misstatement through understanding the entity, it's environment and it's
internal control.

When an entity's business environment is automated, the auditor also needs to understand the IT used in such an
automated environment and the risks related to the same, in order to properly identify and assess the risk of
material misstatement.

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)

—
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The understanding of a company'’s IT environment that is obtained should be documented.

Understanding the Risks that arise from the use of IT and IT Systems
Havung 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.

Impact of IT related risks
The auditor should apply professional judgement in determining and assessing IT related risks and plan the audit
response appropriately. IT related risks will have the following impact on Substantive Audit, Controls and Reporting.

SUBSTANTIVE AUDIT - Thorough Testing of Data ETC
First, we may not be able
e torely on the data obtained from systems where such risks exist.
o This means,
m all forms of data, information or reports
m that we obtain from systems for the purpose of audit
m has to be thoroughly tested and corroborated for completeness and accuracy.

CONTROLS - Non-Reliance on Controls
Second, we will not be able
e torely on automated
o controls,
o calculations, .
o accounting procedures
m that are built into the applications.
e Additional audit work may be required in this case.

REPORT - Modification in Report

Third, due to the requlatory requirement of auditors to report on internal financial controis of a company, the audit
report also may have to be modified in some instances.

In all the above scenarios, it is likely that the auditor will be required to obtain more audit evidence and perform
additional audit work.

The auditor should also be able to demonstrate
e how the risks were identified and
e what audit evidence was obtained and
e how IT risks were addressed.

As the complexity, automation and dependence of business operations on IT systems increases, the severity and
impact of IT risks too increases accordingly.
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. General IT Controls
- Application Controls
- |T-Dependant Controls.

General IT Controls
General Controls are
e pervasive controls and

e apply to all systems components, processes, and data for a given enterprise or systems environment.
e For example- Information security policy.

General IT controls are policies and procedures that relate to
e many applications and
e 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:

e Data centre and network operations

e Program change

e Access security

e Application system acquisition, development, and maintenance.

Controls over Data centre and network operations
e The objective of controls over Data centre and network operations is to
o ensure that production systems are processed to meet financial reporting objectives.
e These include activities such as
o overall management of computer operation activities,
preparing, scheduling and executing of batch jobs,
monitoring, storage and retention of backups.
Such controls also help in performance monitoring of operating system, database and networks.
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.

o O O O

Program Change
e The objective of program change controls is to
o ensure that modified systems continue to meet financial reporting objectives.
e [tincludes activities such as
o change management process,
o recording, managing and tracking change requests,
o making and testing changes

Access Security

e The objective of controls over access security is to

o ensure that access to programs and data is authenticated and authorized to meet financial reporting
objectives.

e Itincludes activities such as
o security organization & management,
o security policies & procedures,
o application security,
o data security,
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o operating system security,
o network security,
o physical security

Application system acquisition, development, and maintenance
e The objective of such controls is to
o ensure that systems are developed, configured and implemented to meet financial reporting
objectives.
e [tincludes
o overall management of development activities,
project initiation,
analysis & design,
construction,
testing & quality assurance.

o O O O

Application Controls

Application controls include both automated or manual controls that operate at a business process level.
Automated Application controls are embedded into IT applications like ERPs and help in ensuring the
completeness, accuracy and integrity of data in those systems.

Examples of automated applications include
e edit checks and validation of input data,
sequence number checks,
user limit checks,
reasonableness checks,
mandatory data fields.

IT dependent Controls
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.
e Inthis case, even though the control is performed manually, the design and effectiveness of such controls
depends on the reliability of source data.
e Example - A system-generated report lists users that have not accessed a particular system within the past

60 days. The internal control may require an administrator to review such reports and disable certain users
out of it.

e Due to the inherent dependency on IT, the effectiveness and reliability of Automated application controls and
IT dependent controls require the General IT Controls to be effective.

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.

Testing General Note
There are basically four types of audit tests that should be used. They are 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.
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nerformance is most effective as an audit test and gives the best audit evidence. However, testing by
%arformance could be very time consuming and least efficient most of the time.

generally, applying nqul

vhich audit test to use, when and in what combination is a matter of professional judgement and will vary
dependlng on several factors including

e Risk assessment,

Control environment,

Desired level of evidence required,

History of errors/misstatements,

complexity of business, assertions being addressed, etc.

E

‘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.

o Inspect the configuration defined in an application.

" The auditor should document the nature of the test (or combination of tests) applied along with the judgements in
the audit file as required by SA 230.

The auditor's risk assessment is mﬂuenced by the manual or automated nature of internal controls, which also
affects the manner in which transactions are initiated, recorded, processed, and reported

Manual controls are considered to be less effective
In general, manual controls are considered to be less effective than IT controls because
e manual controls are performed by people who are [ess predictable than IT applications and more
error-prone (e.g. they are human, after all);
e manual controls are more easily bypassed, ignored or overridden than IT controls (as IT controls are
programmed - the applications run them automatically); and
e manual controls are subject to random, simple errors and mistakes.

Suitability of manual controls
Manual controls may be more suitable where judgment and discretion are required, for example:
e for large, unusual or non-recurring transactions;
e where errors are non-routine and challenging to define, anticipate or predict;
e where a control response is required outside of the routine automated control; and
e in monitoring the effectiveness of information processing controls that use IT.

However, using judgment and discretion in internal control may mean high control risk (e.g. where the control
environment is weak).

Circumstances in which Manual Elements are less suitable
¢ High volume or recurring transactions, or in situations where errors that can be anticipated or predicted can
be prevented, or detected and corrected, by control parameters that are automated.
e Control activities where the specific ways to perform the control can be adequately designed and
automated.

Risk Assessment
e Identify significant accounts and disclosures
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Qualitative and Quantitative considerations
Relevant Financial Statement Assertions
Identify likely sources of misstatement
Consider risk arising from use of IT systems

Understand and Evaluate

Document understanding of business processes using Flowcharts/ Narratives
Prepare Risk and Control Matrices.

Understand design of controls by performing walkthroughs of end-to-end process
Process wide considerations for Entity Level Controls, Segregation of Duties

IT General Controls, Application Controls

Test for Operating Effectiveness

0 0 O

Assess Nature, Timing and Extent (NTE) of controls testing

Assess reliability of source data; completeness of population

Testing of key reports and spreadsheets

Sample testing

Consider competence and independence of staff/team performing controls testing.

Reporting

Evaluate Control Deficiencies

Significant deficiencies, Material Weaknesses
Remediation of control weaknesses

Internal Controls Memo (ICM) or Management Letter
Auditor's report

The combination of processes, tools and technigues that are used to tap vast amounts of electronic data to
obtain meaningful information is called data analytics.

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 Technigues or CAATSs in short.

Application of Data Analytics
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 following,
o 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.

O o 0 0 0 ©

What is a Digital Audit?
Digital Audit is placing assurance on the effectiveness of the IT systems implemented in an organization.

Neeraj Arora | www.edu91.org 3D.6




Chapter 3D - Automated Environment

m Digitization and Technology

e Companies are digitizing operations with new tech to modernize and restructure business models.
Automation is key to digitization.

e Insuch a business environment, use of digital technology is being made by auditors right from planning to
expression of final opinion.

e Auditors are making use of artificial intelligence, data analytics and other latest technologies to help
understand business processes in a better way. By using such tools, auditors can conduct audit in a better
way and devote more attention to areas requiring greater focus.

o Digital audit is helping auditors to better identify risks making use of techniology
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Chapter 4 - Audit Evidence

SA 500 Audut Ewdence

Audlt ewdence - informaﬂg_ used by the auditor in arriving at the cenclusions on which the auditor's opinion is

based. Audit evidence includes both information contained in the accounting records underlying the FSs and other
information. '

Information contained in the accounting records
Accounting records include
e the records of initial accounting entries and supporting records, such as checks and records of electronic
fund transfers;
Invoices;
Contracts
the ledgers, journal entries and other adjustments to the financial statements.

records such as worksheets and spreadsheets supporting cost allocations, computations, reconciliations
and disclosures.

Other information

Other information that authenticates the accounting records and also supports the auditor’s rationale behind the
true and fair presentation of the fthancial statements:

Other information which the auditor may use as audit evidence includes, for example
e minutes of the meetings,

e written confirmations from trade receivables and trade payables,
e 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.

Other Points related to Audit Evidence and its Nature.
e |tis cumulative in nature
e Primarily obtained from audit procedures performed during the course of the audit.
e |t may, however, also include information obtained from other sources such as previous audits.
e Audit evidence comprises both
o information that supports and corroborates management'’s assertions, and
o any information that contradicts such assertions.

The absence of information (for example, management's refusal to provide a requested representation) also
constitutes audit evidence.

Relation of Audit Evidence and Opinion of the Auditor
e There exists a very important relationship between Audit Evidence and the opinion of the Auditor.
e While conducting an audit of a company,
o the auditor obtains audit evidence and
o With the help of that audit evidence obtained, the auditor forms an audit opinion on the FSs of that
company.
o Audit evidence is necessary to support the auditor’s opinion and report.
As explained in SA 200, “Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance
with Standards on Auditing”, reasenable assurance is obtained when the auditor has obtained sufficient appropriate
audit evidence to reduce audit risk to an acceptably low level.
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sufficiency of Audit Evidenc
e Sufficiency is the measure of the guantity of audit evidence.
e The guantity 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.

Factors to determine Sufficiency
Materialit
e 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.

. of material misstatement
It may be defined as the risk that the financial statements are materially misstated prior to audit.

But on the other hand, if assertions have a higher risk of material misstatement, more evidence would be required.
Size of a population
It refers to the pumber of items included in the population.

Less avidence 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.

Appropriateness of Audit Evidence

Appropriateness is the measure of the guality of audit evidence; that is, its relevance and its reliability in providing
support for the conclusions on which the auditor's opinion is based.

Relevance
Relevance means the relationship of the evidence with audit procedure and the assertion being checked.

A given set of audit procedures may provide audit evidence that is relevant to certain assertions, but not others.

For example, confirmation of balance from a customer is a relevant evidence as regards existence of receivable, but
it may not be relevant as regards collectability of the balance due from customer.

Also, phiysical observation of inventories is relevant evidence relating to existence, but is pot appropriate evidence
10 ensure that the entity owans the inventories.

On the other hand, audit evidence from different sources or of a different nature may often be relevant to the same
assertion. For example Checking the terms of the agreement and confirming the same from the third party.

The term competence is also used in place of relevance.

One more example of relevance: To Check if a purchase is complete you don't look at the Purchase contract. For
checking the completeness of purchase we will check that goods or services were received. For this we will check
various documents and records related to receiving goods like stock registers .

R_eliability of Audit Evidence
® You measure reliability by deciding whether the evidence is credible.
® Asan auditor, you should adopt an attitude of professional skepticism.

—_—
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e In order to obtain reliable audit evidence, information produced by the entity that is used for performing
audit procedures needs to be sufficiently complete and accurate.

As per SA 500 "Audit Evidence”, the reliability of information to be used as audit evidence, and therefore of the audit
evidence itself, is influenced by its
e source and

o itspa (Direct, indirect, oral, written or original, photocopies) and
e the circuwmiziances under which it is obtained,
e including the canirais over its preparation and maintenance where relevant.

Generalisations about the reliability of various kinds of audit evidence are subject to important exceptions.
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.

For example, information obtained from an independent external source may not be reliable if the source is not
knowledgeable, or a management's expert may lack objectivity.

While recognising that exceptions may exist, the following generalisations about the reliability of audit evidence
may be useful

1. The reliability of audit evidence is increased when it is obtained from jndependent sources outside the
entity.

2. The reliability of audit evidence that is generated inizinzily is increaszed when the related controls,
including those over its preparation and maintenance, imposed by the entity are effective. :

3. Audit evidence obtained dir«¢ify 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).

4. Audit evidence in decunieniary fovm, 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).

5. Audit evidence provided by arinina! docuinents is more reliable than audit evidence provided by photocopies
or facsimiles, or documents that have been filmed, digitised or otherwise transformed into electronic form,
the reliability of which may depend on the controls over their preparation and maintenance.

6. Circumstances prevailing in the organisation can have a severe impact on the reliability of the audit
evidence..

e Some audit evidence is obtained by performing audit procedures to test the accounting records.
e Through the performance of such audit procedures, the auditor may determine that the accounting records :
are internally consistent and agree to the financial statements. '
e More assurance is ordinarily obtained from consistent audit evidence obtained from different sources or of
a different nature than from items of audit evidence considered individually.
e Information from sources independent of the entity that the auditor may use as audit evidence may include
confirmations from third parties, analysts’ reports, and comparable data about competitors.

Audit Procedures to Obtain Audit Evidence
Audit evidence to draw reasonable conclusions on which to base the auditor’s opinion is obtained by performing
- Risk assessment procedures; and
=> Further audit procedures, which comprise: _
@ Tests of controls, when required by the SAs or when the auditor has chosen to do so; and
@ Substantive procedures, including tests of details and substantive analytical procedures.
=> The audit procedures described below may be used as
@ risk assessment procedures,
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& tests of controls or
& substantive procedures,
° Depending on the context in which they are applied by the auditor.

nspectlon
2. Observation

3. External Confirmation
4. Recalculation

5. Reperformance

6. Analytical Procedure
7

Enquiry

Inspection
e e 2xamining records or documents,
o whether internal or external,
o in paper form, electronic form, or other media, or
o a physical examination of an asset.
e Inspection of records and documents provides audit evidence
o of varying degrees of reliability,
o depending on their nature and source and,
e Example - Documentation related to authorisation

Observation
e Observation consists of witnessing a process or procedure being performed by others.
e For example, the auditor may observe the counting of inventories being performed by client's personnel.

External Confirmation
An external confirmation represents audit evidence obtained by the auditor as a direct written response to the
auditor from a third party ( the confirming party), in paper form, or by electronic or other medium.

External confirmation procedures frequently are relevant when addressing assertions associated with certain
‘account balances and their elements. However, external confirmations need not be restricted to account balances
only.

External confirmation procedures also are used to obtain audit evidence about the absence of certain conditions.

Recalculation
Recalculation consists of checking the mathematical accuracy of documents or records. Recalculation may be
performed manually or electronically.

Re-performance

Re-performance involves the auditor’s independent gxggyjm_n of procedures or controls that were originally
performed as part of the entity’s internal control.

Analytical Procedures
o Analytical procedures consist of evaluations of financial information by a study of relationships among both
financial and non- financial data.
» Analytical Procedures refers to studying significant ratios and trends and investigating unusual fluctuations.

| Inquiry
e 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.
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* Inquiries may range from formal written inquiries to informal oral inquiries. Evaluating responses to inquiries
is an integral part of the inquiry process.

® 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 Corroboration is crucial for inquiry evidence, especially on management intent. Auditor should Assess
management's history, reasons, and ability to support inquiry evidence.

e Auditor may need written representations from management or TCWG to confirm oral inquiry responses in
certain matters.

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.

Depending upon nature
Visual
e For example, observing physical verification of inventory conducted by the client's staff.

Oral
e For example, discussion with the management and various officers of the client.

Documentary
e For example, fixed deposit certificate, loan agreement, sales bill etc.

Depending upon source
Internal Evidence
e Evidence which originates within the organisation being audited is internal evidence.
¢ Examples, Sales invoice, Copies of sales challan and forwarding notes, goods received note, inspection
report, copies of cash memo, debit and credit notes, etc.

External evidence
e The evidence that originates outside the client’s organization is external evidence

e Examples, Purchase invoice, supplier's challan and forwarding note, debit notes and credit notes coming
from parties, quotations, confirmations, etc.

Auditors receive mostly internal evidence; external evidence also plays a significant role. As clients control internal
evidence, auditors must cautiously rely on it, being aware of potential manipulations. It is not suggested that they
are to be suspected.

External evidence is often more reliable, coming from unbiased third parties. But, auditors should be vigilant if they
doubt a third party's independence, like with associated concern invoices.

As an ordinary rule, the auditor should try to match internal and external evidence as far as practicable. Where
external evidence is not readily available to match, the auditor should see as to what extent the various internal
evidences corroborate one another.

Auditors should ideally match internal and external evidence when possible. If external evidence is scarce, they
must assess how well internal evidences corroborate each other,
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in or Doubts over Reliability of .

Audit Evidence

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 maedifications 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

agement’s expert

An indiviul or organiation 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 FSs.

If the entity has employed or engaged experts, the auditor may rely on the works of experts, provided he is satisfied
that sufficient and appropriate audit evidence is obtained with reasonable assurance to form an opinion on the FSs.
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.

When information to be used as audit evidence has been prepared using the work of a management'’s expert, th

nature, timing and extent of audit procedures may be affected by such matters; -
e The nature and complexity of the matter to which the management’s expert relates.

The risks of material misstatement in the matter.

The availability of alternative sources of audit evidence.

The pature, scope and gbjectives of the management's expert's work.

Whether the management’s expert is employed by the entity, or is a party engaged by it to provide relevant

services.

e The extent to which management can exercise control or influence over the work of the management’s
expert.

e Whether the management’s expert is subject to technical performance standards or other professional or
industry requirements.

e The nature and extent of any controls within the entity over the management's expert's work.
The auditor’s knowledge and experience of the management's expert's field of expertise.
The auditor's previous experience of the work of that expert.

o & & o

An audit trail is a documented flow of a transaction.
It is used to investigate how a source document was translated into an account entry and from there it was
inserted into FS of an entity.
It is used as audit evidence to establish authentication and integrity of a transaction.
Audit trails help in maintaining record of system and user activity.
Like, in case of banks, there is an audit trail keeping frack of log-on activity detailing record of log-on
attempts and device used.
Audit trails help to enhance internal controls and data security.
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 confidenge 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.
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° SA 500 “Audit Evidence” is applicable to all the audit evidence obtained during the course of the audit 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.

e Most of the auditor’'s work in forming the auditor's opinion consists of obtaining and evaluating audit
evidence.

e The auditor has to conclude whether sufficient appropriate audit evidence has been obtained to reduce
audit risk to an acceptably low level, and thereby enable the auditor to draw reasonable conclusions on
which to base the auditor’s opinion, is a matter of professional judament.

Selecting Items for Testing to Obtain Audit Evidence
e When designing tests of controls and tests of details, the auditor shall determine means of selecting items
for testing that are effective in meeting the purpose of the audit procedure.
e The means available to the auditor for selecting items for testing are:
o Selecting all items (100% examination);
o Selecting specific items; and
o Audit sampling.
e The application of any one or combination of these means may be appropriate depending on the auditors'’
judgement to obtain audit evidence.

Selecting All items
e The auditor may decide that it will be most appropriate to examine the entire population of items that make
up a class of transactions or account balance (or a stratum within that population).

e 100% examination is unlikely in the case of tests of controls; however, it is more common for tests of
details.

100% examination may be appropriate when
e For example
o The population constitutes a small number of large value items:;
o There is a significant risk and other means do not provide sufficient appropriate audit evidence; or

o The repetitive nature of a calculation or other process performed automatically by an information
system makes a 100% examination cost effective.

Selecting Specific Items
e The auditor may decide to select specific items from a population.
¢ In making this decision, factors that may be relevant include the auditor's understanding of the entity, the
assessed risks of material misstatement, and the characteristics of the population being tested.
e The judgmental selection of specific items is subject to non-sampling risk.
e Specific items selected may include:
o High value or key items.
m The auditor may decide to select specific items within a population because they are of high
value, or exhibit some other characteristic.
m  For example, items that are suspicious, unusual, particularly risk-prone or that have a history
of error
o All items over a certain amount.
m The auditor may decide to examine items whose recorded values exceed a certain amount

so as to verify a large proportion of the total amount of a class of transactions or account
balance.

o ltems to obtain information.

m  The auditor may examine items to obtain information about matters such as the nature of
the entity or the nature of transactions.
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Audit Sampling

Audit sampling is designed to enable conclusions to be drawn about an entire population on the basis of testing a
sample drawn from it.

using the work of Internal Auditors (SA 610)

mmgg: yetween SA 315 and SA 610
Knowledge and experlence of the internal audit function can affect the external auditor's understanding of
the entity and its environment and identification and assessment of risks of material misstatement.

e This SA addresses the external auditor’s responsibilities when, based on the external auditor’s preliminary
understanding of the internal audit function obtained as a result of procedures performed under SA 315, the
external auditor expects to use the work of the internal audit function or using internal auditor to provide
direct assistance.

IM'LQH@'L!Q.J'%
A functlon 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
conira! such as the following:

Activities Relating to Governance

e Internal audit function may assess the governance process in its accomplishment of objectives on ethics
and values, accountability.

Activities Relating to Risk Management

e 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

Activities Relating to Internal Control
e Evaluation of internal control.
o Reviewing controls, evaluating their operation and recommending improvements thereto
e Examination of financial and operating information,
o Review the means used to identify, recognise, measure, and to make specific inquiry classify and
report financial into individual items. and operating informations.
e Review of operating activities.
o Review the economy, efficiency including non-financial activities and effectiveness of operating of an
entity. activities,
® Review of compliance with laws and regulations.
o Review compliance with laws, and with management policies regulations and other and directives
and other external requirements, internal requirements.

LWEEM‘_Thléh\-theg_externallatj itor ion for purposes of the audit.
While the objectives of an entity’s mternal audlt functlon and the external auditor differ, the function may perform
audit procedures similar to those performed by the external auditor in an audit of FSs. If so, the external auditor
may make use of the function for purposes of the audit in one or more of the following ways:
i) to obtain information that is relevant to the external auditor's assessments of the risks of material
misstatement due to error or fraud.
i) Unless prohibited, or restricted to some extent, by law or regulation, the external auditor, after appropriate
evaluation, may decide to use work that has been performed by the internal audit function during the period
in partial substitution for audit evidence to be obtained directly by the external auditor
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iii)  Unless prohibited, or restricted to some extent, by law or regulation, the external auditor may use internal
auditors to perform audit procedures under the direction, supervision and review of the external auditor
(referred to as “direct assistance”)

e Standard on Auditing (SA) 610 deals with the external auditor’s responsibilities if using the work of internal
auditors. This includes
o using the work of the internal audit function in obtaining audit evidence and
o using internal auditors to provide direct assistance under the direction, supervision and review of the
external auditor.
e Nothing in this SA requires the external auditor to use the work of the internal audit function to modify the
nature or timing, or reduce the extent, of audit procedures to be performed directly by the external auditor; it
remains a decision of the external auditor in establishing the overall audit strategy

Using the work of 1AF
Determining Whether, in Which Areas, and to What Extent the Work of the Internal Audit Function Can Be Used

1. Evaluating the internal audit function

2. Determining the pature and extent of the work of the internal audit function that can be used

3. Using the work of internal audit function
Evaluating the internal audit function
The external auditor shall determine whether the work of the internal audit function can be used for purposes of the
audit by evaluating the following

e The extent to which the internal audit function's organizational status and relevant policies and procedures

support the ebjectivity of the internal auditors;
e The level of competence of the internal audit function; and
e Whether the internal audit function applies a systematic and disciplined approach, including quality control.

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.

Determining the nature and extent of the work of the internal audit function that can be used
The external auditor shall consider the

e pature and scope of the work that has been performed, or is planned to be performed, by the internal audit
function and

e its relevance to the external auditor's overall audit strategy and audit plan

The external auditor shall make all significant judgments in the audit engagement and, to prevent undue use of the
work of the internal audit function, shall plan to use less of the work of the function and perform more of the work

directly.

The external auditor shall also evaluate whether, in aggregate, using the work of the internal audit function to the
extent planned would still result in the external auditor being sufficiently invelved in the audit, given the external
auditor's sole responsibility for the audit opinion expressed.

The external auditor shall, in communicating with TCWG an overview of the planned scope and timing of the audit

in accordance with SA 260, communicate how the external auditor has planned to use the work of the internal audit
function
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“m of the Internal Audit Function

o |If the external auditor plans to use the work of the internal audit function, the external auditor shall discuss

the planned use of its work with the function as a basis for coordinating their respective activities.

The external auditor shall read the reports of the internal audit function relating to the work of the function

that the external auditor plans to use to obtain an understanding of the nature and extent of audit

procedures it performed and the related findings.

e The external auditor shall perform sufficient audit procedures on the work of the internal audit function as a
whole that the external auditor plans to use to determine its adequacy for purposes of the audit, including
evaluating whether:

o The work of the function had been properly planned, performed, supervised, reviewed and
documented

o Sufficient appropriate evidence had been obtained to enable the function to draw reasonable
conclusions; and

o Conclusions reached are appropriate in the circumstances and the reports prepared by the function
are consistent with the results of the work performed

IA'to provide DA under DSR of EA
Determining Whether, in Which Areas, and to What Extent Internal Auditors Can Be Used to Provide Direct
Assistance

1. Determining Whether Internal Auditors Can Be Used to Provide Direct Assistance for Purposes of the Audit

2. Determining the Nature and Extent of Work that Can Be Assigned to Internal Auditors Providing Direct
Assistance

3. Using Internal Auditors to Provide Direct Assistance

Direct assistance
The use of internal auditors to perform audit procedures under the direction, supervision and review of the external

auditor.

] Determining Whether Internal Auditors Can Be Used to Provide Direct Assistance for Purposes of the Audit
i e Using internal auditors to provide direct assistance must not be prohibited by law or regulation.
e The external auditor shall evaluate the

. o existence and significance of threats to abjectivity and
II o the level of competence of the internal auditors who will be providing such assistance.

I e There are significant threats to the objectivity of the internal auditor; or

| The external auditor Shall not use an internal auditor to provide direct assistance if:
| e Theinternal auditor lacks sufficient competence to perform the proposed work ¢

'Eé'_termining the Nature and Extent of Work that Can Be Assigned to Internal Auditors Providing Direct Assistance
| -’:A_‘?:Eas where direct assistance shall not be taken.
- The external auditor shall not use internal auditors to provide direct assistance to perform procedures that:

' ® Involve making significant judgments in the audit

® Relate to higher assessed risks of material misstatement where the judgment required in performing the
relevant audit procedures or evaluating the audit evidence gathered is more than limited;

® Relate to work with which the internal auditors have been [nvelved and which has already been, or will be,
reported to management or TCWG by the internal audit function

® 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.

".” Communicating with TCWG an overview of the planned scope and timing of the audit in accordance with SA 260,
COmmunicate the nature and extent of the planned use of internal auditors to provide direct assistance so as to
reach a mutual understanding that such use is not excessive in the circumstances of the engagement.

‘ | ———
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ors to)| irectiassistance.
e Assessing the risks of material misstatement;
e Evaluating the sufficiency of tesis performed,;
e Evaluating the appropriateness of management's use of the going concern assumption;
o Evaluating significant accounting estimates; and
e Evaluating the adequacy of disclosures in the FSs, and other matters affecting the auditor’s report.
Since the external auditor has sole responsibility for the audit opinion expressed, the external auditor needs to
make the significant judgments in the audit engagement.

UsingInternal Auditors to Provide Direct/Assistance

Prior to using internal auditors to provide direct assistance for purposes of the audit, the external auditor shall:

e 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

e 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.

e The external auditor shall direct, supervise and review the work performed by internal auditors on the
engagement in accordance with SA 220.

e The direction, supervision and review by the external auditor of the work performed by the internal auditors
shall be sufficient in order for the external auditor to be satisfied that the internal auditors have obtained

sufficient appropriate audii evidence to suppori the conclusions based on that work.

Documentation
If the external auditor uses the work of the internal audit function, the external auditor shall include in the audit
documentation:
e The evaluation of:
o Whether the function’s organizational status and relevant policies and procedures adequately
support the objectivity of the internal auditors.
o The level of competence of the function; and
o Whether the function applies a systematic and disciplined approack;, including quality control,
e The nature and extent of the work used and the hasis for that decision; and ‘
e The audit procedures performed by the external auditor to evaluate the adeguacy of the work used.

If the external auditor uses internal auditors to provide dircct assistanice on the audit, the external auditor shall
Include in the audit documentation:
e The evaluation of the existence and significance of threats to the oljectivity of the internal auditors, and the
level of competence of the internal auditors used to provide direct assistance;
e The basis for the decisioin regarding the nature and extent of the work performed by the internal auditors;

e Who reviewed the work performed and the date and exient of that review in accordance with SA 230
e The written agreements obtained from an authorized representative of the entity and the internal auditors;
and

e The working papers prepared by the internal auditors who provided direct assistance on the audit
engagement

Factors tolbe considered while determining objectivity
Objectivity refers to the ability to perform those tasks without allowing bias, conflict of interest or undue influence
of others to override professional judgments. Factors that may affect the external auditor’s evaluation include the
following:
e Whether the organizational status of the internal audit function, including the function’s authority and
accountability, supports the ability of the function to be free from bias, conflict of interest or undue influence
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of others to override professional judgments. For example, whether the internal audit function reports to

TCWG or an officer with appropriate authority, or if the function reports to management, whether it has

direct access to TCWG.

e Whether the internal audit function is free of any cenflicting responsibilities, for example having managerial

or operational duties or responsibilities that are outside of the internal audit function.

e Whether TCWG oversee employment decisions related to the internal audit function, for example,
determining the appropriate remuneration policy.

e Whether there are any constraints or restrictions placed on the internal audit function by management or
TCWG, for example, in communicating the internal audit function’s findings to the external auditor.

e Whether the internal auditors are mmembers of relevant professional bodies and their memberships obligate

their compliance with relevant professional standards relating to objectivity, or whether their internal

policies achieve the same objectives.

ﬁﬁ‘é‘@t@p‘@oﬁ?iﬂeredmhnféff termining competence

Competence of the internal audit function refers to the attainment and maintenance of knowledge and skills of the
function as a whole at the level required to enable assigned tasks to be performed diligently and in accordance with
applicable professional standards. Factors that may affect the external auditor's determination include the
following

e Whether the internal audit function is adequately and appropriately resourced relative to the size of the
entity and the nature of its operations.

e Whether there are established policies for hiring, training and assigning internal auditors to internal audit
engagements.

e Whether the internal auditors have adequate technical training and proficiency in auditing. Relevant criteria
that may be considered by the external auditor in making the assessment may include, for example, the
internal auditors’ possession of a relevant professional designation and experience.

e Whether the internal auditors possess the reguired knowledge relating to the entity’s financial reporting and
the applicable financial reporting framework and whether the internal audit function possesses the
necessary skills (for example, industry-specific knowledge) to perform work related to the entity's FSs.

e Whether the internal auditors are members of relevant professional bodies that oblige them to comply with
the relevant professional standards including continuing professional development requirements.

er the internal aud___f function

Stthe extern [W ation of wh

sramin ot}

° The eXIstence adequacy and use of docu-ne'i'ed mti-nrr.'a.t audit procedures or guidance covering such areas
as risk assessments, work programs, documentation and reporting, the nature and extent of which is

pmensurate with the size and circumstances of an entity.

. Whether the internal audit function has appropriate guality control policies and procedures, for example,
such as those policies and procedures in SQC 1 that would be applicable to an internal audit function (such
as those relating to leadership, human resources and engagement performance) or guality control
reguivements in standards set by the relevant professional bodies for internal auditors. Such bodies may
also establish other appropriate requirements such as conducting periodic external guality assessments.

. The external audltor has §9_g responS|b|I|ty for the audit epinion expressed, and that responsibility is not
reduced by the external auditor's use of the work of the internal audit function or internal auditors to provide
direct assistance on the engagement.

¢ Although they may perform audit procedures similar to those performed by the external auditor, neither the
internal audit function nor the internal auditors are independent of the entity as is required of the external
auditor in an audit of FSs in accordance with SA 200.

e This SA, therefore, defines the conditions that are necessary for the external auditor to be able to use the
work of internal auditors. It also defines the necessary work effort to obtain sufficient appropriate evidence
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that the work of the internal audit function, or internal auditors providing direct assistance, is adequate for
the purposes of the audit.

e The requirements are designed to provide a framework for the external auditor’s judgments regarding the
use of the work of internal auditors to prevent over or undue use of such work.

Dl_stlnctlon between Internal Flnanc|al Control and |nterna| Control over financial reporting
e The term Internal Financial Controls (IFC) refers to the policies and procedures put in place by companies
for ensuring reliabﬂftg of ﬁnancial reportina effectiveness and efﬁciencg of Qeratigns compliance with

e Onthe other hand, Internal controls over financial reporting is required where auditors are reqwred 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 FSs.

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

SA 530 “Audit sampling”
Meaning of Sampling
According to SA 530 - Audit sampling (sampling)
- The application of audit procedures
- toless than 100% of iteins 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
- onwhich to draw conclusions about the entire population.
This Standard on Auditing (SA) applies when the auditor has
- decided to use audit sampling in performing audit procedures.
It deals with the auditor's
- use of statistical and non-statistical sampling when
- designing and selecting the audit sample,
- performing tests of controls and tests of details, and
- evaluating the results from the sample

We can also say that sampling is one of the means to select samples for testing.Sampling is also known as test
check

a3

Precautions to be taken while applying test check techniques.

Thorough study of accounting system should be done before adopting sampling

Proper study of internal control systems.

Areas which are not suitable for sampling should be carefully considered. Eg: compliance with statutory
provisions, transactions of unusual nature etc.

Proper planning for Sampling methods to be used and explaining the staff,

Transactions and balances have to be properly classified (stratified)

Sample size should be appropriately determined.

Sample should be chosen in unbiasad way,

Errors located in the sample should be analysed properly.

Population
Meaning

Population refers to the entire set of data from which a sample is selected and about which the auditor wishes to
draw conclusions.
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ateness

Appropriate means the population from which the samples are drawn shall be relevant for the specific

obi . Auditor will choose the sample and test it and then will project the resuits on the entire

population.

o Appropriateness will include consideration of the direction of testing.

« For example, if the auditor's objective is to test for overstatement of accounts payable, the population could
be defined as the accounts payable listing.

e On the other hand, when testing for understatement of accounts payable, the population is not the accounts

payable listing but rather subsequent disbursements, unpaid invoices, suppliers’ statements, unmatched

receiving reports or other populations that provide audit evidence of understatement of accounts payable;

ompleteness.

Conclusion about the entire population can be drawn only when the population is compleie

_ For example, if the auditor intends to select payment vouchers from a file, conclusions cannot be drawn
about all vouchers for the period unless the auditor is satisfied that all vouchers have in fact been filed.

Reliable

- Theindividual items constitute a population. .

- For example checks listed on deposit slips, credit entries on bank statements, sales invoices or debtors’
balances, or a monetary unit.

- The conclusion on the population is based on the audit procedures applied on the sampling unit.

e characteristic of popuiation from which the sample will be drawn
e The auditor first considers
o the specific objectives to be achieved and
o the combination of audit procedures which is likely to best achieve those objectives.
e Auditor has to clearly define what will be considered as a misstatement. It will help the auditor in projecting
the misstatement in the population.
e For example - In a test of details relating to the existence of accounts receivable, such as confirmation,
payments made by the customer before the confirmation date but received shortly after that date by the
client, are not considered a misstatement.

When performing tests of controls,
- The auditor generally makes an assessment of the rate of error the auditor expects to find in the population
to be tested.
- This assessment is based on the auditor's understanding of the design of the relevant controls and whether
they have been implemented or the examination of a small number of items from the population.

e Similarly, for tests of details, the auditor generally makes an assessment of the expected amount of error in
r 1 the population.
e These assessments are useful for designing an audit sample and in determining sample size.
e For example, if the expected rate of error is unacceptably high, tests of controls will normally not be
performed.
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e However, when performing tests of details, if the expected amount of error is high, 100% examination or the
use of a large sample size may be appropriate.

Chapter 4 - Audit Evidence

Sample Size

The auditor shall determine a sample size sufficient to reduce sampling risk to an acceptably low level.

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 judgement. There are various factors typically on the determination of sample size.
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 - The following are factors that the auditor may
consider when determining the sample size for tests of controls.
[FACTOR EFFECT ON SAMPLE SIZE

An increase in the extent to which the auditor’s risk assessment takes into Increase
account relevant controls

An increase in the tolerable rate of deviation Decrease
An increase in the expected rate of deviation of the population to be tested  |Increase
An increase in the auditor’s desired level of assurance Increase

Examples of Factors Influencing Sample Size for Tests of Details ‘
The following are factors that the auditor may consider when determining the sample size for tests of details.

FACTOR EFFECT ON SAMPLE
SIZE

An increase in the auditor's assessment of the risk of material misstatement Increase

An increase in the use of other substantive procedures directed at the same assertion. |Decrease

An increase in the auditor’s desired level of assurance. Increase

An increase In Tolerable misstatement. Decrease

An increase in the amount of misstatement the auditor expects to find in the population (ln¢crease
Stratification of the population when appropriate Decrease

Selection of Items for Testing (Selecting the sample)

e The auditor should select items for the sample with the expectation that all sampling units in the population
have a chance of selection.

e Statistical sampling requires that sample items are selected at random so that each sampling unit has a
known chance of being selected.

e The sampling units might be physical items (such as invoices) or monetary units.

e With non-statistical sampling, an auditor uses professional judgement to select the items for a sample.

® Because the purpose of sampling is to draw conclusions about the entire population, the auditor
endeavours to select a representative sample by choosing sample items which have characteristics typical
of the population, and the sample needs to be selected so that bias is avoided.

Whatever may be the approach of 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
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ampling Risk

This arises from the possibility that the auditor's conclusion, based on a sample, may be different from the
"ZE'I!!. ﬂﬂ!!sfon reached If the entire population was subjected to the same audlt procedure. '

Sampling Risk in Test of Details

The recorded value of population is

OK Not OK

OK e Correct Decision e Incorrect Decision
Risk of Incorrect Acceptance

‘I e Not effective

J‘rhe sample indicates that the Not OK e Incorrect Decision e Correct Decision
populatlon is e Risk of Incorrect Rejection
Not Efficient

Sampling Risk in Test of Control

The actual operation of control is

OK Not OK
OK e Correct Decision e Incorrect Decision
Risk of Over reliance
The sample indicates that the e Risk of assessing the CR too
’ control in operation in low

e Not effective

Not OK e Incorrect Decision e Correct Decision
Risk of under reliance

e Risk of Assessing the CR

| too high

e Not Efficient

N Sampling Risk

relaize to the size of the sample.
For example,

- the auditor might use inappropriate audit procedures, or
- the auditor might misinterpret audit evidence and fail to recognize an error.
- Human Mistakes

olerable Misstatement and Deviation

|

| Tolerable misstatement
A rmonetary 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.

|

|

Tolerable rate of deviation
te of cleviation

from prescribed internal control procedures set by the auditor in respect of which the auditor

actual rate of deviation in the population.

—

~ “Non-sampling risk” arises from factors that cause the auditor to reach an erroneous conclusion for any reason not

- ordinarily the auditor finds it necessary to rely on audit evidence that is persuasive rather than conclusive,

seeks to obtain an appropriate level of assurance that the rate of deviation set by the auditor is not exceeded by the
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Performing Audit Procedures

- The auditor shall perform audit procedures, appropriate to the purpose, on each item selected.

- If a selected item is not appropriate for the application of the audit procedure, the audit procedure is
ordinarily performed on a replacement item.

- For example, a cancelled cheque may be selected when testing for evidence of payment
authorization. If the auditor is satisfied that the check had been properly cancelled such that it does
not constitute an error, an appropriately chosen replacement is examined.

- If the auditor is unable to apply the designed audit procedures, or suitable alternative procedures, to a
selected item, the auditor shall treat that item as a deviation from the prescribed control, in the case of tests
of controls, or a misstatement, in the case of tests of details.

- An example of a suitable alternative audit procedure might be the examination of subsequent receipts when
no reply has been received in response to a positive confirmation request.

Nature And Cause Of Deviations And Misstatements
The auditor shall
e investigate the nature and cause of any deviations or misstatements identified, and
e cevaluate their possible effect on the purpose of the audit procedure and on other areas of the audit.

In analysing the deviations and misstatements identified,

e the auditor may observe that many have a common feature, for example, type of transaction, location,
product line or period of time.

In such circumstances, the auditor may decide to identify all items in the population that possess the common
feature, and extend audit procedures to those items. In addition, such deviations or misstatements may be
intentional, and may indicate the possibility of fraud.

In the extremely rare circumstances when the auditor considers a misstatement or deviation discovered in a

sample to be an anomaly, the auditor shall obtain a high degree of certainty that such misstatement or deviation is
not representative of the population.

The auditor shall obtain a high degree of certainty by performing additional audit procedures to obtain sufficient
appropriate audit evidence that the misstatement or deviation does not affect the remainder of the population.

Anomaly may be defined as a misstatement or deviation that is demonstrably not representative of misstatements
or deviations in a population. (one-off event)

Projecting Misstatements
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.

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.

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 (if there are 8% deviation in the sample, this will also become the rate of deviation in the population)

Evaluating Results Of Audit Sampling
The auditor shall evaluate-
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The resuits of the sample; and
Whether the wz¢ of audit samueding has provided a j2ssonable basis for conciusions about the population
that has been tested.

For tests of controls,
. an unexpectedly high sample deviation rate may lead
- toanincrease in the assessed risk of material misstatement, unless further audit evidence
substantiating the initial assessment is obtained.

For tests of details, an unexpectedly high misstatement amount in a sample may cause the auditor to believe that a
class of transactions or account balance is materially misstated, in the absence of further audit evidence that no
material misstatement exists

In the case of tests of details, the projected misstatement plus anomalous misstatement, if any, is the auditor’s
pest estimate of misstatement in the population.

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.

The closer the projected misstatement plus anomalous misstatement is to tolerable misstatement, the more likely
that actual misstatement in the population may exceed tolerable misstatement.

Also if the projected misstatement is greater than the auditor’s expectations of misstatement used to determine -
the sample size, the auditor may conclude that there is an unacceptable sampling risk that the actual misstatement
in the population exceeds the tolerable misstatement.

Considering the results of other audit procedures helps the auditor to assess the risk that actual misstatement in
the population exceeds tolerable misstatement, and the risk may be reduced if additional audit evidence is
obtained.

In case the auditor concludes that audit sampling has not provided a reasonable basis for conclusions about the
population that has been tested, the auditor may rezuest management.
- toinvestigate misstatements that have been identified and the potential for further misstatements and
- to make any necessary adiustmants; or 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.

SETEn = A = U e et o

Sample Selection/Methods

s

Some of the important methods of selecting the sample are discussed below -

Random Sampling
- Random selection ensures that all items in the population have a &
- It may involve use of random number izhles.
- Random sampling includes two very popular methods which are discussed below

vail cihence of selection,

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.
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- 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.

- Eachitem 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. Example

The population can be considered homogeneous, if say, trade receivables balances fall within the range of ¥ 50,000
1o ¥ 2,00,000 and not in the range between ¥500 to ¥ 11,50,000.

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
- 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 judgement.

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.
- From the top group i.e. balances in excess of ¥ 10,00,000, the auditor may examine all the items;
- from the second group 25 per cent of the items;
- from the third group 10 percent of the items; and
- from the lowest group 2 percent of the items may be selected.

Random sample is chosen from each stratum using random number tables.

The reasoning behind the stratified sampling is that for a highly diversified population, weights should be allocated
to reflect these differences.

It can be seen that the stratified sampling is simply an extension of simple random sampling.

Stratification means
- dividing a heterogeneous (Diversified) population

- into a Homogeneous (having similar characteristics) sub populatlon
- where samples are drawn from each subpopulation.

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.
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The starting point may be determined haphazardly, the sample is more likely to be truly random if it is
determined by use of a computerised random number generator or random number tables.
When using systematic selection, the auditor would need to determine that sampling units within the

population are not structured in such a way that the sampling interval corresponds with a particular pattern
in the population.

Example
o If in a population of branch sales, particular branch sales occur only as every 50th item and the
sampling interval selected is also 50. The result would be that either the auditor would have
selected all or none of the sales of that particular branch.
Therefore, systematic sampling when chosen as a method should be carefully applied to bring together

every type of transaction within its purview. More than one starting point can be considered to minimise
such risk.

Monetary Unit Sampling
Itis a type of
- VEIUe- P
- sample size,
- selection and
- evaluation results in a conclusion in monetary amounts,
N In this individual monetary units are identified as sampling units.

Value-Weighted Selection

e Values are given weight.

e This selection is done in such a way that high value items for example invoice have high chance of
selection.

e Having selected specific monetary units from within the population, for example, the accounts receivable
balance, the auditor may then examine the particular items, for example, individual balances, that contain
those monetary units.

e One benefit of this approach is that audit effort is directed to the larger value items 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.

Haphazard sampling
e Haphazard selection, in which the
o auditor selects the sample
o wiihout following a structured techniaus,
e The auditor should try to avoid any conscious bias or predictability (for example, avoiding difficult to locate

items, or always choosing or avoiding the first or last entries on a page) and thus attempt to ensure that all
items in the population have a chance of selection.
Haphazard selection is not appropriate when using statistical sampling.
e Haphazard sampling has
- no structured approach,
- does not involve judgement and
- does not even use the random number tables.

Block Sampling
- This method involves
ian of a plogk(s) of
- Contiguous "seauence) jtems from within the population.

- sl
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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 Although 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 conclusion
about the entire population based on the sample.

e If the client has the idea of the block selection pattern of the auditor, then material misstatements and
deviations can be easily manipulated by management's practice of recording them.

e Exampl

o Take the first 100 sales invoices from the sales day book in the month of September; alternatively
take any four blocks of 25 sales invoices.
Therefore, once the first item in the block is selected, the rest of the block follows items to the completion.
There is a close similarity between this method and non-statistical sampling. Consequently it has similar
characteristics, namely, simplicity and economy. On the other hand there is a risk of bias and of establishing
a pattern of selection which may be noted by the auditees.

Approaches To Sampling
1. Non-statistical or

2. Statistical sampling approaches.

Statistical Sampling
Probability Theory
Statistical sampling is an approach to sampling that has the
- random selection of the sample units;
- and the use of probability theory
- in determining the appropriate sample size
- In Sample selection
- to evaluate sample results,
- including measurement of sampling risk characteristics.

Mathematical and statistical methods
Sample is chosen by applying certain mathematical and statistical methods.

More Scientific
Statistical Sampling- More Scientific

Probability theory, a branch of mathematics concerned with the analysis of random phenomena. The outcome of a random
event cannot be determined before it occurs, but it may be any one of several possible outcomes. The actual outcome is
considered to be determined by chance. (https://www.britannica.com/science/probability-theory)

Large number of similar items
Widely used 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.

No personal bias
There is no personal bias of the auditor in the case of statistical sampling. 1

Projection more reliable |

Since it is scientific, the results of the sample can be evaluated and projected on the whole population in a more |}
reliable manner. '
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N
;Iii-' of gxample: An auditor while verifying the Purchases during the year realised that the purchase transactions in

‘4hat year are more than 95000 in number, then in such case, statistical sampling will be highly recommended in the

Audit program.

antages of Statistical Sampling

. The amount of testing (sample size) does not increase in proportion to the increase in the size of the area
(universe) tested. (Smaller sample size gives a better representation of the population, in judgemental or
non statistical sampling sample size is large still it does not give a fair representation of the population )

2. The sample selection is more objective and thereby more defensible.

3. The method provides a means of estimating the

e minimum sample size associated with a specified risk. (Basically helps in determining the sample
size depending upon audit risk)

4. It provides a means for deriving a “calculated risk” (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.
5. It may provide a better description of a large mass of data when compared to a non-statistical approach of
sampling.

6. Results of sampling can be evaluated and projected in a better way

Non-Statistical Sampling
The sample size and its composition are determined on the basis of the

- personal experience and
- knowledge of the auditor.

Does not have any of the characteristics of random selection and use of probability theory.

This approach is simple. The sample may not be a true representative of the total population because of personal
bias and no scientific method of selection.

For example,

- April, August and March may be selected in year one and different months would be selected in the next
year,
On the basis of the value of items, The top 10 highest values. Etc.

An attempt would be made to avoid establishing a pattern of selection year after year.

An element of surprise is maintained.
It is a common practice to check large numbers of items towards the close of the year so that the adequacy

of cut-off procedures can also be determined.
e Also, because year end transactions are prone to high risk of misappropriation.

The non-statistical sampling is griticised on the grounds that it is neither objective nor scientific.
- Expected degree of objectivity cannot be assured in nonstatistical sampling
- because the risk of personal bias in selection of sample items cannot be eliminated.

Projection may not be as accurate as it was in statistical sampling because the sample has not been selected in
accordance with the mathematically based statistical techniques.

The auditor with his experience and knowledge of the client's business can evaluate the sample findings to make
audit decisions without the mathematical proof of accuracy.

Misc Topic
Factors that should be considered for deciding upon the extent of checking on a sampling plan
The factors that should be considered for deciding upon the extent of checking on a sampling plan are following:
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Size of the organisation under audit.

State of the internal control.

Adequacy and reliability of books and records.
Tolerable error range.

5. Degree of the desired confidence.
Audit Evidence-Specific Considerations For Selected items (SA 501)
Objective
The objective of the auditor is to obtain sufficient appropriate audit evidence regarding the:

a. Existence and condition of inventory;

b. Completeness of litigation and claims involving the entity; and

C. Presentation and disclosure of segment information in accordance with the applicable financial reporting
framework.

PN~

SAAE Regarding Existence and condition of inventory
When inventory is material to the FSs, the auditor shall obtain sufficient appropriate audit evidence regarding the
existence and condition of inventory by
a. Attendance at physical inventory counting, unless impracticable, to:
i.  Evaluate management's instructions and procedures for recording and controlling the results of the
entity's physical inventory counting;
ii. Observe the performance of management's count procedures;
iii.  Inspect the inventory; and
iv.  Perform test counts; and
b. Performing audit procedures over the entity's final inventory records to determine whether they accurately
reflect actual inventory count results.

Attendance at Physical Inventory Counting
Attendance at Physical Inventory Counting Involves:
a. [Inspecting the inventory to ascertain its existence and evaluate its condition, and performing test counts;
b. Observing compliance with management's instructions and the performance of procedures for recording
and controlling the results of the physical inventory count; and
C. Obtaining audit evidence as to the reliability of management'’s count procedures.

Matters Relevant in Planning Attendance at Physical Inventory Counting
Matters relevant in planning attendance at physical inventory counting include,
e Nature of inventory.
e Stages of completion of work in progress.
o The risks of material misstatement related to inventory.
e The nature of the internal control related to inventory.
o Whether adequate procedures are expected to be established and proper instructions issued for physical
inventory counting.
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.

Physical inventory counting is conducted at a date other than the date of the FSs

If physical inventory counting is conducted at a date other than the date of the FSs, the auditor shall, in addition to
the procedures mentioned above, perform audit procedures to obtain audit evidence about whether changes in
inventory between the count date and the date of the FSs are properly recorded.
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|fthe Auditor is unable to Attend Physical Inventory Counting due to Unforeseen Circumstances

If the auditor is unable to attend physical inventory counting due to unforeseen circumstances, the auditor shall
make of observe some physical counts on an aliernative dais, and perform audit procedures on intervening
transactions.

Attendance is impracticable

"~ o If attendance at physical inventory counting is impracticable, the auditor shall perform_aiiernative audi
procedures to obtain sufficient appropriate audit evidence regarding the existence and condition of
inventory. If it is not possible to do so, the auditor shall ii:¢ifify the opinion in the auditor's report in
accordance with SA 705.

e Insome cases where attendance is impracticable, alternative audit procedures, for example inspection of
documentation of the subsequent sale of specific inventory items acquired or purchased prior to the
physical inventory counting, may provide sufficient appropriate audit evidence about the existence and
condition of inventory.

e In other cases, however, it may not be possible to obtain sufficient appropriate audit evidence regarding the
existence and condition of inventory by performing alternative audit procedures. in such cases, SA 705
requires the auditor to modify the opinion in the auditor’s report as a result of the scope limitation.

Inventory under the custody and control of a third party

When inventory under the custody and control of a third party is material to the FSs, 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 a. Request confirmation from the third party as to the guaniities and condition of inventory held on behalf of

the entity.
. b. Perform inspection or other audit procedures appropriate in the circumstances.

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
1. Aitending, or arranging for another auditor to attend, the third party's physical counting of inventory, if
practicable.
. 2. Obtaining service auditoi’s report, on the adequacy of the third party’s internal control for ensuring that
inventory is properly counted and adequately safeguarded.
3. Inspecting documentation regarding inventory held by third parties, for example, warehouse receipts.
4. Requesting confirmation from other parties when inventory has been pledged as collateral.

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. Inguiry of management and, where applicable, others within the entity, including in-house legal counsel;

b. Reviewing minutes of meetings of TCWG and correspondence between the entity and its external legal
counsel; and

C. 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

Counsel

The auditor shall do so through a letter of inquiry, prepared by management and sent by the auditor, requesting the
entity’s external legal counsel to communicate directly with the auditor. If law, regulation or the respective legal

—
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professional body prohibits the entity’s external legal counsel from communicating directly with the auditor, the
auditor shall perform alternative audit procedures

[etter/of/Specific/Inquiry.- Communication with the Entity’s External LegallCounsel
e Ifitis considered unlikely that the entity's external legal counsel will respond appropriately to a letter of
general inquiry, for example if the professional body to which the external legal counsel belongs prohibits
response to such a letter, the auditor may seek direct communication through a letter of specific inquiry. For ‘
this purpose, a letter of specific inquiry includes: |
o Alist of litigation and claims; |‘
o Where available, management’s assessment of the outcome of each of the identified litigation and
claims and its estimate of the financial implications, including costs involved; and
o Arequest that the entity’s external legal counsel confirm the reasonableness of management’s
assessments and provide the auditor with further information if the list is considered by the entity’s
external legal counsel to be incomplete or incorrect.
e Incertain circumstances, the auditor also may judge it necessaiy to et with the entity’s external legal
counsel to discuss the likely outcome of the litigation or claims.
e This may be the case, for example, where:
o The auditor determines that the matter is a significant risk.
o The matter is complex. |
o Thereis disagreemeni 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.

ation in the opinion

a. management refuses to give the auditor parinission to commumizaie or meet with the entity’s external legal
counsel, or the entity's external legal counsel refuses to respond appropriately to the letter of inquiry, or is
prohibited from responding; and

b. the auditor is unable to abtain sufficient appropria
procedures,

the auditor shall medify the opinion in the auditor’s report in accordance with SA 705.

audii evideice by performing alternative audit

Written/Representations
The auditor shall request management and, where appropriate, TCWG to provide written representations that
e all known actyal or possibie litigation and claims
e whose effects should be considered when preparing the FSs
e have been
o disclosed to the auditor and
o appropriately accounted for and dis«losed in accordance with the applicable financial reporting
framework.

Segmentinformation |

Segmen nformation refers to information about different types of products and services of an enterprise and its
operations in different geographical areas

Obtain sufficient appropriate audit evidence regarding the presentation and disclosure of segment information.
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, and
(Auditor un methods ki understanding obtain karega jinhe use karke management segment information
determine karti hai) |
o Evaluating whether such methods are likely to result in disclosure in accordance with the applicable
financial reporting framework
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Where appropriate, testing the application of such methods; and
performing analytical procedures or other audit procedures appropriate in the circumstances.

nding of the Methods Used by Management

Jatters that may be relevant when obtaining an understanding of the methods used by management in

etermlnlng segment information and whether such methods are likely to result in disclosure in accordance with

the applicable financial reporting framework include:

1. Sales, transfers and charges between segments, and elimination of inter-segment amounts.

2. Comparisons with budgets and other expected results, for example, operating profits as a percentage of

sales.

3. The allocation of assets and costs among segments.

4 g_gﬂsgstencz with prior ggioﬁs and the adeguacy of the disclosures with respect to |ncon3|sten0|es |

Nuditor's responsibility regarding the presentation and disclosure of segment information |
o The audltors re'sponS|b|||ty regardlng the presentation and disclosure of segment information is in relation

to the FSs taken as a whole.

e Accordingly, the auditor is not required to perform audit procedures that would be necessary to express an |

opinion on the segment information presented on a stand alone basis.

SA 505 External Conﬂrmatuons

External conﬂrma‘uon may be deﬁned as an
e audit evidence obtained

as a direct written response

to the auditor

from a third party (the confirming party),
in paper form, or by electronic or other medium. |

Positive conﬁrmatlon request
A request that the confirming party respond directly to the auditor indicating whether the confirming pariy agrees or
disagrees with the information in the request, or providing the requested information.

Negative confirmation request

Arequest that the confirming party respond directly to the auditor gnly if the confirming party disagrees with the

Jinformation provided in the request.

Non-response
A failure of the confirming party to respend, or fully respond, to a positive confirmation request, or a confirmation
request returned undelivered.

{E}beption

‘Aresponse that indicates a difference between information reqguested to be confirmed, or contained in the entity's
‘Tecords, and information provided by the confirming party.

The exception needs to be assessed to the entire population after analyzing the reason for difference.

When using external confirmation prooedures the audltor shall maintain control over external confirmation
"équests, including:

a. Determining the information to be confirmed or requested;
| b. Selecting the appropriate confirming party;

—
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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

Determining the information to be confirmed or requested;
e External confirmation procedures frequently are performed to confirm or request information regarding
account balances and their elements.
e They may also be used to confirm terms of agreements, contracts, or transactions between an entity and
other parties, or to confirm the absence of certain conditions, such as a “side agreement”

Selecting the appropriate confirming party;

e Responses to confirmation requests provide more relevant and reliable audit evidence when confirmation
requests are sent to a confirming party the auditor believes is knowledgeable about the information to be
confirmed.

e For example, a financial institution official who is knowledgeable about the transactions or arrangements for
which confirmation is requested may be the most appropriate person at the financial institution from whom
to request confirmation.

Designing Confirmation Requests

Design of a confirmation request
e The design of a confirmation request may directly affect the confirmation response rate, and
o the reliability and the nature of the audit evidence obtained from response

Factors to be considered by auditor when designing confirmation requests
Factors to consider when designing confirmation requests include:
i)  Theassertions being addressed
i)  Specific identified risks of material misstatement, including fraud risks.
i)  The layout and presentation of the confirmation request.
iv)  Prior experience on the audit or similar engagements.
v)  The method of communication (for example, in paper form, or by electronic or other medium)
vi)  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.

vii)  The ability of the intended confirming party to confirm or provide the requested information (for example,
individual invoice amount versus total balance).

Positive confirmation request

e A positive external confirmation request asks the confirming party to reply to the auditor in all cases, either
by indicating the confirming party's agreement with the given information, or by asking the confirming party
to provide information.

e Aresponse to a positive confirmation request ordinarily is expected to provide reliable audit evidence.

e There is a risk, however, that a confirming party may reply to the confirmation request without verifying that
the information is correct.

¢ The auditor may reduce this risk by using positive confirmation requests that do not state the amount (or
other information) on the confirmation request, and ask the confirming party to fill in the amount or furnish
other information. On the other hand, use of this type of “blank” confirmation request may result in lower
response rates because additional effort is required of the confirming parties

Determination of properly addressed requests

Determining that requests are properly addressed includes testing the validity of some or all of the addresses on
confirmation requests before they are sent out.
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FoIIOW'Up on Confirmation Requests
e The auditor may send an additional confirmation request when a reply to a previous request has not been
received within a reasonable time.

o For example, the auditor may, having re-verified the accuracy of the original address, send an additional or
follow-up request.

Wanagement's Refusal to Allow the Auditor to Send a Confirmation Request
If management refuses to allow the auditor to send a confirmation request, the auditor shall

e Inguire 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 en the auditor's assessment of the relevant risks of
material misstatement, inciudiag 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 audit evidence.

:ﬁgasonableness of Management’s Refusal
e Acommon 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.
e The auditor is required to seek audit evidence as to the validity and reasonableness of the reasons because
of the risk that management may be attempting to deny the auditor access to audit evidence that may
reveal fraud or error.

Alternative Audit Procedures

Examples of alternative audit procedures the auditor may perform include:

e For accounts receivable balances — examining specific subsequent cash receipts, shipping documentation,
and sales near the period-end.

e For accounts payable balances - examining subsequent cash disbursements or correspondence from third
parties, and other records, such as goods received notes.

If the auditor concludes that management’s refusal to allow the auditor to send a confirmation request is
unreasonable, or the auditor is unakle to obtain relevant and reliable audit evidence from alternative audit
procedures, the auditor shall communicate with TCWG in accordance with SA 260. The auditor also shall determine
the implications for the audit and the auditor’s opinion in accordance with SA 705.

| Positive confirmation request Negative confirmation request

Request that the confirming party respond directly to A request that the confirming party respond directly to
| the auditor indicating whether the confirming party the auditor only if the confirming party disagrees with
agrees or disagrees with the information in the request, | the information provided in the request.

| O zroviding the requested infermation.

® Aresponse to a positive confirmation request ordinarily is expected to provide reliable audit evidence.

® There is a risk, however, that a confirming party may reply to the confirmation request without verifying that
the information is correct.

® The auditor may reduce this risk by using positive confirmation requests that do not state the amount (or
other information) on the confirmation request and ask the confirming party to fill in the amount or furnlsh
other information.

—_—
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Negative/Confirmations/(When to use?)
Negative confirmations provide less persuasive audit evidence than positive confirmations. Accordingly, the auditor
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
a. 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;
b. The population of items subject to negative confirmation procedures comprises a large number of small,
homogeneous, account balances, transactions or conditions;
c. Avery low exception rate is expected; and
d. The auditor is not aware of circumstances or conditions that would cause recipients of negative
confirmation requests to disregard such requests.

Negative Confirmations Other points

e The failure to receive a response to a negative confirmation request does not explicitly indicate receipt by
the intended confirming party of the confirmation request or verification of the accuracy of the information
contained in the request.

e Accordingly, a failure of a confirming party to respond to a negative confirmation request provides
significantly less persuasive audit evidence than does a response to a positive confirmation request.

e Confirming parties also may be more likely to respond indicating their disagreement with a confirmation
request when the information in the request is not in their favour, and less likely to respond otherwise.

e For example, Holders of bank deposit accounts may be more likely to respond if they believe that the
balance in their account is understated in the confirmation request, but may be less likely to respond when
they believe the balance is overstated. Therefore, sending negative confirmation requests to holders of bank
deposit accounts may be a useful procedure in considering whether such balances may be understated, but
is unlikely to be effective if the auditor is seeking evidence regarding overstatement.

Evaluating the Evidence Obtained

The auditor shall evaluate whether the results of the external confirmation procedures provide relevant and reliable
audit evidence, or whether performing further audit procedures is necessary. When evaluating the results of
individual external confirmation requests, the auditor may categorise such results as follows:

e Aresponse by the appropriate confirming party indicating agreement with the information provided in the
confirmation request, or providing requested information without exception;

® Aresponse deemed unreliable;

e A non-response; or

e Aresponse indicating an exception.

The auditor’s evaluation, when taken into account with other audit procedures the auditor may have performed, may

assist the auditor in concluding whether sufficient appropriate audit evidence has been obtained or whether
performing further audit procedures is necessary.

SA 510 Initial Audit Engagements - Opening Balances
Objective
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
a. Opening balances contain misstatements that materially affect the current period's FSs; and
b. Appropriate accounting policies reflected in the opening balances have been consistently applied in the
current period's FSs, or changes thereto are properly accounted for and adequately presented and disclosed
in accordance with the applicable financial reporting framework.

Definitions
Initial audit engagement
An engagement in which either:

Neeraj Arora | www.edu91.org 4.29




Chapter 4 - Audit Evidence

o The FSs for the prior period were not audited; or
The FSs for the prior period were audited by a predecessor auditor.

ening balances
se account balances that exist at the beginning of the period. Opening balances also include matters requiring

disclosure that existed at the beginning of the period, such as contingencies and commitments.

scessor auditor
auditor from a different audit firm, who audited the FSs of an entity in the prior period and who has been

rep ced by the current auditor.

tive r with respect to Opening Balances in conducting an Initial Audit Engagement.

|_;conuc ing an initial audit engagement, the objective of the auditor with respect to opening balances is to obtain

sufficient appropriate audit evidence about whether:

a. Opening balances contain misstatements that materially affect the current period's FSs; and

b. Appropriate accounting policies reflected in the opening balances have been consistently applied in the
current period's FSs, or changes thereto are properly accounted for and adequately presented and disclosed

in accordance with the applicable financial reporting framework.

information relevant to opening balances, including disclosures.

b

‘Obtain SAAE Whether OB Contains MS Having Material Affect on FS

‘The auditor shall obtain sufficient appropriate audit evidence about whether the opening balances contain
misstatements that materially affect the current period's FSs by

a. Correct Brought Forward and Disclosure of adjustment
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.

b. Appropriate Accounting Policies

Determining whether the opening balances reflect the application of appropriate accounting policies; and

c. Performing one or more of the following

i.  Careful reading of Audited other Doc
Where the prior year FSs were audited, perusing the copies of the audited FSs including the other
relevant documents relating to the prior period FSs;

ii.  Evaluate Audit Procedures
Evaluating whether audit procedures performed in the current period provide evidence relevant to the
opening balances; or

' iii.  Specific Audit Procedures

Performing specific audit procedures to obtain evidence regarding the opening balances.

Misstatement in Opening Balance
!f the auditor obtains audit evidence that the opening balances contain misstatements that could materially affect

the current period's FSs. the auditor shall perform such additional audit procedures as are appropriate in the

Circumstances to determine the effect on the current period's FSs.

_
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li ntin Current period’s FS . B | |
Il:‘n':::t::;?::r concludes that such misstatements exist in the current period's FSs, the auditor shall communicate

the misstatements with the appropriate level of management and TCWG in accordance with SA 450.

précedures adoptediby the Auditor to Obtain Audit Evidence regarding opéning Balances
Nature and extent of Audit Procedures
The nature and extent of audit procedures necessary to obtain sufficient appropriate audit evidence regarding
opening balances depend on such matters as:
e The accounting policies followed by the entity.
e The nature of the account balances, classes of transactions and disclosures and the risks of material
misstatement in the current period’s FSs.
e The significance of the opening balances relative to the current period's FSs.
e Whether the prior period’s FSs were audited and, if so, whether the predecessor auditor's opinion was

modified.

If the prior period’s FSs were audited by a predecessor auditor
e Auditor can get evidence on opening balances from predecessor's audited financials and supporting
schedules.
® Ordinarily, the current auditor can place reliance on the closing balances contained in the FSs for the
preceding period, except when during the performance of audit procedures for the current period the

Rossibility of misstatements in opening balances is indicated.

For current assets and liabilities
e Audit evidence for opening balances of current assets and liabilities may come from current audit
procedures.
e Collecting (paying) opening receivables (payables) in current period gives evidence of their initial existence,
rights, obligations, and value.
e For inventories, current audit on closing balance offers limited evidence on opening inventory, necessitating
additional procedures.:
o Observing a current physical inventory count and reconciling it to the opening inventory quantities.
o Performing audit procedures on the valuation of the opening inventory items.
o Performing audit procedures on gross profit and cut-off.

For non- current assets and liabilities

For non-current assets like property and long-term liabilities, evidence comes from accounting records and,
sometimes, third-party confirmations. In other cases, the auditor may need to carry out additional audit procedures.
Audit Conclusions and Reporting

Opening balances

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,

If the auditor concludes that the opening balances contain a misstatement that materially affects the current
period’s FSs, and the effect of the misstatement is not properly accounted for or not adequately presented or

disclosed, the auditor shall express a gualified opinion or an adverse opinion, as appropriate, in accordance with SA
705.

Consistency of Accounting Policies
If the auditor concludes that

a. the current period’s accounting policies are not consistently applied in relation to opening balances in
accordance with the applicable financial reporting framework; or
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L p a change in accounting policies is not properly accounted for or not adequately presented or disclosed in
’ accordance with the applicable financial reporting framework, the auditor shall express a gualified opinion
or an adverse opinion as appropriate in accordance with SA 705. '

2 550 Related Parties

fs:standard on Auditing (SA) deals with the auditor's responsibilities regarding related party relationships and
ctions when performing an audit of FSs. Specifically, it expands on how SA 315, SA 330 and SA 240 are to be

A party that is either
A related party as defined in the applicable financial reporting framework; or
Where the applicable financial reporting framework establishes minimal or no related party requirements:
a) A person or other entity that has control or significant influence, directly or indirectly through one or
more intermediaries, over the reporting entity;,
b) Another entity over which the reporting entity has control or significant influence, directly or
indirectly through one or more intermediaries; or
c) Another entity that is under common control with the reporting entity through having:
i)  Common controlling ownership;
ii)  Owners who are close family members; or
iii)  Common key management. However, 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

ir (s int influence
e Many financial reporting frameworks discuss the concepts
generally explain that:
i.  Control is the power to govern the financial and operating policies of an entity so as to obtain
benefits from its activities; and
ii.  Significant influence (which may be gained by share ownership, statute or agreement) is the power
to participate in the financial and operating policy decisions of an entity, but is not control over those
policies.
e The existence of the following relationships may indicate the presence of control or significant influence:
i.  Direct or indirect equity holdings or other financial interests in the entity.
ii.  The entity’s holdings of direct or indirect equity or other financial interests in other entities.
iii.  Being part of TCWG or key management (i.e., those members of management who have the
authority and responsibility for planning, directing and controlling the activities of the entity).
iv.  Being a close family member of any person referred to in subparagraph (iii).
v.  Having a significant business relationship with any person referred to in subparagraph (iii).

=

Jomir [l

oK ..--.I| 1§ !.:.l..'_ - ' 11l u e

:REiated parties, by virtue of their ability to exert control or significant influence, may be in a position to exert

: i over the entity or its management. Consideration of such behaviour is relevant when identifying
and assessing the risks of material misstatement due to fraud.

_'" Some circumsce, a spcial-purpose entity ay be a related party of the entity because the entity may in
Substance control it, even if the entity owns little or none of the special- purpose entity’s equity.

—
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Nature of Related Party Relationships and Transactions
e 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 FSs than similar transactions with unrelated parties.
e However, the nature of related party relationships and transactions may, in some circumstances, give rise to
higher risks of material misstatement of the FSs than transactions with unrelated parties
e For example,
o Related parties may operate through an extensive and complex range e of relationships and
structures, with a corresponding increase in the compIeX|ty of related party transactions.
o Information systems may be ineffective at identifying or summarising transactions and outstanding
balances between an entity and its related parties.
o 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.

Understanding the Entity's RPRT
The auditor shall inquire of management regarding:

e The identity of the entity's related parties, including changes from the prior period;

e The nature of the relationships between the entity and these related parties; and

e Whether the entity entered into any transactions with these related parties during the period and, if so, the
type and purpose of the transactions.

e The auditor shall inquire of management and others within the entity, and perform other risk assessment
procedures considered appropriate, to obtain an understanding of the controls if any in that management
has established to

o Identify, account for, and disclose related party relationships and transactions in accordance with
the applicable financial reporting framework.

o Authorise and approve significant transactions and arrangements with related parties; and

o Authorise and approve significant transactions and arrangements outside the normal course of
business.

Considerations specific to smaller entities by the auditor
e Control environment in smaller entities is Ilkely 1o be different from larger entities. In particular TCWG may
not include an outside member, and the role of governance may be undertaken directly by the
owner-manager where no other owner exists.
e Control activities in smaller entities are likely to be less formal and smaller entities may have no
documented processes for dealing with related party relationships and transactions.
e An owner-manager may mitigate some of the risks arising from related party transactions, or potentially
increase those risks, through active involvement in all the main aspects of the transactions.
e For such entities, Auditor gains understanding of related party transactions and controls through
management inquiry, observation of oversight, and document inspection.
Records or documents that may provide information about related party relationships and transactions
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:
1. Entity income tax returns.
2. Information supplied by the entity to regulatory authorities.
3. Documents associated with the entity’s filings with a securities regulator e.g, prospectuses)
4, Statements of conflicts of interest from management and TCWG.
5. Contracts and agreements with key management or TCWG.
6. Significant contracts and agreements not in the entity's ordinary course of business.
7
8
9.
1

Significant contracts re-negotiated by the entity during the period.
Specific invoices and correspondence from the entity’s professional advisors.
Internal auditors’ reporis.

0. Shareholder registers to identify the entity’s principal shareholders.
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’/11. Life insurance policies acquired by the entity.

12. Records of the entity's investments and those of its pension plans.

%nalytical Procedures (SA 520)
P! R i T

d ¢ : P iures
Routine checks alone are insufficient to reveal all errors or fraud in accounts; trend analysis, ratio analysis, and
"e_"asonable tests, collectively termed overall tests, are also necessary.

! 'J:l. e
As per the Standard on Auditi
o evaluations of financial information
. o through analysis of plausible relationships

. e among both financial and non-financial data.

|t also encompasses such i
inconsistent with other re

re of analytical
_Analytical procedures include
e comparisons of the entity’s financial information with, for example
o Comparable information for prics
o Anticipated results of the entity, such as budgets or forecasts, or zxpeciaiions of the at
as an estimation of depreciation.
o Similar industry infermaiion, 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.

ariods.

Analytical procedures also include
e Consideration of relationships, for example
o Among elements of financial information
m that would be axpected to conforiin to a predictable patizin,
e such as gross margin percentages.
o Between financial information and relevant pon-financial iniermaiion,

m such as payroll costs to number of employees.

[ ]

' These are helpful in the detection of unusuaf state of affairs and mistakes in accounts

o Itwill assist the auditor in identifving risks of material misstatement, especially risks of material misstatement
due to fraud.

® 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.

—
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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 alsoknown as analytical review.

Timing of Analytical Procedures
e Experienced auditors use analytical procedures in :if stages of the audit.
e Analytical Procedures are required in the
o planning phase and
o itis often done during the i==iini phase.
o In addition, these are also required during the completion phase

Timing of Analytical
-Proced_u_res’

[

Planning

Testing Completion
NET of FAP Used as Substantive Procedures to Assist the auditor when forming
obtain audit evidence an overall conclusion as to
whether the FS are consistent

with auditor's understanding of
the entity

Understanding

In the planning This information

stage, analytical will assist the
procedures assist auditor in
the auditor in determining the
understanding nature, timing and
the client's extent of his
business. other audit

procedures.

Factors to be considered for using Analytical Procedures as Substantive Audit Procedures

The auditor should consider the following factors for Substantive Audit Procedures:

Availability of Data

The availability of reliable and relevant data will facilitate effective analytical procedures.

Disaggregation

The degree of disaggregation in available data can directly affect the degree of its usefulness in detecting
misstatements.

Account Type
Substantive analytical procedures are more useful for certain types of accounts than for others.
e [ncome statement accounts tend to be more prediciahble because they reflect accumilzicd transactions
over a period,
e whereas hajznee shaet accounts represent the niei effect of transactions at a point in time or are subject to
greater management ;v

Source - Type of class of transactions
Some classes of transactions tend to be more predictable because they consist of numerous, similar transactions.

Whereas the transactions recorded by
e non-routine and
e estimation SCOTs (Significant Classes of Transactions) are often subject to management judgement and
therefore more difficufi to predist.
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adictability
pstantive analytical procedures are more agpropriate when an account balance or relationships between items of
dataare predictable (e.g., between sales and cost of sales or between trade receivables and cash receipts).

A predictable relationship is one that may reasenably be expected to exist and gontinue over time.

jature of Assertion
aybstantive analytical procedures may be more effective in providing evidence for some assertions (e.q.,

; Jeteness 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.

completeness - Through analytical procedures we can get an idea of whether all sales are recorded or not.
\/aluation - analytical procedures will also give an idea about unusual fluctuations in valuations of assets and
iabilities having an effect on other items.

Inherent Risk or “What Can Go Wrong”

Wwhen 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.

Available as Substantive Analytical Procedures

Substantive analytical procedures generally take one of the following forms

Trend analysis

e commonly used technique.

e The auditor evaluates
o 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

e comparison of
o current data with the prior peried balance or
o with a trend in two or more prior period balances.

In other words, trend analysis implies
e analysing account fluctuations
e by comparing current year to prior year information and,
e also, to information derived over several years.

Ratio analysis

e Ratio analysis is useful for analysing
o asset and liability accounts as well as revenue and expense accounts.

e Anindividual 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).

e Ratios can also be compared
o over time or
o to the ratios of separate entities within the group, or
o with the ratios of other companies in the same industry.

Reasonableness tests
Does not Rely on
Does pot rely on data and events of prior periods.

Neeraj Arora | www.edu91.org 4.36




Chapter 4 - Audit Evidence

Uses non-financial data of current period
e Uses non-financial data for the audit period under consideration
o Example
m occupancy rates to estimate rental income or
m interest rates to estimate interest income or expense

More applicable to income statement, accrual and prepayment accounts

® These tests are generally more applicable to income statement accounts and certain accrual or prepayment
accounts.

Review Relationship for Reasonableness
e Inother words these tests are made by

o reviewing the relationship of certain account balances (FDs) to other balances (Interest)
o for reasonableness of amounts.

Structural modelling

A modelling tool constructs a statistical model
- from financial and/or pon-financial data of prior accounting periods
- to predict current account balances

(Simple words - We use a statistical model to predict current account balance on the basis of prior accounting
periods.)

The most commonly used procedure is regression analysis, which is used for income statements using monthly
data for the past three years.

The 36 or 48 monthly observations are used to establish a relationship that is used to predict current period
balances.

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
1. Determine Suitability for Assertion r
o Determine the suitability of particular substantive analytical procedures for given assertions, Taking
account of the
m assessed risks of material misstatement and
m Tests of details, if any, for these assertions;
m Predictability of the amount
2. Evaluate Reliability of Data
o Evaluate the reliability of data
= from which the auditor's expectation of recorded amounts or ratios is developed,
m taking account of
e Source of Information
e Comparability of the information
e Nature & Relevance of Information
e Controls over the preparation of the information
3. Develop an expectation
o Develop an expectation of recorded amounts or ratios and
o 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

4. Determine Acceptable Difference
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o Determine the amount of any difference of recorded amounts from expected values that is
acceptable without further investigation.

bility of Particular Analytical Procedures for given
e Substantive analytical procedures are generally
to be predictable over time.

« Suitability of a particular analytical procedure will depend upon the auditor’s assessment of how effective it
will be in detecting a misstatement that may cause the financial statements to be materially misstated,
whether individually or in aggregate.

« 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. If risk is high due to lack
of controls we will use more tests of details and less (or even no) substantive analytical procedure.

o Substantive analytical procedure may also be considered suitable to support the test of details.

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 relevant when determining whether data is reliable for purposes of

designing substantive analytical procedures:

1. Sowurce of the information available. For example, information may be more reliable when it is obtained from
independent sources outside the entity;

9 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; and

3. 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 specialised products;

4. 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.

EVallation of whether the Expectation is sufficiently precise

Matters relevant to the auditor's evaluation of whether the expectation can be developed sufficiently precisely to

identify a misstatement that may cause the financial statements to be materially misstated, include:

1. The accuracy with which the expected results of substantive analytical procedures can be predicted. Higher
the accuracy, the more precise the expectations can be.For example, the auditor may expect greater

consistency in comparing salaries and wages from one period to another than in comparing discretionary
expenses, such as research etc.

2. The degree to which information can be disaggregated. For example, substantive analytical procedures may
be more effective when applied to financial statements of components of a diversified entity, than when
applied to the financial statements of the entity as a whole.

3. 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 employees (current, who left, new joinees) etc, is available to design substantive analytical
procedures. If the information is available, the auditor may also consider the reliability of the information

ount of difference of Recorded amounts from expected values that is acceptable
The auditor's determination of the amount of difference from the expectation that can be accepted without further
investigation is influenced by

* materiality and

e the consistency with the desired level of assurance,

e taking account of the pessibility that a misstatement may cause the ESs to be materially misstated. As the
assessed risk increases, the amount of difference considered acceptable without investigation decreases in
order to achieve the desired level of persuasive evidence.

—
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vestigating Results of Analytical Procedures
If analytical procedures performed in accordance with SA 520 identified
e fluctuations or relationships that are inconsistent with other relevant information or
o that differ from expected values by a significant amount, the auditor shall investigate such differences by:

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
e with other audit evidence obtained during the course of the audit.

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.

Ldl Procequres wuat assist wnen -I 1 Ovel i, UL | -

e Conclusions from analytical procedures, when designed and performed properly, support findings from
auditing individual FS components.. This assists the auditor to draw reasonable conclusions on which to
base the auditor’s opinion.

¢ Analytical procedures might uncover a new risk of material misstatement, requiring auditors to revise their
risk assessment and modify subsequent audit procedures as per SA 315 and SA 330.
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Chapter 5 - Audit of Items of Financiai Statements

ons

As';értions refers to the representations by management, explicit or otherwise, that are gmbodied in the FS,
as used by the auditor to consider the different types of potential misstatements that may occur.

In preparing FSs, Company’s management makes implicit or explicit claims (i.e. assertions).

These assertions are categorised for Account balance, Transaction and related disclosures

The auditor then needs to draw an audit programme to verify the assertions made by the management by
obtaining sufficient and appropriate audit evidence for each of the claims made on Account Balances, Class
of Transactions and Related Disclosures.

ons about classes of transactions and events for the period under audit

Occurrence — transactions and events that have been recorded have occurred and pertain to the entity.
Completeness — all transactions and events that should have been recorded have been recorded.
Accuracy — amounts and other data relating to recorded transactions and events have been recorded
appropriately.

Cut-off— transactions and events have been recorded in the correct accounting period.

Classification — transactions and events have been recorded in the proper accounts.

ons about account balances at the period end

Existence — assets, liabilities, and equity interests exist.

Rights and obligations — the entity holds or controls the rights to assets, and liabilities are the obligations of
the entity.

Completeness — all assets, liabilities and equity interests that should have been recorded have been
recorded.

Valuation and allocation — assets, liabilities, and equity interests are included in the financial statements at
appropriate amounts and any resulting valuation or allocation adjustments are appropriately recorded.

For example
If Company PK Girpade PVT LTD. balance sheet shows Building with carrying amount of % 150 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);

e Company PK Girpade PVT LTD. owns and controls such building (Rights and obligations assertion);

e The building has been valued accurately in accordance with the measurement principles (Valuation assertion);

e All buildings owned and controlled by Company X are included within the carrying amount of ¥ 150 lakh
(Completeness assertion).

For example

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

¢ Rights and obligations: The entity owns or controls the inventory recorded in the FS i.e. the purchase invoices have
been made in the name of client. Any inventory held by the entity on behalf of another entity has not been
recognized as part of inventory of the entity.

e Completeness: All inventory units held by the entity that should have been recorded, have been recognized
appropriately in the FS, Any inventory held by a third party on behalf of the entity has been included as part of the
inventory balance, Inventory held by the entity as a Consignee shall be excluded.

e Valuation: Inventory has been recognized at the lower of

o costand

o NRV in accordance with AS 2 - Inventories.

o Any costs that could not be reasonably allocated to the cost of production (e.g. general and administrative
costs) and any abnormal wastage have been excluded from the cost of inventory. An acceptable valuation
basis (eg.FIFO, Weighted average etc.) has been used to value inventory as at the period-end.
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Assertions about presentation and disclosure

1. Occurrence and rights and obligations - disclosed events, transactions, and other matters have occurred
and pertain to the entity.

2. Completeness — all disclosures that should have been included in the financial statements have been
included.

3. Classification and understandability — financial information is appropriately presented and described, and
disclosures are clearly expressed.

4. Accuracy and valuation - financial and other information are disclosed fairly and at appropriate amounts.

Audit'of Share Capital
General Audit procedures
1. Tally the period-end share capital balance authorised, issued and paid up to the previous year audited
FS
2. |If there is no change during the year, obtain a written confirmation/representation from the Company
Secretary that there were no changes to the entity's capital structure during the year.
3. If there is any change, verify whether the paid up capital as at the period-end is within the limits of
authorised capital. Authorised capital should be verified by examining MOA.
4. Obtain the certified copies of relevant resolutions passed at the meetings of BODs, shareholders authorising
the increase/ decrease in authorised share capital, if required, or paid up share capital.
5. If Fresh issue made in the current year, check with compliance of Companies Act 2013 with regard to
e Return of Allotment,
e Minimum Subscription,
e Minimum application money 1o be collected,
e Maintenance of separate Bank account,
e Payment of underwriting commission as per Sec 40 etc.
No shares have been issued at Discount (Sec. 53 of Companies Act)
Check if Shares are issued for cash or for Consideration other than cash.
Compliance with SEBI regulations and Guidelines.
Obtain and verify copies of forms filed with Ministry of Corporate Affairs (MCA)
e Form SH 7 for increase in authorised share capital,
e Form PAS 3 for increase in paid up capital and
e Form FC-GPR with RBI in case of Foreign Direct Investment (FDI) by a Non- reSIdent shareholder and
verify the number of securities issued along with the issue price.
10. In case there was an increase in share capital, verify whether the Company has accurately calculated the
required fee and stamp duty payable to MCA.

© © N

Issue of Shares at Premium
e Section 52 of the Companies Act, 2013 provides that a Company shall transfer the amount received as

premium to securities premium account and state the purpose for which the amount in the account can be
applied.

e There is no restriction or conditions prescribed in the Act for issue of shares at premium.

Application of securities premium account
The securities premium account may be applied by the company for the following purposes:

a. towards the issue of unissued shares of the company to the members of the company as fully paid bonus
shares;

b. in writing off the preliminary expenses of the Company;

¢. inwriting off the expenses of, or the commission paid or discount allowed on, any issue of shares or
debentures of the company;

d. in providing for the premium payable on the redemption of any redeemable preference shares or of any
debentures of the company; or

e. forthe purchase of its own shares or other securities under Section 68. (Buyback)
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The auditor needs to verify
e whether the premium received on shares, if any, has been transferred to a “securities premium account” and

e whether the application of any amount out of the said “securities premium account” is only for the purposes
mentioned above.

jssue of Shares at Discount
According to Section 53 of the Companies Act, 2013,

e A company shall not issue shares at a discount, except in the case of an issue of sweat equity shares given
u/s 54 of the Companies Act, 2013.

e Any shares issued by a company at a discounted price shall be void.

Notwithstanding anything mentioned in above two points, a company may isste shares at a discount to its
creditors when its debt is converted into shares in pursuance of any statutory resolution plan or debi
restructuring scheme in accordance with any guidelines or directions or regulations specified by RBI under
RBI Act, 1934 or the Banking (Regulation) Act, 1949.

e Where any company fails to comply with the provisions of this section, such company and every officer who
is in default shall be liable to a penalty which may extend to an amount equal to the amount raised through
the issue of shares at a discount or Z 5 lakh, 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.

Verification aspects
The auditor needs to check the following:
1. movement in share capital during the year
2. Verify that Company has not issued any of its shares at a discount by reading the inutes of
meeting of its directors and shareholders

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, 1949.

Issue of Sweat Equity Shares
Meaning
According to Section 54 of the Companies Act, 2013, the employees may be compensated in the form of ‘Sweat
Equity Shares”. “Sweat Equity Shares” mean equity shares issued by
e the company to employees or directors at a
o discount or
o for consideration other than cash
e for providing know-how or making available rights in the nature of intellectual property rights or value
additions, by whatever name called.

Verification aspects
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 authorised 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
classes of directors or employees to whom such equity shares are to be issued;

c. where the equity shares of the company are listed on a recognised stock exchange, the sweat equity shares
are issued in accordance with the regulations made by the Securities and Exchange Board and if they are not
so listed, the sweat equity shares are issued in accordance with such rules as may be prescribed.

The rights, limitations, restrictions and provisions as applicable to equity shares shall be applicable to the sweat
equity shares issued under this section and the holders of such shares shall rank pari passu with other equity
shareholders.
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Reduction of Capital (Section 66)
The auditor will carry out the following audit procedures:

1.

2.
3.

N

10.

11.

12.

Confirm that the shareholders' meeting, which was held to pass the special resolution, was duly convened
and that the proposal was circularised in advance to all the shareholders;

Check that the Articles of Association authorises reduction of capital;

Evaluate that there has been no default w.r.t repayment of deposits accepted by company or payment of
interest on such deposits. Reduction of capital shall not be affected if such default exists.

Examine the order of the Tribunal confirming the reduction and ensure that a copy of the order and the
minutes have been registered and filed with the ROC.

Check the Registrar's Certificate as regards to reduction of capital;

Vouch the accounting entries recorded to reduce the capital and to write down the assets by reference to
the resolution of shareholders and other documentary evidence;

Check whether the requirements of Schedule 1l wrt reduced capital have been complied with.

Confirm whether the revaluation of assets has been properly disclosed in the Balance Sheet:;

Verify the adjustment made in the members’ accounts in the Register of Members and confirm that either
the paid-up amount shown on the old share certificates has been altered or new certificates have been
issued in lieu of the old, and the old ones have been cancelled;

Confirm that the words “and reduced”, if required by the order of the Tribunal, have been added to the name
of the company in the Balance Sheet.

Check if the company has complied with all the terms and conditions imposed by the tribunal while
confirming reduction of share capital.

Verify that the Memorandum of Association of the company has been suitably amended.

If the Company has made any buyback of securities, ensure compliance of specific requirements as given under
sec 68 of Companies Act 2013.

Disclosure requirements of Schedule IlI
For each class of share capital (different classes of preference shares to be treated separately):

PoO0TO®

-

k.
l.
m.

the number and amount of shares authorised:;

the number of shares issued, subscribed and fully paid, and subscribed but not fully paid:;

par value per share;

a reconciliation of the number of shares outstanding at the beginning and at the end of the reporting period;
the rights, preferences and restrictions attaching to each class of shares including restrictions on the
distribution of dividends and the repayment of capital;

shares in respect of each class in the company held by its holding company or its ultimate holding company
including shares held by or by subsidiaries or associates of the holding company or the ultimate holding
company in aggregate;

shares in the company held by each shareholder holding more than 5% shares specifying the number of
shares held;

shares reserved for issue under options and contracts/commitments for the sale of shares/disinvestment,
including the terms and amounts;
for the period of 5 years immediately preceding the date as at which the Balance Sheet is prepared:
i.  Aggregate number and class of shares allotted as fully paid up pursuant to contract(s) without
payment being received in cash.

ii.  Aggregate number and class of shares allotted as fully paid up by way of bonus shares.

iil.  Aggregate number and class of shares bought back.
terms of any securities convertible into equity/preference shares issued along with the earliest date of
conversion in descending order starting from the farthest such date.
calls unpaid (showing aggregate value of calls unpaid by directors and officers)
forfeited shares (amount originally paid up)
A company shall disclose Shareholding of Promoters as below
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shares held by promoters at the end of the year % Change during the year***

Promoter Name No. of shares % of total shares**

** Details shall be given separately for each class of shares
**x % 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.

Where in respect of an issue of securities made for a specific purpose, the whole or part of the amount has not
peen used for the specific purpose at the balance sheet date, there shall be indicated by way of note how such
unutilised amounts have been used or invested.

sclosures regarding Funds advanced or loaned or invested with other persons
¢ Where company has
o advanced or loaned or invested funds (either borrowed funds or share premium or any other sources
or kind of funds)
o to any other person(s) or entity(ies), including foreign entities (Intermediaries)
with the understanding (whether recorded in writing or otherwise)
o that the Intermediary shall
m 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
m provide any guarantee, security or the like to or on behalf of the Ultimate Beneficiaries;
e The company shall disclose the following:-
a. date and amount of fund advanced or loaned or invested in Intermediaries with complete details of
each Intermediary.
b. date and amount of fund further advanced or loaned or invested by such Intermediaries to other
intermediaries or Ultimate Beneficiaries along with complete details of the ultimate beneficiaries.
c. date and amount of guarantee, security or the like provided to or on behalf of the Ultimate
Beneficiaries
d. declaration that relevant provisions of the Foreign Exchange Management Act, 1999 and Companies
Act has been complied with for such transactions and the transactions are not violative of the
Prevention of Money-Laundering act, 2002 '

Disclosures regarding Funds received from other persons
e Where a company has
o received any fund
o from any person(s) or entity(ies), including foreign entities (Funding Party)
o with the understanding (whether recorded in writing or otherwise)
o thatthe company shall
m 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
m provide any guarantee, security or the like on behalf of the Ultimate Beneficiaries,
® The company shall disclose the following
a. date and amount of fund received from Funding parties with complete details of each Funding party.
b. date and amount of fund further advanced or loaned or invested by other intermediaries or Ultimate
Beneficiaries along with complete details of the other intermediaries or uitimate beneficiaries.
¢. date and amount of guarantee, security or the like provided to or on behalf of the Ultimate
Beneficiaries
d. declaration that relevant provisions of the Foreign Exchange Management Act, 1999 and Companies
Act has been complied with for such transactions and the transactions are not violative of the
Prevention of Money-Laundering act, 2002

——
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eaning
Reserves are the amounts appropriated out of profits that are not intended to meet any liability, contingency,
commitment or diminution in the value of assets known to exist as at the date of the Balance Sheet

Types of Reserves
The reserves can be segregated as revenue or capital reserves.
Revenue reserves
Revenue reserves represent profits that are available for distribution to shareholders or below purposes such as:
e To supplement divisible profits in lean years,
e to finance an extension of business,
e to augment the working capital of the business or
e to generally strengthen the company’s financial position.

Capital Reserve
e Capital Reserve represents a reserve which does not include any amount regarded as free for distribution.
They can be utilised only for certain limited purposes. Example, Securities premium, CRR

e Capital Reserve is created from capital profits earned through sale of capital assets such as sale of fixed
assets, profit on sale of shares.

e A capital reserve, generally, can be utilised for writing down fictitious assets or losses or (subject to
provisions in the Articles) for issuing bonus shares if it is realised.

e But the amount of securities premium or capital redemption reserve account can be utilised only for the
purposes specified in Sections 52 and 55 of the Companies Act, 2013, respectively.

Assertions to be Examined
1. Existence - To establish the existence of reserves and surplus as at the year end.

2. Completeness - Reserves and Surplus balances that were supposed to be recorded have been recognized in
the FS

3. Valuation - Reserves and Surplus balances have been valued appropriately as per relevant law and
regulation and applicable FRF

4. Presentation and disclosure - Required disclosures for reserves and surplus have been appropriately made.

Audit Procedures
1. Compare opening balance of reserves and surplus to the previous year audited FS
2. For addition/utilisation in current year, in case of:
a. Profit and Loss balance -
e Trace the movement to surplus/ deficit as per the Statement of profit and less for the year
under audit.
e The movement should be traced in the Statement of Changes in Equity.
e Check the resolution passed by the board of directors regarding the recommendation of
dividend and resolution passed by shareholders regarding declaration of dividend.
b. Securities Premium - Confirm whether the company has issued any shares in excess of the nominal
value of the shares. Ensure that application of securities premium amount is as per Section 52.

Disclosure requirements of Schedule Il
Ensure whether the following disclosure requirements of Schedule Il (Part 1) to Companies Act, 2013 have been
complied with:
1. Reserves and Surplus shall be classified as:
a. Capital Reserves;
b. Capital Redemption Reserve;
c. Securities Premium_;
d. Debenture Redemption Reserve;
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. Revaluation Reserve;

f. Share Options Outstanding Account;

g. Other Reserves— (specify the nature and purpose of each reserve and the amount in respect
thereof);

h. Surplusi.e, balance in Statement of Profit and Loss disclosing allocations and appropriations such
as dividend, bonus shares and transfer to/ from reserves, etc,;
(Additions and deductions since last balance sheet to be shown under each of the specified heads);

2. Areserve specifically represented by earmarked investments shall be termed as a “fund”.

3. Debit balance of statement of profit and loss shall be shown as a negative figure under the head “Surplus”.
Similarly, the balance of “Reserves and Surplus”, after adjusting the negative balance of surplus, if any, shall

be shown under the head “Reserves and Surplus” even if the resulting figure is in the negative.

it procedures for “Existence”

sure that all borrowings on the balance sheet represent valid claims by banks or other third parties)

e Review board minutes for approval of new lending agreements. During review, make sure that any new
loan agreements or hond issuances are authorized.

Ensure that significant debt commitments should be approved by the board of directors

Agree details of loans recorded such as interest rate, nature and repayment terms to the loan agreement.
Verify that the loans obtained are within the borrowing limits of the entity.

Roll out and obtain independent balance confirmations (SA 505) in respect of all the borrowings from

the lender (banks/ financial institutions etc.).

Agree details of leases and hire purchase creditors recorded to underlying contracts/agreements.

e Incase of Debentures, examine trust deeds for terms and dates of redemption borrowing restrictions and
compliance with covenants.

When debt is retired, ensure that a discharge is received on assets securing the debt.

Obtain Written Representation that all the liabilities which have been recorded represent a valid claim by the
lenders.

Direct confirmation procedures

‘Roll out and obtain independent balance confirmations in respect of all the borrowings from the lender (banks/

financial institutions etc.) and perform the following: ‘

a. Ascertain that the confirmation asks for all information likely to be relevant to the tests of debt and related
interest balances (e.g., applicable interest rates, due dates, collateral and security interests).

b. Send reminders for non-replies.

c. Compare the balances are per the confirmations obtained to the books of the accounts. Ask for
reconciliations, if there are any differences and test the supporting documents for the reconciling items on a
test check basis.

Audit procedures for “Completeness”
(Check that all borrowings have been accounted for in the books of the company on a timely basis)

e Obtain a schedule of short term and long term borrowings (including debts outstanding at the end of the
previous year, as well as any new debt or renewal of debt) showing beginning and ending balances and
borrowings taken and repaid during the year, and perform the following:

o Consider any evidence of additional debt obtained through examination of minutes of the board of
directors, significant contracts, confirmations from banks/ lenders, support for subsequent cash
disbursements (when testing payables) etc.

o Trace the closing balances as per the schedules to the general ledger.

® Review subsequent transactions after the end of the reporting period to determine if there are unrecorded
liabilities at year end and the transactions are recorded in the correct period. (Eg: Fresh loan taken near the
balance sheet date)

Neeraj Arora | www.edu91.0rg o




Chapter 5 - Audit of Items of Financial Statements

Audit procedures for “Valuation”

(Ensure that liability is recorded at the correct amount)

e Determine that the accounting policies and methods of recording debt are appropriate and

applied consistently.

Agree loan balance and loan payables to the loan agreement.

Recompute the interest and discount or premium on redemption, if any.

Check computation of the amortisation of premium or discount, if any.

For foreign currency loans, check the closing exchange rate(s) used and verify the computations of the

restatements of foreign currency balances outstanding at year end. (As per AS 11)

e Read the provisions in loan and debt agreements and perform the following:

o Test that the entity is in compliance with loan covenants and other significant provisions of the
agreements.

o If there are any provisions with which the entity is pot in compliance, determine whether the debt
should be classified as current. If enforcement of the provisions has been waived by the lender in
case of breach of any covenant by the entity, obtain confirmation of the waiver from the lender.

e Examine the due dates on loans for proper classification between long-term and short-term.

e Where instalments of long-term loans falling due within the next twelve months have been disclosed in the
financial statements (e.g. in parentheses or by way of a footnote), verify the correctness of the amount of
such jnstalments.

e Examine the debt agreements for any restrictive covenants. Review restrictive covenant and provisions
relating to default and ensure disclosure thereof in the financial statements.

e Examine the important terms in the loan agreements and the documents, if any, evidencing charge in
respect of such loans and advances. Examine whether the requirements of the applicable statute regarding
creation and registration of charges have been complied with including disclosure of the same to the extent
mandated by statute and considered necessary for proper understanding of the user of financial
statements.

e In case the value of the security falls below the amount of the loan outstanding, examine whether the loan is
classified as secured only to the extent of the market value of the security.

e Examine the hire purchase agreements for the purchase of assets by the entity and ensure the correctness
of the amounts shown as outstanding in the accounts, and also examine the security aspect.

e He should carefully review the borrowings from related parties and ensure compliance with AS 18 or IND AS
24. Verify whether liabilities towards bank in respect of bills discounted, bills negotiated, cheques
discounted, etc. are correctly reflected and disclosed in the financial statements.

e The auditor should also verify that the amount borrowed is within the borrowing powers of the company as
laid down by the Articles of Association and Memorandum of Association.

e Verify that the company has not centravened the restrictions laid down by Section 180 of the Companies
Act, in respect of the borrowings of the company. Also, check compliance of Sections 185 and 186 of the
Companies Act, 2013. Examine the purpose for which the amount is borrowed and ensure that the amount
is not used against the interest of the company.

e Where the entity has accepted deposits, examine whether the directives issued by the Reserve Bank of India
or other appropriate authority have been complied with.

Disclosure as per Schedule i1l
(Ensure that borrowings have been presented, classified and disclosed in the FS in accordance with the
requirements of applicable FRF)
Long-term borrowing
i.  Long-term borrowings shall be classified as:
a. Bonds/debentures;
b. Term loans:
A. from banks.
B. from other parties.
c. Deferred payment liabilities;
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d. Deposits;

e. Loans and advances from related parties;

f. Long term maturities of finance lease obligations;

g. Otherloans and advances (specify nature).

Borrowings shall further be sub-classified as secured and unsecured. Nature of security shall be specified
separately in each case.

Where loans have been guaranteed by directors or others, the aggregate amount of such loans under each
head shall be disclosed.

Bonds/debentures (along with the rate of interest and particulars of redemption or conversion) shall be
stated in descending order of maturity or conversion, starting from farthest redemption or conversion date.
particulars of any redeemed bonds/debentures which the company has power to reissue shall be disclosed.
Terms of repayment of term loans and other loans shall be stated.

Period and amount of continuing default as on the balance sheet date in repayment of loans and interest,
shall be specified separately in each case.

Other Long term Liabilities shall be classified as:

e Trade Payables

e Others

{ Term Borrowings

Short-term borrowings shall be classified as:

a. Loans repayable on demand;

A. from banks.

B. from other parties.

b. Loans and advances from related partles

c. Deposits;

d. Other loans and advances (specify nature).

Borrowings shall further be sub-classified as secured and unsecured. Nature of security shall be
specified separately in each case.

Where loans have been guaranteed by directors or others, the aggregate amount of such loans under
each head shall be disclosed.

Period and amount of default as on the balance sheet date in repayment of loans and interest, shall be
specified separately in each case.

Current maturities of Long term borrowmgs shall be disclosed separately

| wings on the basis of security

Where the Company has borrowings from banks or financial institutions on the basis of security of current assets, it
‘shall disclose the following:-

~ ® whether guarterly returns or statements of current assets filed by the Company with banks or financial

institutions are in agreement with the books of accounts.
* if not, summary of reconciliation and reasons of material discrepancies, if any to be adequately disclosed.

Iful Defaulter

‘ -hhere a company is a declared wilful defaulter by any bank or financial institution or other lender, following details
sShall be given:

® Date of declaration as wilful defaulter,

® Detajls of defaults (amount and nature of defaults),
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A person or a company is termed as a “wilful defaulter” When the borrower (individual or company) defaults on their payment
obligation, even when it has the capacity to honour the said obligations. There is a deliberate intention of not repaying the loan,
(other reasons are also there, but we will stick to this only for our limited understanding).

Wilful defaulter" here means a person or an issuer who or which is categorized wilful defaulter by any bank or financial
institution or consortium thereof, in accordance with the guidelines on wilful defaulters issued by the Reserve Bank of India.

Registration of charges or satisfaction with Registrar of Companies
Where any charges or satisfaction yet to be registered with Registrar of Companies beyond the statutory period,
details and reasons thereof shall be disclosed.

Funds advanced or loaned or invested with other persons
e Where company has
o advanced or loaned or invested funds (either borrowed funds or share premium or any other sources
or kind of funds)
o to any other person(s) or entity(ies), including foreign entities (Intermediaries)
with the understanding (whether recorded in writing or otherwise)
o that the Intermediary shall
m 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
m provide any guarantee, security or the like to or on behalf of the Ultimate Beneficiaries;
e The company shall disclose the following:-
a. date and amount of fund advanced or loaned or invested in Intermediaries with complete details of
each Intermediary.
b. date and amount of fund further advanced or loaned or invested by such Intermediaries to other
intermediaries or Ultimate Beneficiaries along with complete details of the ultimate beneficiaries.
c. date and amount of guarantee, security or the like provided to or on behalf of the Ultimate
Beneficiaries
d. declaration that relevant provisions of the FEMA, 1999 and Companies Act has been complied with
for such transactions and the transactions are not violative of the PMLA, 2002

Funds received from other persons
e Where a company has
o received any fund
o from any person(s) or entity(ies), including foreign entities (Funding Party)
o with the understanding (whether recorded in writing or otherwise)
o that the company shall
m 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
m provide any guarantee, security or the like on behalf of the Ultimate Beneficiaries,
e The company shall disclose the following
a. date and amount of fund received from Funding parties with complete details of each Funding party.
b. date and amount of fund further advanced or loaned or invested by other intermediaries or Ultimate
Beneficiaries along with complete details of the other intermediaries or ultimate beneficiaries.
c. date and amount of guarantee, security or the like provided to or on behalf of the Ultimate
Beneficiaries
d. declaration that relevant provisions of the FEMA, 1999 and Companies Act has been complied with
for such transactions and the transactions are not violative of the PMLA, 2002

Audit of Trade Receivables
Points to be considered in respect of trade receivables

It is important to carry out compliance procedures in the sales audit as part of the debtors’ audit procedure. Check
to ensure that the system for receivables has the following features:
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R
Only hona fide sales lead to receivables

Sales are made to approved custemers.

All such sales are duly recorded in the books

Once recorded, the debts can only be eliminated by receipt of cash or on the authority of a responsible

official

e Debts are collected promptly

e Balances are regularly reviewed and aged, a proper system of foflow up exists and if necessary adeqitaic
provision for bad debt exists

o Clear segregation of duties relating to identification of debt, receipt of income, reconciliations and write off

of debts

To establish the EXISTENCE of trade receivables as at the period- end
i, Check whether there are gontiols in place to ensure that
o invoices cannot be recorded more than once and
o receivable balances are automatically recorded in the general ledger from the original invoice.
ii. Askfora period-end accounts receivable ageing report and trace the balance as per the report to the
general ledger.
iii.  Check whether realization is recorded invoice-wise or not.
o If not, check that money received from debtors is adjusted chronologically invoice-wise and on FIFO
basis i.e. previous bill is adjusted first.

Direct confirmation procedures
i.  Alist of trade receivables selected for confirmation should be given to the entity for preparing request

letters for confirmation which should be properly addressed.

ii.  The auditor should maintain strict control to ensure the correctness and proper dispatch of request letters.
It should be ensured that confirmations as well as any undelivered letiers are returned to the auditor and not
to the client.

ii.  Any discrepancies revealed by the confirmations received or by the additional tests carried out by the
auditor may have a bearing on other accounts not included in the original sample.

could include:

o Agreeing the balance to cash received subsequently;

o Preparing a detailed analysis of the balance, ensuring it consists of identifiable transaction and
confirming that these revenue transactions actually occurred. (examination in depth for those
balances)

V. If there are any related party receivables, review them for collectability as well as whether they were
properly authorized and the value of such transactions were reasonable and at arm's length.
vi.  Check that receivables for other than sales or services are not included in the list.
vii.  Review a trend line of sales and accounts receivable, or a comparison of the two over time, to check if there
are any unusual trends i.e. perform Analytical procedures. Make inquiries about reasons for changes in
trends with the management and document the same in audit work papers.

All Trade receivable balances that were supposed to be recorded have been recognized in the financial
statements. (COMPLETENESS)

1. The auditor needs to satisfy himself of the cut-offs. Without a cut-off, sales could be understated or

a. Ensure that all goods invoiced prior to the cut off have been invoiced and included in debtors on a
test check basis;

b. Ensure that no goods invoiced after the year- end have been included in debtors for the period under
Audit.
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2. Testinvoices listed in the receivable report. Select a few invoices from the accounts receivable ageing
report and compare them to supporting documentation to see if they were billed with the correct amounts
1o the correct customers, and on the correct dates.

3. Match invoices to shipping/ dispatch log. Match invoice dates to the shipment dates for those items in the
shipping/ dispatch log, to see if sales are being recorded in the correct accounting period. This can include
an examination of invoices issued subsequent to the period being audited, to see if they should have been
included in the period under audit.

4. Assess bills and hold sales. If there is a situation where the Company is billing customers for sales despite
still retaining the goods on-site (known as “bill and hold”), examine supporting documentation to determine
whether a sale has actually taken place or not.

5. Check if the Company has recorded an inordinately large amount of customer returns after the audit period,
which would suggest that the Company may have shipped more goods near the end of the audit period
than what the customers had authorized to inflate the profits of the company;

6. Review the process of giving discounts/ incentives and check whether the same were given as per the
Company's policy/ general industry trends.

7. Review credit memos, on a sample basis, issued during the audit period to see if they were properly
authorized.

Trade receivable balances have been VALUED appropriately
1. Review the process followed by the Company to derive an allowance for doubtful accounts.
2. Check if provisions are made at appropriate rates considering the recoverability of amounts due.
3. Obtain the ageing report of accounts receivable , split between not currently due, 30 days old, 30-60 days
old, 60- 180 days old, 180- 365 days old and more than 365 days old.
4. Obtain the list of debtors under litigation and compare with previous year.
5. Identify those debtors which appear doubtful;
o discuss with management about reasons as to why these debtors are not included in the provision
for bad debts.
o Perform further testing where any disputes exist.

6. Check that write-offs of the receivable balances have been approved by an appropriate authority i.e. the
Board of Directors in case of a company.

Required DISCLOSURE for trade receivables have been appropriately made
1. Check that the restatement of foreign currency trade receivables has been done propetly in accordance with
AS11.

2. Proper disclosure of Related Party Transactions regarding receivables have been made as per AS 18 or IND
AS 24,
3. Ensure that the transactions with parties covered under Section 189 of the Companies Act, 2013 are
reported properly in CARO,2020.
4. Ensure whether the following disclosures as required under Schedule HI (Part 1) to Companies Act, 2013 are
made for each amount disclosed under the heading “Trade Receivables”
i.  Trade Receivables ageing schedule.
ii.  Trade receivables shall be sub-classified as:
a. Secured, considered good
b. Unsecured, considered good;
c. Doubtful.
iii.  Allowance for bad and doubtful debts shall be disclosed under the relevant heads separately.
iv.  Debts due by
a. directors or other officers of the company or any of them either severally or jointly with any
other person or
b. firms or private companies respectively in which any director is a partner or a director or
member should be separately stated.
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e ceivables ageing schedule
Trade Re 9_11 ‘
Amount (in )

Outstanding for following periods from due date of payment#

Less than 6 6 Months to 1 1-2 years More than 3 years |Total
Months year

Und.gputed Trade
recewables considered

good

[Undisputed Trade
Receivables considered
{doubtful
|pisputed Trade
Receivables considered
|good
Disputed Trade
Receivables considered
doubtful

#Where no due date of payment is specified, in that case disclosure shall be from the date of the transaction.
Unbilled dues shall be dlsclosed separately.
‘Audit of Cash and/ca uivalents
To establish the Existence of cash and cash equivalent balances as at the period- end.
1. Check by Surprise
o Special care is necessary in regard to verification of cash balances.
o The cash should be checked not only on the last day of the year, but also checked again sometime
after the close of the year without giving notice of the auditor’s visit either to the entity or to his staff.
(Surprise check)
2. More than one cash balance
o  If there are more than one cash balances, e.g., when there is a cashier, a petty cashier, a branch
cashier and, in addition, there are imprest balances with employees, all of them should be checked
simultaneously.
3. Presence of cashier and sign
o ltis desirable for the cashier to be present while cash is being counted and he should be made to
sign the statement prepared containing details of the cash balance counted along with
denomination of Cash.

Cash and cash equivalent balances that were supposed to be recorded have been recorded in the financial
statements. (COMPLETENESS)
1. If there is any rough Cash Book or details of daily balance are separately kept, the auditor should (st entri
from ihe roush Cash Boek with those in the Cash Book to prove that entries in the Cash Book are correct.
2. If the auditor finds any slip, chit or 1.0.U.s in respect of temporary advances paid ic the emp.oyeas included
as part of the cash balance, he should check whether those are approved by an autiorized official and
recorced in the appropriate accounts.
3. The auditor should also perform a cash sensitivity analysis
o by compiling a summary of total cash receipts and payments each month and
o analyzing the trends to see if there have been variations in any specific month and
o request brief descriptions from the management.
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Verification of BRS

1. The auditor needs to obtain bank reconciliation statements (BRS) for all bank accounts maintained by the
entity as at the reporting period and additionally need to understand the client’s process and periodicity of
making the BRS.

2. The auditor should ensure that BRS is signed by the authorized personnel so that he is able to assign
responsibility in case of any errors.

3. Verification of BRS shall entail the following:

a. Tallying the balance as per bank book to the bank confirmation/ statement.

b. Checking of all material reconciling items included under chegues issued but presented for paymen:
to the underlying bank book forming part of books of account. For all cases where cheques have
become stale i.e. 3 months or more have lapsed since the issue date, the same should not appear in
the BRS and should instead be taken back to liabilities

¢. Checking of all material reconciling items included under chegues deposited but not credited by
bank by requesting for bank deposit slips, duly acknowledged by bank and verifying if the balances
were credited by bank subsequently by tallying to the bank statement of subsequent period.

d. Checking of all material reconciling items included under amounts or charges debited/ credited by
bank but not accounted for by requesting for bank statements for the period under audit and tallying
the same. If the amounts are found to be material, the auditor should ensure that the management
records the adjustments for the same in its books of account. If management does not adjust, the
auditor shall consider to gualify his report.

Direct confirmation procedure

1. Asignificant and important audit activity is to contact banks/ financial institutions directly and ask them to
confirm the amounts held in current accounts, deposit accounts, etc as of the end of the reporting period
under audit.

2. The Company should be asked to investigate and reconcile the discrepancies, if any, including seeking
written explanations/ clarifications from the banks/ financial institutions on any unresolved queries.

3. 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

a. Agreeing the balance to bank statement received by the Company or internet/ online login to account
in auditor’s personal presence;

b. Sending the audit team member to the bank branch along with the entity’s personal to obtain
balance confirmation from the bank directly.

Cash and cash equivalent balances have been VALUED appropriately
In addition to the procedures performed above, the auditor should ensure that all bank accounts holding foreign
currency have been restated at the closing exchange rates as per applicable FRF

Required DISCLOSURES for cash and cash equivalents have been appropriately made.
1. Cash and cash equivalents shall be classified as:
a. Balances with banks;
b. Cheques, drafts on hand;
c. Cash on hand;
d. Others (specify nature)
2. Earmarked balances with banks (for example, for unpaid dividend) shall be separately stated.
3. Balances with banks to the extent held as margin money or security against the borrowings, guarantees,
other commitments shall be disclosed separately.
4. Repatriation restrictions, if any, in respect of cash and bank balances shall be separately stated.
5. Bank deposits with more than 12 months’ maturity shall be disclosed separately.
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fl ries
3 bliéh the EXISTENCE of Iinventories as at the period- end.
Review entity’s plan for performing inventory count.
Ensure that consigned goods have been segregated.
Auditor should participate in the inventory count with the management.
Test counts of inventory by auditor should include:
observing employees are adhering to the agreed plan.
assuring that all items are properly tagged.
Assuring that there is appropriate supervision on the count procedure.
Observing that proper amounts are shown on tags.
Staying alert at all times and specifically being cautious about empty boxes, etc. and obsolete items.
Performing cut-off testing by documenting the last 5-10 receiving reports and shipping documents
as of the period end.
Ensuring exclusion of third party stock and damaged or obsolete stock.
Investigating any significant differences between the physical stock take and the stock records as
per Books. The auditor should ask the entity’s personnel to sign all stock count sheets and also |
agree the variances observed, if any, to avoid any conflicts. |
e When the entity uses a periodic system for inventory count, it should be undertaken at the end of the period.
If the entity uses a perpetual system with proper and adequate records, inventory may be counted at interim
dates.
e Confirm or investigate any inventory of the entity lving with a third party (specifically relevant for cases
where the entity gets job work done in its process of production).

o O O O O O

o O

Only the inventories held by the entity have been recorded in the financial statements and do not include any
inventories that belong to third parties but does include inventories owned by the entity and lying with a third
party (COMPLETENESS)

e Perform analytical procedures (comparison tests with industry averages, budgets, prior years, trend

analysis, etc.).

e Perform purchase and sales cutoff tests.Trace shipping documents (bills of lading and receiving reports,
warehouse records, and inventory records) to accounting records immediately before and after year-end.
With respect to tagged inventory, perform tests for omitted transactions and tests for invalid transactions.
Verify the clerical and arithmetical accuracy of inventory listings.

Reconcile physical inventory amounts with perpetual records.

Reconcile physical counts with general ledger control totals.

Reconcile inventories which belong to client but are held with third parties like transporters, warehouses,
port authorities etc.

e Goods received on consignment basis have been properly segregated from other items of inventory.

Valid legal ownership rights (RIGHTS AND OBLIGATIONS)
The entity has valid legal ownership rights over the inventories claimed to be held by the entity and recorded in the
FS.

e Vouch recorded purchases to underlying documentation (purchase requisition, purchase order, receiving
report, vendor invoice and cancelled cheque or payment file).
Evaluate the consigned goods.
Examine client correspondence, sales and receivables records, purchase documents.
Review material purchase commitment agreements.
Examine invoices for evidence of ownership i.e. the invoices shall be in the name of the client.
Auditors shall 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
third party on its business letterhead and signed by an authorized personnel of that third party confirming
that the items of inventory belong to the entity and are being held by such third party on behalf of and for
the benefit of the entity under audit.
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Inventories have been VALUED appropriately and as per generally accepted accounting policies and practices
(VALUATION)
General Points

e Depending on how the business gperates, the management may value inventory using Eirst-in-first-out

(FLFO) or weighted average basis. |
e Consider the reasonableness of the method adopted.

For Raw materials and consumables
e Ascertain what elements of cost are included e.g. carriage inward, non-refundable duties etc.
e If standard costs are used, enquire into the basis of standards; how these are compared with actual costs
and how variances are analyzed and accounted for/ treated in accounting records.
e Testcheck cost prices used with purchase invoices received in the month(s) prior to counting.
e Follow up valuation of all damaged or obsolete inventories with a view to establishing a realistic net
realizable value.

For Work in progress
e Ascertain how the various stages of production/ value additions are measured and in case estimates are
made, understand the basis for such estimates.
¢ Ascertain what elements of cost are included. If overheads are included, ascertain the basis on which they
are included and compare such basis with the available costing and financial data/ information maintained
by the entity.
¢ Ensure that material costs exclude any abnormal wastage factors.

For Finished goods and goods for resale
e 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
disclosed in the financial statements.
e Ensure that inventories are valued at net realizable value if they are likely to fetch a value Jower than their
cost.
® Follow 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 old and more than 365 days old.
e 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.
Calculate inventory turnover ratio. Obsolete inventory may be revealed if ratio is significantly lower.
In manufacturing environments, test overhead allocation rates and ensure that only direct labour, direct
material and overhead have been included.

Goods 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.

ii.  He should inquire into the necessity of sub contractor retaining the inventory.

iii. ~ The goods lying with them for a very long period would merit auditors’ special attention for making
provision.

iv.  The records, voucher/slips for the requlating the movement of inventory into and out of entity for
sub-contracting work be reviewed by vouching for few transactions for ensuring existence and working of
internal control system for them.

v.  The vauation of inventories should be correctly 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.
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Check whether subsequently the goods lying with third party were sold or received back after the expiry of

the stipulated time period.

viii.  Ensuré that the goods have been included in the closing inventory though lying with a third party.

ples of costs to be excluded in determining cost of Inventory

- determining the cost of inventories, it is appropriate to exclude certain costs and recognise them as expenses in

the period in which they are incurred. Examples of such costs are:

| abnormal amounts of wasted materials, labour, or other production costs;

i, storage costs, unless those costs are necessary in the production process prior to a further production
stage,;

i. administrative overheads that do not contribute to bringing the inventories to their present location and
condition; and

. iv. seiling and distribution costs.

Required DISCLOSURES for inventories have been appropriately made
Ensure whether the following disclosures as required under Schedule Il (Part 1) to the Companies Act, 2013 have
been made:
o Whether inventory has been classified as:
o Raw materials
o Work-in-progress
o Finished goods
o Stock-in-trade (goods acquired for trading)
o Stores and spares
o Loosetools
o Others (specify nature).
e Whether goods-in-transit have been disclosed separately under each sub-head of inventories.
e Mode of valuation shall be stated.

Audit of °
Recogniti
e The cost of an item of PPE should be recognised as an asset if
a. ltis probable that future economic benefits associated with the item will flow to the enterprise, and
b. The cost of the item can be measured reliably.
e Anitem that qualifies for recognition as an asset should be measured at its cost

Eletents-of Cost
The cost of an item of PPE comprises:

p rice, including import duties and non-refundable purchase taxes, after deducting trade
discounts and rebates.

. any costs directly attributable to bringing the asset to the location and condition.

c. theinitial estimate of the costs of dismantling, removing the item and restoring the site on which it is
1 located, referred to as decommissioning, restoration and similar liabilities.
Examples of directly attributable costs

a. costs of employee benefits arising directly from the construction or acquisition of the item of PPE
costs of site preparation;
initial delivery and handling costs;
installation and assembly costs;
costs of testing whether the asset is functioning properly, after deducting the net proceeds from selling any
items produced while bringing the asset to that location and condition
professional fees.

coowT

—h
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Examples of costs that are not costs of an item of PPE

a. costs of opening a new facility or business, such as, inauguration costs;
b. costs of introducing a new product or service (advertising and promotional activities);
c. costs of conducting business in a new location or with a new class of customer and
d. administration and other general overhead costs.

To establish the EXISTENCE of PPE as at the period-end
1. Review entity’s plan for performing physical verification of PPE
e Bywhom
e Period
2. Evidence of appropriate supervision of those performing physical verification of PPE should be examined.
3. Obtain PPE physical verification report backed by the working sheets from the entity and perform the
following procedures:
e Assess if all items of PPE are properly tagged and carry identification marks/ numbers.
e Reconciliation of items of PPE as physically verified with the fixed asset register.
e Verify the discrepancies noted, based on physical verification undertaken and the manner in which
such discrepancies have been dealt with in the entity’s books and financial statements.

Additions to PPE during the period under audit have been recorded in the financial statements (COMPLETENESS)

e Verify the movement in the PPE schedule compiled by the management i.e. Opening balances + Additions
during the period — Deletions during the period = Closing balances. Tally the closing balance to the entity’s
books of account.

e Check the arithmetical accuracy of the movement in PPE schedule.
Tally the opening balances to the previous year audited financial statements.

e For additions during the period under audit, obtain a listing of all additions from the management and
perform the following procedures:

o For all material additions, verify if such expenditure meets the criteria of PPE as per AS 10 Revised.

o Ensure that the entity is not recognizing costs of the day-to-day servicing in the carrying amount of
an item of property, plant and equipment.

o Testthe purchase invoice, installation certificate or report or other similar documentation
maintained by the entity to verify the date of addition, for all additions samples of PPE during the
period under audit.

o Verify whether the PPE additions have been approved by authorized personnel.

Verify whether proper internal processes and procedures like inviting competitive quotations/
floating tenders etc. were followed prior to finalising the vendor for procuring items of PPE/
awarding of work contract for capital projects by checking the supporting documents of the samples
selected.
e In relation to deletions to PPE, understand from the management the reason and rationale for deletion and
the manner of disposal.

o Obtain the management approval and discard note authoring disposal of the asset

o Verify the process followed for sale of discarded PPE.

o Verify that the management has accurately recorded the deletion, profit or loss on disposal of PPE

PPE have been VALUED appropriately and as per generally accepted accounting policies and practices
e Verify that the entity has charged depreciation on all items of PPE unless any item of PPE is non-
depreciable like freehold land;
e Assess that the depreciation method used reflects the pattern in which the asset's future economic benefits
are expected to be consumed by the entity.
e The auditor should also verify whether the management has done an impairment assessment to determine
whether an item of PPE is impaired as per the requirements of AS 28.
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el'lﬂW has valid legal ownership rights over the PPE claimed to be held by the entity and recorded in the

cial statements (RIGHTS AND OBLIGATION)

" o Verify that purchase invoices are in the name of the entity that entitles legal title of ownership to the
respective entity.

o For all additions to land and building in particular, the auditor should check the conveyance deed/ sale deed
to verify whether the entity is the legal and valid owner or not.
Verify the criging! title deeds for all immovakle properties held as at the balance sheet date.
if immovable property is given as security for any borrowings and the original title deeds are not available
with the entity, the auditor should request the entity's management for obtaining a confirmation from the
respective lenders that they are holding the original title deeds of immovable property as security.

o Verify the register of charges to assess that any charge has been created against the PPE.

equired DISCLOSURES for PPE have been appropriately made
i, Classification shall be given as:
a. Land;
b. Buildings;
c. Plant and Equipment;
d. Furniture and Fixtures;
e. Vehicles;
f.  Office equipment;
g. Others (specify nature).

ii. Assets under lease shall be separately specified under each class of asset.

iii.  Areconciliation of the gross and net carrying amounts of each class of assets at the beginning and end of
the reporting period showing additions, disposals, acquisitions through business combinations, amount of
change due to revaluation (if change is 10% or more in the aggregate of the net carrying value of each class
of Property, Plant and Equipment) and other adjustments and the related depreciation and impairment
losses/reversals shall be disclosed separately.

iv.  Where sums have been written-off on a reduction of capital or revaluation of assets or where sums have
been added on revaluation of assets, every balance sheet subsequent to date of such write-off, or addition
shall show the reduced or increased figures as applicable and shall by way of a note also show the amount
of the reduction or increase as applicable together with the date thereof for the first five years subsequent
to the date of such reduction or increase.

Additional Disclosures

Title deeds of Immovable Property not held in name of the Company

The company shall provide the details of all the immovable property (other than properties where the Company is
the lessee and the lease agreements are duly executed in favour of the lessee) whose title deeds are not held in the
name of the company in format given below and where such immovable property is jointly held with others, details
are required to be given to the extent of the company's share.

Relevant line Description of Gross Title deeds |Whether title Property held |Reason for not

itern in the item of property |carrying |heldinthe |deed holderisa since which being held in the

Balance sheet value name of promoter, date name of the
director or relative# of company (Also
prometer*/director or indicate the

employee of
promoter/diract or

dispute if any)

p—

|PPE Land & Building - - - .
Investment Land & Building
| Property

PPE retired from
active use and

Land & Building
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held for disposal
Others |

#Relative here means relative as defined in the Companies Act, 2013. !
*Promoter here means promoter as defined in the Companies Act, 2013.

Where the Company has revalued its Property, Plant and Equipment,
Company shall disclose as to whether the revaluation is based on the valuation by a registered valuer as defined
under rule 2 of the Companies (Registered Valuers and Valuation) Rules, 2017.

Capital-Work-in Progress (CWIP)
a. For Capital-work-in progress, following ageing schedule shall be given:

(Amount in ¥)

Amount in CWIP for a period of Total*
CWIP Lessthan1 |[1-2 years 2-3 years More than 3
year years

Projects in Progress

Projects temporarily
suspended

Total shall tally with CWIP amount in the balance sheet

b. For capital-work-in progress, whose completion is overdue or has exceeded its cost compared to its original
plan, following CWIP completion schedule shall be given**.

(Amount in ¥)

To be completed in

CWIP Less than 1 year 1-2 years 2-3 years More than 3 years
Project 1
Project 2
**Details of projects where activity has been suspended shall be given separately

e Anintangible asset is an identifiable non-monetary asset, without physical substance, held for useimthe
production or supply of goods or services, for rental to others, or for administrative purposes
e Asper AS 26 Intangible Assets, internally generated goodwill should not be recognized as an asset.

To establish the EXISTENCE of intangible fixed assets as at the period- end.
e Auditor should ensure that an intangible asset shall be recognised only if
o itis probable that future economic benefits associated with the asset will flow to the entity;
o cost of the item can be measured reliably
e For verifying the existence of software, the auditor should verify whether such software is in active use by
the entity and for the purpose, the auditor should verify the sale of related services/ goods during the period
under audit, in which such software has been used.
o For verifying the existence of design/ drawings, the auditor should verify the production data to establish if
such products for which the design/ drawings were purchased, are being produced and sold by the entity.
e In case any intangible asset is not in active use, deletion should have been recorded in the books of account
post approvals by the entity’'s management and amortization charge should have ceased beyond the date of
deletion.
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sdditions t0 Intangible assets during the period under audit have been recorded appropriately in the financial

: ents (COMPLETENESS)

o Verify the movement in the intangible assets schedule 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 For all material additions, verify whether such expenditure meets the criterion for recognition of an
intangible asset as per AS 26.

o Ensure that no cost related to research gets recognized as an intangible asset.

o Check the gertificate or report or other similar documentation maintained by the entity to verify the
date of use of the intangible which could be linked to date of commencement of commercial
production/ economic use to the entity, for all additions to intangible assets during the period.

Verify whether the additions (acquisitions) have been approved by appropriate personnel.
Verify whether proper internal processes and procedures like inviting competitive quotations/ proper
tenders etc. were followed prior to finalizing the vendor for procuring item of intangible assets by
testing those documents on a sample basis.

e Inrelation to deletions of intangible assets,

o understand from the management the reason and rationale for deletion and the manner of disposal.

o Obtain the management approval and disposal note authoring disposal of the asset from its active
use.

o Verify the process followed for sale of discarded asset,

m example inviting competitive quotes, tenders and the basis of calculation of sales proceeds

o Verify that the management has accurately recorded the deletion of intangible asset (original cost
and accumulated amortization up to the date of disposal) and the resultant gain/ loss on disposal in
the entity’s books of account.

Intangible assets have been VALUED appropriately and as per generally accepted accounting policies and
practices

e Verify that the entity has charged amortization on all intangible assets;

e Verify that the amortization methed used reflects the pattern in which the asset's future economic benefits
are expected to be consumed by the entity.

e The auditor should also 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 28 - Impairment of Assets.

The entity has valid legal ownership rights over the Intangible Assets claimed to be held by the entity and
recorded in the financial statements (RIGHTS AND OBLIGATION)

The auditor while performing testing of additions should also verify that all expense invoices/ purchase contracts
are in the name of the entity that entitles legal title of ownership to the entity.

Required DISCLOSURES for Intangible Assets have been appropriately made
i.  Classification shall be given as:

Goodwill

Brands /trademarks;

Computer software;

Mastheads and publishing titles;

Mining rights;

Copyrights, and patents and other intellectual property rights, services and operating rights;

Recipes, formulae, models, designs and prototypes,

Licences and franchise;

Others (specify nature).

~T@ e o0 T
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ii.  Areconciliation of the gross and net carrying amounts of each class of assets at the beginning and end of
the reporting period showing additions, disposals, acquisitions through business combinations, amount of
change due to revaluation (if change is 10% or more in the aggregate of the net carrying value of each class
of intangible assets) and other adjustments and the related depreciation and impairment losses or reversalg
shall be disclosed separately.

ii.  Where sums have been written-off on a reduction of capital or revaluation of assets or where sums have
been added on revaluation of assets, every balance sheet subsequent to date of such write-off, or addition
shall show the reduced or increased figures as applicable and shall by way of a note also show the amount
of the reduction or increase as applicable together with the date thereof for the first five years subsequent
to the date of such reduction or increase.

Additional Disclosures
Intangible assets under development:
¢ Intangible assets under development ageing schedule shall be given
¢ For Intangible assets under development, whose completion is overdue or has exceeded its cost compared
to its original plan, a different Intangible assets under development completion schedule shall be given.

udit of Trade Payables'and/Other Current Liabilities
Classlﬁcatlon of Liabilities

A liability shall be classified as current when it satisfies any of the following criteria:
a) itis expected to be settled in the company's normal eperating cyele;
b) it is held primarily for the purpose of being traded:
¢) itis due to be settled within twelve months after the reporting date; or
d) the company does not have an unconditional right to defer settlement of the liability for at least twelve
months after the reporting date. Terms of a liability that could, at the option of the counterparty, result in its
settlement by the issue of equity instruments do not affect its classification.
All other liabilities shall be classified as non-current.

To establish the EXISTENCE of trade payables and other current liabilities as at the period-end
e Check whether there are controls in place to ensure that any purchase/ expense invoice does not get
recorded more than once and payable balances are automatically recorded in the general ledger at the time
of recording of expense.
e Obtain the accounts payable ageing report and trace its balances to the general ledger:
o If there are any differences, investigate reconciling items.
o Journal entries specially for large amounts should be carefully examined.

Direct confirmation procedure

e Animportant audit activity is to contact vendors directly/independently and ask them to confirm the
amounts of accounts payable. This should necessarily be done for all significant account payable balances
as at the period-end and for parties from whom material purchases have been made during the period under
audit even if period-end balance of such parties is not significant.

e The auditor employs direct confirmation procedure with the consent of the entity under audit.

e There may be situations where the management of the entity requests the auditor not to seek confirmation
from certain trade payables. In such cases, the auditor should consider whether there are valid grounds for
such a request.

e The trade creditors may be requested to confirm the balances either

o as at the date of the balance sheet, or
o as at any other selected date which is reasonably close to the date of the balance sheet.
The date should be decided by the auditor in consultation with the Company.
e The form of requesting confirmation from the trade creditor may be either
o the form with balance as at year end wherein the trade creditor is requested to respond whether or
not he is in agreement with the balance shown, or
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o the form with no balance wherein the trade creditor is requested to respond to the balance as per his

records. The use of the form with no balance is preferable.

« The method of selection of the trade creditors should not be revealed to the Company.

o A listof trade creditors selected for confirmation should be given to the entity for preparing request letters
for confirmation which should be properly addressed.

o Inthe alternative, the auditor may request the client to furnish duly autherised confirmation letiers and the
auditor may fill in the names, addresses and the amounts relating to trade creditors selected by him and
mail the letters directly.

e The auditor should maintain strict control to ensure the correctness and proper dispatch of request letters.
It should be ensured that confirmations as well as any undelivered letters are returned to the auditor and not
to the client. Any discrepancies revealed by the confirmations received or by the additional tests carried out
by the auditor, may have a bearing on other accounts not included in the original sample.

e Where no reply is received, the auditor should perform additional testing regarding the balances. This
testing could include:

o Testing of subseqguent payments in respect of the trade payables to whom confirmations were rolled
out but no replies received.

o Agreeing the details of the respective balance to the underlying vendor invoices;

o Preparing a detailed analysis of the balance, ensuring it consists of identifiable transactions and
confirming that these purchases/ expense transactions actually occurred. (examination in depth).

e If there are any related party payables, review whether they were properly authorized and the value of such
transactions were reasonable and at arm’s length. Review a_trend line of purchases/ expenses and accounts
payable, or a comparison of the two over time, to see if there are any unusual trends. Make inquiries about '
reasons for changes in trends from the management. ‘

Trade payables and liability balances that were supposed to be recorded have been recognized in the financial

statements. (COMPLETENESS)

e The auditor needs to perform the following cut off procedures:

o Forthe last 5 invoices received/ recorded at the end of the reporting date (cut off date) and which
have been included in the trade payables; the risk and rewards of ownership in goods should have
been transferred in favour of the entity;

e Test purchases/ expenses on a sample basis selecting the same from the accounts payable ledgers and
checking their supporting documents to ensure that the purchases were recorded at the correct amounts
and correct dates. ‘

e Match purchase invoice dates to the gate entry (inward) dates to check whether the purchases are being
recorded in the correct accounting period. This can include an examination of purchase/ expense invoices
received subsequent to the period being audited, to see if they should have been included in the period
under audit.

e Review subseguent expense vouchers. Review all material expense vouchers recorded post the balance
sheet date to see if they relate to transactions from within the audit period.

Statutory dues liability

e In relation to statutory dues liability like withholding tax (TDS) payable, GST payable, luxury tax payable,
professional tax payable, PF and ESI payable etc., prepare a reasonability statement with respect to sales/
purchases/ employee benefit expenses. Example- GST liability for last month may be calculated by applying
the applicable rate to the sales made and in case of any variance with the GST liability recorded by the
entity, reasons for variance should be requested from client and in case found satisfactory, the same should
be maintained as part of audit documentation.

e Similarly, Provident Fund liability for last month may be calculated by applying the applicable rate to the
employee benefit expense and in case of any variance with the liability recorded by the entity, reasons for

variance should be requested from client and in case found satisfactory, the same should be maintained as
part of audit documentation.

e Further, the auditor should obtain and verify the
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o challans for deposits made subsequent to the period-end for all statutory liabilities as at the balance
sheet date and
o also analyse the reasons, if any, in consultation with the management for any variance between the
amounts deposited subsequently vis-a-vis the liability recorded in books of account.
He shall prepare a complete list of all statutory dues and consider his reporting requirements under CARO,
2020.

Trade payables and other liability balances have been VALUED appropriately.

i

Review the process followed by the Company to identify if any old creditor balance/ liability needs to be
written back. This will include a consistency comparison with the method used in the last year, and a
determination of whether the method is appropriate for the underlying business environment.

Obtain the ageing of payable balances, split between current, less than 30 days old, 30-60 days old, 60-180
days old, 180- 365 days old and more than 365 days old .

Also, obtain the [ist of vendors with whom the Company has disputes and any claims from customers, under
litigation and compare with previous year.

Check that write backs in the liability balances assessed as no longer payable have been approved by an
appropriate and authorised member of senior management, for example — CEQ/MD.

Check that the restatement of foreign currency trade payahles has been done properly In accordance with
AS.

Understand management’s process to identify the principal amount and the_interest due thereon (if any)
remaining unpaid to any Micro, Small and Medium Sized Enterprises suppliers at the end of accounting year.
Test check the management process to assess if the auditor could rely on the management process.

Required DISCLOSURES for trade payables and other liabilities have been appropriately made
Ensure whether the following disclosures as required under Schedule Ill (Part 1) to Companies Act, 2013 have been

made:

Disclosures relating to Micro and Small enterprises

Principal amount and the interest due thereon (to be shown separately) remaining unpaid to any supplier at
the end of each accounting year.

Amount of interest paid by the buyer in terms of section 16 of the Micro, Small and Medium Enterprises
Development Act, 2006, along with the amount of the payment made to the supplier beyond the appointed
day during each accounting year.

Amount of interest due and payable for the period of delay in making payment (which have been paid but
beyond the appointed day during the year) but without adding the interest specified under MSME
Development Act, 2006.

Amount of interest accrued and remaining unpaid at the end of each accounting year.

Amount of further interest remaining due and payable even in the succeeding years, until such date when
the interest dues above are actually paid to the small enterprise, for the purpose of disallowance of a
deductible expenditure under section 23 of the MSME Development Act, 2006

Trade payables due for payment
The ageing schedule shall be given for Trade payables due for payment.

(Amount in ¥)

Particulars Outstanding for following periods from due date of payment#
CWIP Less than 1 year |1-2 years 2-3 years More than 3 years |Total
(i) MSME

ii) Others

(
(i) Disputed Dues- MSME
(iv) Disputed Dues - Others
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. i similar information shall be given where no due date of payment is specified in that case disclosure shall
be from the date of the transaction.
o Unbilled dues shall be disclosed separately.

other current Liabilities
The amount shall be classified as:
e Current maturities of finance lease obligations
Interest accrued but not due on borrowings
Interest accrued and due on borrowings
Income received in advance
Unpaid Dividends
Application money received for allotment of securities and due for refund and interest accrued thereon.
Share application money includes advances towards allotment of share capital. The terms and conditions
including the number of shares proposed to be issued, the amount of premium, if any, and the period before
which shares shall be allotted shall be disclosed. It shall also be disclosed whether the company has
sufficient authorised capital to cover the share capital amount resulting from allotment of shares out of
such share application money. Further, the period for which the share application money has been pending
beyond the period for allotment as mentioned in the document inviting application for shares along with the
reason for such share application money being pending shall be disclosed. Share application money not
exceeding the issued capital and to the extent not refundable shall be shown under the head Equity and
share application money to the extent refundable, i.e., the amount in excess of subscription or in case the
requirements of minimum subscription are not met, shall be separately shown under “Other current
liahilities”;
e Unpaid matured deposits/debentures and interest accrued thereon

Unpaid matured debentures and interest accrued thereon

Others (specify nature).

Audit of Loans and/Advances and Other Current Assets

To establish the EXISTENCE of loans and advances and other current assets as at the period-end.

For establishing existence of loans and advances direct confirmation procedures should be performed, the principal
amount, interest receivable, if any, as per the agreed terms between the parties, may also be included as part of the

balance to be confirmed.

Loans and advances and other current asset balances that were supposed to be recorded have been recognized
in the financial statements. (COMPLETENESS)

1. Obtain a lis¢ of all advances and other current assets and compare them with balances in the Jedger.
2. Verify loan agreements and acknowledgements of parties in respect of outstanding loans.

3. Examine, in case of material loan or advances, authorisation by the Memorandum and Articles of
Association in the case of Company.

4. The auditor should confirm that the loans advanced were within the competence of persons who had
advanced the same, directors in the case of a Company, partners in the case of a firm and trustees in the
case of a trust.

5. Inspect the minutes of meeting of board of directors to confirm if all material loans and advances were
approved by the board of directors.

6. Inspect if any security has been deposited against due repayment of the loan.

7. Ascertain if loans are being recovered regularly as per agreed instalments.

T 8. If there are any related party loans and advances, review whether they were properly authorized and the
value of such transactions were reasonable and at arm’s length.

9. In relation to balances with statutory authorities like GST input credit, prepare a reascnability with respect to
purchases/ expenses by applying the applicable rate to the purchases/ expenses and in case of any
variance with the asset recorded by the entity, reasons for variance should be requested from the entity.

Neeraj Arora | www.edu91.org 5.25




Chapter 5 - Audit of Items of Financial Statements
10. Obtain statutory returns filed with the authorities like GST returns and verify whether the amount recorded
as per books of account tallies with the claim made with the authorities.

Loans and advances and other current asset balances have been VALUED appropriately.
1. Assess the allowance for doubtful accounts.
a. Review the process followed by the Company to derive an allowance for doubtful accounts.
b. Compare the process used in the last year and determine the appropriateness of the method used.
2. Obtain the ageing report of loans and advances, split between not currently due, 30 days old, 3060 days old,
60- 180 days old, 180- 365 days old and more than 365 days old.
3. Obtain the list of loans and advances under litigation and compare with previous year.
4. ldentify those loans and advances that appear doubtful; discuss with management about the reasons as to
why these loans/ advances are not included in the provision for doubtful balances.
5. Examine bad loans/ advances write-offs. Prepare schedule of movements on Bad loans/ advances —
Provision Accounts and loans/ advances written off
6. Examine that write-offs or other reductions in the recoverable balances have been approved by the
appropriate authority.
7. Check that the restatement of foreign currency loans and advances/ other current assets has been done
properly in accordance with AS 17.

Required DISCLOSURE for loans and advances and other current assets have been appropriately made

Ensure whether the following disclosures as required under Schedule IIl (Part 1) to Companies Act, 2013 have been
made:

Long Term loans & Advances
i.  Long-term loans and advances shall be classified as:
a. Capital Advances;
b. Loans and advances to related parties (giving details thereof);
c. Otherloans and advances (specify nature).
ii.  The above shall also be separately subclassified as:
a. Secured, considered good;
b. Unsecured, considered good;
c. Doubtful.
iii.  Allowance for bad and doubtful loans and advances shall be disclosed under the relevant heads separately.
iv.  Loans and advances due by
a. Directors or other officers of the company or any of them either severally or jomtly with any other
persons or
b. amounts due by firms or private companies respectively in which any director is a partner or a
director or a member should be separately stated.

Short-term loans and advances
i.  Short-term loans and advances shall be classified as:
a. Loans and advances to related parties (giving details thereof);
b. Others (specify nature).
ii.  The above shall also be sub-classified as:
a. Secured, considered good;
b. Unsecured, considered good;
¢. Doubtful.
iii.  Allowance for bad and doubtful loans and advances shall be disclosed under the relevant heads separately.
iv.  Loans and advances due by
a. directors or other officers of the company or any of them either severally or jointly with any other
person or
b. amounts due by firms or private companies respectively in which any director is a partner or a
director or a member shall be separately stated.
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jonal Disclosures

j blowiﬂg disclosures shall be made where Loans or Advances in the nature of loans are granted to promoters,
pirectors, KMPs and the related parties (as defined under Companies Act, 2013,) either severally or jointly with any
other person, that are:

- 4. repayable on demand or

b. without specifying any terms or period of repayment

rme of Borrower Amount of loan cr advance in the nature |Percentage to the total Loans and

of loan outstanding Advances in the nature of loans

'Meaning of Provision
A provision is a liability which can be measured only by using a substantial degree of estimation.
A provision is recognised when:
o an entity has a present obligation (legal or constructive) as a result of a past event;
o itis probable that an putflow of resources embodying economic benefits will be required to settle the
obligation; and
o areliable estimate can be made of the amount of the obligation.
If these conditions are not met, no provision should be recognized.

Meaning of Contingent Liabilities
A contingent liability is:

o a possible obligation that arises from past events and whose existence will be confirmed only by the
occurrence or non-occurrence of one or more uncertain future events not wholly within the control of the
entity; or

e apresent obligation that arises from past events but is not recognized because:

o itis pot probable that an outflow of resources embodying economic benefits will be required to settle
the obligation; or
o the amount of the obligation cannot be measured with sufficient reliability.

Audit Procedure for verification
1. Obtain a list of all provisions and compare them with balances in the ledger.
2. Inspect the underlying agreements like agreement with customiers to assess warranty commitments, any
legal and other claims on the entity i.e. litigations.
3. Obtain the underlying working and the basis for each of the provisions made, from the management and
verify whether the same is complete and accurate.

Audit Precedures in case of use of Management Expert
e Wherever required, obtain expert’s report, caleulation and underlying working for the provision amount,
o example for warranty involving complex calculations, some entities get that valued through an
actuary.In such a case, the auditor may request the management to share the actuarial valuation
report.
o The auditor should then verify the underlying assumptions used by the expert with the data shared
by the management.
e As per SA 500 - “Audit Evidence”, issued by ICAIl, when using the work of a management’s expert, audit
evidence that the auditor should obtain include:
o Evaluate the competence, capabilities and objectivity of that expert:
m  Whether the expert is employed by the entity or is an outside party.
m  Whether the expert is independent in respect of the entity.
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m Auditor’s previous experience of the work of the expert.
m  Knowledge of the expert, his qualification, membership of a professional body or industry
association, etc.

o Obtain an understanding of the work of that expert:

m  Whether the auditor has expertise to evaluate the work of the expert.

m Evaluating the assumptions and methods used by the management.

m Evaluating the nature of internal or external data used by the expert.
o Evaluate the appropriateness of his work as audit evidence for the relevant assertion:

m Relevance and reasonableness of the expert's findings or conclusions

m Evaluating the relevance, completeness and accuracy of the source data used by the expert.
o The auditor shall obtain written representation from the management that it has made all the

provisions which were required to be made as per the recognized accounting principles.

Required DISCLOSURE for provisions have been appropriately made
Ensure whether the following disclosures as required under Schedule 11l (Part 1) to Companies Act, 2013 have been
made:
Provisions
Long-term provisions
The amounts shall be classified as:
a. Provision for employee benefits;
b. Others (specify nature).

Short-term provisions
The amounts shall be classified as:

a. Provision for employee benefits.
b. Others (specify nature).

Contingent liabilities and commitments (to the extent not provided for)

i.  Contingent liabilities shall be classified as:
o Claims against the company not acknowledged as debt;
o Guarantees;
o  Other money for which the company is contingently liable.

ii. Commitments shall be classified as:
a. Estimated amount of contracts remaining to be executed on capital account and not provided for;
b. Uncalled liability on shares and
c. otherinvestments partly paid;

Disclosure requirements of AS 29
Provisions
e For each class of provision, an enterprise shall disclose:

o the carrying amount at the beginning and end of the period;

o additional provisions made in the period, including increases to existing provisions;

o amounts used (i.e. incurred and charged against the provision) during the period;

o unused amounts reversed during the period.

e An enterprise shall disclose the following for each class of provision:

o abrief description of the nature of the obligation and the expected timing of any resulting outflows
of economic benefits;

o anindication of the uncertainties about the amount or timing of those outflows. Where necessary to
provide adequate information, an entity shall disclose the major assumptions made concerning
future events; and

o the amount of any expected reimbursement, stating the amount of any asset that has been
recognized for that expected reimbursement.
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-
montingent Liabilit
‘Unless the possibility of any outflow 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 liability and, where
practicable:

e an estimate of its financial effect

o an indication of the uncertainties relating to any outflow; and

e the possibility of any reimbursement.

Audit of Sale of Products and Services
sales and collections cycle
e The sales and collections cycle in a business refers to the set of processes that begin when a customer
purchases goods or services and ends when the entity receives complete payment against the sales.

important items / High ROMM
e Sales is one of the most important items in the FS which will have a considerable effect on the profit

generated, closing stock etc. As per SA 315, the risk of material misstatement in case of revenue items is
generally high.

Test Sale Transaction and Controls
e As part of the year-end audit of an entity’s FS, auditors test sales transactions and the internal controls over
those transactions to ensure that the entity is not materially misstating its revenues or accounts receivable.

Clear understanding about organisation and revenue centres.
e Auditor needs to obtain a clear understanding about the organisation and its revenue centres.
e Example, Type of services or products the entity provides, demand for the services or products, major
selling product/service, introduction of new products/service line, discontinuance of products/services,
major customers, sales term (Credit or cash sales).

Understanding of Controls

e An auditor needs to obtain an understanding of the management control (internal control) in respect of

sales process.
e Example
o Whether segregation of duties exist,

who checks the credit limit (if applicable),
who authorizes sales orders, who raises sales invoice,
when and how the goods are delivered/despatched or services are provided,
who collects and records the amounts received from debtors,
who ensures that the risks and rewards are transferred to the customer, how the sales have been
recognised in the system.

© 0O O O ©°

Test of controls/ Strength and Reliability
e An auditor tests the controls the entity has set up for the sales cycle to determine how strong and reliable

they are. If they are strong and operating effectively, the auditor can reduce the extent of substantive testing.
e Any deficiencies in the internal control shall be communicated as per SA 265.

Substantive audit procedures

e Performing substantive audit procedures is a must.

e Substantive analytical procedures will consist of sales trend analysis, comparison with previous accounting
period, category-wise sales analysis, any analysis the auditor may find relevant and most important of all,
building a sales expectation and comparing that with the client’s sales records.

e Example

o For a manufacturing company, if the average sales price of product X is ¥ 10 and 1,500 units were
sold in that month, the auditors expected sales will be ¥ 15,000. The auditor should compare this

—— — —
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figure with the client’s data and see what they have recorded against Product X. The auditor should
consider discussing any variances (see if there were discounts or sales were wrongly booked in the
system) between his expectations and client's records. The auditor will have to also identify and
understand how the entity accounts for their sales discounts and sales return in the system and how
those affect the gross sales.

Audit Procedures - Recorded sales represent goods shipped/ services performed during the period
(OCCURRENCE)
1. Ensure revenue is not overstated by performing following audit procedures
a. Check whether a single sales invoice is recorded twice or a cancelled sales invoice could also be
recorded.
b. Test check a few invoices with their relevant entries in sales journal.
¢. Obtain confirmation from few customers to ensure genuineness of sales transaction Whether any
fictitious customers and sales have been recorded.
d. Whether any shipments were done without the consent and agreement of the customer, especially at
the year end to inflate the sales figure
e. Whether unearned revenue recorded as earned.
f. Whether any substantial uncertainty exists about collectability.
g. Whether customer obligations are contingent on other actions (financing, resale, etc. ).
2. Review sequence of sales invoices
Review journal entries for unusual transactions
4. Calculate the ratio of sales return to sales and compare it with previous year and enquire for the reasons for
increase/ decrease
5. Check the sales return with a sales invoice, challan, credit note, stock register, etc.

w

All sales made during the period were recorded and there is no understatement or overstatement. -
(COMPLETENESS)
1. Perform cut-off procedures to ensure that revenues are recognised in the current accounting period.

e Cut-off errors will usually arise when companies recognise revenue based on the date on which the
sales invoices are generated rather than the date on which the risks and rewards are transferred to
the buyer.

2. Auditors should verify the credit notes issued after the accounting period.
e Sometimes sales team or sales personnel can make fictitious sales before the year-end to meet
performance target and cancel out those sales with a post year end credit note.

Trace from the shipping documents to the sales journal.

Check whether quantity is appearing in sales register or not.

Check reconciliation of total sales/goods dispatched as per stock records and financial records and

statutory records like GST.

6. Review GST tax and GST returns and ensure that the same are reconciled with revenue reported in the profit
and loss account.

7. Verify the reasonableness of GST by applying the applicable rate to the gross sales value and compare the
amount of GST as per statutory returns and analyze the reasons for variance, if any.

o~

Ali sales are accurately measured as per applicable accounting standards and correctly journalized, summarized,
and posted (MEASUREMENT)
1. Trace a few transactions from inception to completion. (Examination in depth)

o E.g: Take few sales transaction, and check from the receipt of sales order to the payment of
receivable balance, every underlying document to ensure if it is properly recorded at every stage and
measured accurately taking into consideration all the incentives, discounts, if any. The recognition
shall be according to the revenue recognition policy of the entity.

2. If the client is engaged in export sales, then compliance with AS 11 shall be ensured.
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Auditors must understand the client's operations and related GAAP issues e.g. point of sale revenue
recognition vs. percentage of completion, wherever applicable.

Ccompare the rate of sales affected with related parties and review them for collectability, as well as whether
they were properly authorized and the value of such transactions were reasonable and at arm's length.

Required DISCLOSURE for sales have been appropriately made
gnsure whether the following disclosures as required under Schedule [l (Part Il) to Companies Act, 2013 have been
ade:
s A) Inrespect 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 only)]
(c) Other operating revenues;
Less: Excise duty.
B) Inrespect of a finance company, revenue from operations shall include revenue from—
(a) Interest; and
(b) Other financial services.
C) Brokerage and discount on sales other than usual trade discount to be disclosed separately
D) Transactions with related parties to be disclosed appropriately in notes to accounts.

idend income, Gain/ Loss on sale/of investments

Recognition of Income
Interest income

Interest income on fixed deposits is recognized on a time proportion basis taking into account the amount

outstanding and the applicable interest rate.

Dividend
Dividends are recognised in the statement of profit and loss enly when:
i.  the entity’s right to receive payment of the dividend is established;
ii. itis probable that the economic benefits associated with the dividend will flow to the entity; and
iii.  the amount of the dividend can be measured reliably.

Gain/(loss) on sale of investment
Gain/(loss) on sale of investment in mutual funds is recorded as other income on transfer of title from the entity
and is determined as the difference between the redemption price and garrying value of the investments.

Assertions to be examined
e Occurrence- Recorded other income was earned during the Period
e Completeness - Other income earned during the period was appropriately recorded and there is no
understatement or overstatement.
Measurement- Other income has been measured appropriately as per the applicable accounting standards
Presentation and Disclosure - Required disclosure for other income have been appropriately made

Audit procedures for verifying interest income on FD
e Obtain a listing of fixed deposits opened during the period under audit along with the applicable interest rate
and the number of days for which the deposit was outstanding during the period.
e Verify the arithmetical accuracy of the interest calculation made by the entity by recomputing i.e. multiplying
the deposit amount with the applicable rate and number of days during the period under audit.
3 e For deposits still outstanding as at the period- end, trace the same to the direct confirmations obtained from
| the respective bank/ financial institution.
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e Obtain a confirmation of interest income from the bank and verify that the interest income as per bank
reconciles to the calculation shared by the entity.

e Obtain a copy of Form 26AS (TDS withholding by the bank/ financial institution) and reconcile the interest
reflected therein to the calculation shared by client.

Audit procedures for verifying Dividend Income
e Verify that the dividends are recognised in the statement of profit and loss only when the entity's right to
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.

Audit procedures for verifying Gain/(loss) on sale of investment in mutual funds
e Verify that Gain/(loss) on sale of investment in mutual funds is recorded as other income only on
o transfer of title from the entity AND
o is determined as the difference between the redemption price and carrying value of the Investments.
e For the purpose, obtain the mutual fund statement and trace the gain / loss as recorded in the hooks of
account to the gain/ loss as reflected in the statement

Disclosure requirements of Schedule Il
Classification of Other Income
‘Other income’ has been classified as:
a) Interest Income (in case of a company other than a finance company);
b) Dividend Income;
¢) Net gain/loss on sale of investments;
d) Other non-operating income (net of expenses directly attributable to such income)

Undisclosed income

The Company shall give details of any transaction not recorded in the books of accounts that has been surrendered
or disclosed as income during the year in the tax assessments under the Income Tax Act, 1961 (such as, search or
survey or any other relevant provisions of the Income Tax Act, 1961), unless there is immunity for disclosure under
any scheme and also shall state whether the previously unrecorded income and related assets have been properly
recorded in the books of account during the year.

Audit of Purchases
Purchases and disbursement cycle
e Purchases and disbursement cycle in a business refers to the set of processes that begin when an order for
buying goods or services is placed based on requirements of the production/ user department and ends
when the entity receives the product and makes complete payment to the vendor.

Test Purchases and Controls
e As part of the year-end audit of an entity’s FS, auditors test purchase transactions and the internal controls

over those transactions to ensure that the entity is not materially misstating its purchases or accounts
payables.

Clear understanding about organisation and production centres.
e Auditor needs to obtain a clear understanding about the organisation and its production centres
e Example, Type of services or products they procure that are used in the production/ rendering of services,
sources of procurement whether domestic or overseas, general availability and terms and conditions of

purchase of the service or products, major vendors, credit period, quality checks, purchase terms (Credit or
cash purchase) etc.

Understanding of Controls
e An auditor needs to identify the control points over purchases.
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Example
o whether segregation of duties exist, whether competitive quotes are invited,

o whether a purchase committee exists who authorises purchase price, issues and authorizes
purchase orders,

when and how the goods are received and acknowledged,

who checks the quality, quantity and specifications of the goods received and prepares Goods
Receipt Note (GRN),
who approves the vendor invoice,
whether a 2 way/ 3 way match process exists (i.e. tally between purchase order, GRN and vendor
invoice),

o how the purchases have been recognised in the system.

Test of controls/ Strength and Reliability

An auditor tests the controls the entity has set up for the purchase cycle to determine whether they are
effective or not. If the controls are effective, the auditor can reduce the extent of substantive testing.
The auditor selects a random sample of transactions and examines the related purchase orders, GRN,
purchase invoices, inward gate entry register and vendor reconciliation/ statements.

Performing substantive audit procedures

Performing substantive audit procedures is a must.
Substantive analytical procedure will consist of purchase trend analysis, comparison with previous
accounting period, category wise purchases, any analysis auditor may find relevant and most important of
all setting a purchase expectation in relation to the sales made during the period under audit and compare
that with the client's purchase records.
Example
o The auditor would need to know the purchase prices of the products or services over the year,
monthly average purchase price per product or service etc. E.g: If the purchase price is 100 and if
15000 units were received under multiple orders during the year, the auditor expects the purchases
to be 15,00,000. If there is a variance in the amount recorded in the books, he shall check for
additional details like discounts received, change of purchase price for few orders due to excess
demand etc.

Audit Procedures for Recorded purchases represent goods actually received/ services availed during the period
(OCCURRENCE)

Ensure purchases are not understated/ overstated by performing following audit procedures:

1.

Whether any fictitious vendors have been booked or purchases have been recorded by reviewing the vendor
Jection precess followed by the entity and also performing procedures to ensure existence of the vendors.
Whether the goods were received at the factory gate and whether there exists an entry in the security gate
inward register

Whether guality inspection of goods was done.

Whether a goeds receipt note was prepared and signed by an appropriate client personnel.

Whether the purchase invoice was approved as per delegation of authority and whether a 3 or 2-way match
was done.

Whether the stock record has been updated by the autherised personnel.

Special considerations during audit of purchases

1. The purchase invoice received should be the “Original” copy (and not photocopy/ carbon copy) against
which the entity has recorded the purchase in its books of account.
2. Purchase invoice should have been bagked only once risk and reward incidental to ownership has been
transferred to the entity.
3. Purchase inveice should be in the name of entity. However, in case of different branches, it should be
addressed to the appropriate dranch.
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uld have been booked in the input tax ledger. The auditor should obtain tax returng

& %fﬁ: fﬁﬂi’:ﬁi‘loand tally the input tax as reflected in the books to the amount disclosed in the
returns.

5. In case of purchases made from related parties or allied and associated concerns, the auditor needs to
verify if requisite approval from Board of Directors (appropriate authority) has been obtained and should
verify the selected samples and perform analytical procedures in relation to price of goods to confirm that
the price charged is at arm's length.

6. The auditor should review whether purchases should be capitalized or expensed off in Statement of Profit
and loss according to his professional judgement.

7. Review journal entries for unusual transactions.

Audit Procedures For
e All purchases made during the period were recorded and there in no understatement or overstatement.
(COMPLETENESS)
e All purchases have been measured appropriately (MEASUREMENT)

In addition to the procedures for establishing occurrence of purchases as discussed above, the auditor should:

1. Perform cut-off test to ensure that purchases are recognised in the correct accounting period. For the
purpose, the auditor should examine material inward records, say, last 5 transactions at the period end to
check that all corresponding invoices have been duly entered in the Purchases book and none have been
omitted.

2. Ensure correct accounting treatment of goods — in - transit as per the agreed terms with the vendor
regarding transfer of risk and reward of ownership in goods.

3. Obtain written representation from the management that all the purchases that took place during the year
have been properly recorded in the books.

4. Perform analytical procedures to obtain audit evidence as to overall reasonableness of purchase quantity
and price which may include:

e Consumption Analysis: Auditor should scrutinize raw material consumed as per manufacturing
account and compare the same with previous years with closing stock and ask for the reasons from
the management, if any significant variations are found.

e Stock Composition Analysis: Auditor to collect the reports from management for composition of
stack i.e. raw materials as a percentage of total stock and compare the same with previous year and
ask for reasons from management in case of significant variations.

¢ Ratios: Auditor should compare the creditors turnover ratios and stock turnover ratios of the current
year with previous years.

e Auditor should review quantitative reconciliation of closing stocks with opening stock, purchases
and consumption.

Required DISCLOSURES for purchases have been appropriately made

Ensure whether the following disclosures as required under Schedule 111 (Part 1) to Companies Act, 2013 have been
made:

e Whether purchases of stock-in-trade have been specifically disclosed.

e Whether changes in inventories of finished goods, stock—in-trade and work- in-progress have been
specifically disclosed.

® Whether the transactions with related parties are appropriately disclosed in notes to accounts.

Audit of Employee Benefits Expenses
Obtaining an understanding as to hiring, appraisal and retirement process
e Tests the controls the entity has set around the employee benefit payment process to determine how
effective they are. If they are effective, the auditor can reduce the substantive testing. Common internal
controls over the employee benefit payment cycle includes
o maintaining of attendance records,
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o employee master,
o authorisation and approval of monthly payroll processing and disbursement,

computation of employee deductions like payroll taxes,

accrual of other benefits like gratuity,

leave encashment, bonus etc.
The auditor selects a random sample of transactions and examines the related appointment letters,
appraisal letters, attendance records, HR policies, employee master etc.
e Performing substantive audit procedures is a must. Substantive analytical procedure will consist of
o monthly expense reasonability,
o comparison with previous accounting period, |
o setting an expectation in relation to the expense incurred during the period under audit and

comparing that with the client’s business operations and overall trend in the industry.

Assertions to be Examined
e Occurrence- Recorded employee benefit expenses were actually incurred during the period
o Completeness - Employee benefit expenses pertaining to the period have been recorded appropriately
e Measurement - Employee benefit expenses have been measured appropriately. There is no understatement
or overstatement.

¢ Presentation and Disclosure - Required disclosures for employee benefit expenses have been appropriately
made

Audit Procedures

e Obtain an understanding of the entity's process of capturing employee attendance.

o There is always a risk that an entity could record expense for fictitious employees. To address this
risk, the auditor may choose to meet the employees in person, on a sample basis. Further, the
auditor may choose to select a sample of employees and ask the payroll department to share their
bank details/ identity proofs of the employees.

e Obtain a list of employees as at the period- end along with a monthly movement split between pew hires,
leavers and continuing employees.

* Select sample on random basis of new hires, obtain the appointment letter and verify whether the salary
for first month and subsequent months was processed as per the agreed terms.

¢ Select sample on random basis of resigned emplovees, obtain their full and final computation and verify
whether all their dues including post-retirement benefits like gratuity, leave encashment have been paid and
whether the respective employee's acknowledgement on final computation has been gbtained.

e Obtain the monthiy salary registers for all 12 months.

o Calculate the average salary per employee per month and compare with the PY and preceding month
and analyse the reasons for variance which could be attributable to annual increments, an employee
at senior level joining/ leaving the entity, bonus pay-out etc.

e Verify if accrual/ provision has been made for all employee benefits and obligations like bonus, gratuity,
leave encashment, etc.

* Incase provident fund (PF), employee state insurance (ESI) are applicable to the entity, compile a
reasonability by applying the rate to the basic wages and comparing to the amount recorded in books and
analyse reasons for variance, if any. Also, obtain monthly deposit challans to verify if the month on month
liability was subsequently deposited with the authorities and within the specified timelines.

e Perform analytical procedures to obtain audit evidence as to overall reasonableness of employee benefit
expenses.

©  Auditor should analyse units produced per employee and compare the same with previous years and
present industry trends and ask for the reasons from the management, if any significant variations
are found.

, Required DISCLOSURES for employee benefit expenses have been appropriately made
Ensure whether employee benefit expenses has been classified as:
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a)
b)
c)
d)

Audit of Depreciation and Amortisation
Meaning

Attributes auditor needs to consider while verifying Depreciation and amortisation expense.
Auditor needs to consider the following attributes while verifying for depreciation and amortisation expenses:

Assertions to be examined

Audit Procedures

1.
2.

3.

salaries and wages,
contribution to provident and other funds,

expense on Employee Stock Option Scheme (ESOP) and Employee Stock Purchase Plan (ESPP),
staff welfare expenses

An asset’s cost should proportionally be expensed based on the period over which the asset is expected to
be used. It is done through depreciation and amortization.
Depreciation represents systematic allocation of the depreciable value of an item of PPE over its useful life
while.

Amortisation represents systematic allocation of the depreciable amount of an intangible asset over its
useful life.

Obtain the understanding of entity's accounting policy related to depreciation and amortisation.

Ensure the Company policy for charging depreciation and amortisation is as per the relevant provisions of
Companies Act/ applicable accounting standards.

The accounting policy has been applied consistently year on year.

Any change in the accounting policy has been adequately disclosed.

Whether the depreciation has been calculated after making adjustment of residual value from the cost of
the assets. '

Whether depreciation and amortisation charges are valid.

Whether depreciation and amortisation charges are accurately calculated and recorded.

Whether all depreciation and amortisation charges are recorded in the appropriate period.

Ensure the parts (components) of each item of property, plant and equipment that are to be depreciated
separately have been properly identified.

Whether the most appropriate depreciation method for each separately depreciable component has been
used.

Occurrence- Recorded depreciation and amortisation expenses were actually incurred during the period
Completeness - Depreciation and amortization expenses pertaining to the period have been recorded
appropriately and there is no understatement/overstatement

Measurement -Depreciation and amortisation expenses have been measured appropriately.
Presentation and Disclosure - Required disclosures for depreciation and amortisation have been
appropriately made

Obtain an understanding of entity’s process of charging depreciation and amortization.
Obtain the fixed asset register maintained by the entity.
e There is always a risk that an entity could capitalize expense of revenue nature to increase its profit
or charge capital expenditure directly in income and expense statement to reduce its profit. To I
address this risk, the auditor may choose to check the nature of asset from fixed asset register.
e There is always a risk that a fake asset has been capitalized in the books and to mitigate this risk,
auditors should physically verify the fixed assets, at least the ones that are material in value. Obtain
a list of all additions/ deletions along with their proper approval from the authorised person for the
same.
Select the sample of assets from the Fixed Assets Register, on materiality considerations and verify the
rates of depreciation and depreciation calculations.
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Ensure Intangible assets like patents, goodwill, copy rights have been properly amortized over the period.
Ensure depreciation is charged on the assets from the date when it is ready to use and not from the date of
actual usage

Ensure depreciation on revalued amount has been properly accounted for from revaluation reserve.
Depreciation computation as per Income tax Act, 1961- Ensure that additions are tallying with the additions
as per Companies Act and the opening WDV to the Tax audit schedule for the assessment year preceding
the previous year under audit.

Perform analytical procedures to obtain audit evidence as to overall reasonableness of depreciation and
amortisation expense - check the arithmetical accuracy of records and perform independent calculations.
Ensure that the depreciation and amortization has been charged as per the useful lives of PPE and
intangible assets.

Ensure that residual values have been properly verified as that impacts the computation of depreciation.
Ensure that the depreciation and amortization has been computed prospectively whenever there is any
change in useful lives of PPE and intangible assets.

Required disclosures for depreciation and amortisation have been appropriately made
Ensure whether the following disclosures as required have been made:

Accounting policy for depreciation and amortization.

Useful lives of assets as per Schedule Il to the Companies Act, 2013.

Residual value of assets.

Depreciation method.

Whether the expenditure was in relation to the entity’s business and not a personal expenditure.
(Occurrence)

Whether the expenditure had a valid supporting documents like travel tickets, insurance policy, third party
invoice etc.; - (Accuracy & Completeness)

Whether the expenditure pertained to current period under audit; (Cut-off)

Whether the expenditure qualified as a revenue and not capital expenditure; - (Classification)

Whether the expenditure has been classified under the correct expense head,

Whether the expenditure was authorised as per the delegation of authority matrix; (Internal Control)

Audit procedures for Rent expense

Obtain a month wise expense schedule along with the rent agreements.

Examine whether expense has been recorded for all 12 months and whether the rent paid is as per the
underlying agreement.

Examine whether the agreement contains any escalation clause and if yes, verify whether the rent has been
increased or adjusted during the period only as per escalation clause.

Verify whether the agreement is in the name of the entity

Verify whether the expense pertains to premises used for running business operations of the entity.

Audit procedures for Power and fuel expense

Obtain a month wise expense schedule along with the power bills.

Verify whether the expenses have been recorded for all 12 months.

Compile a month wise summary of power units consumed and the applicable rate and check the
arithmetical accuracy of the bill raised on a monthly basis.

Analyse the monthly power units consumed by linking it to units of finished goods produced and
investigate reasons for variance in monthly trends.
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Audit procedures for Insurance expense N . . - _
e Obtain a summary of insurance policies taken along with their validity period.
e Verify whether the expense has been correctly classified between prepaid and expense for the period baseq
on the number of days.

Audit procedures for Legal and professional expenses

® Obtain a month-wise and consultant-wise summary.

® Incase of monthly retainership agreements, verify whether the expenditure for all 12 months has been
recorded correctly.
For non- recurring expenses, select a sample and vouch for the attributes discussed above.

® The auditor should be cautious while vouching for legal expenses as the same may highlight a dispute for
which the entity may not have made any provision and the matter may also not have been discussed/
highlighted to the auditor for his spegific consideration.

Audit procedures for Travel, repair and maintenance, printing and stationery, miscellaneous expenses

e The auditor should select a sample and vouch for the attributes discussed above.

e Wherever possible, the auditor should try to prepare a summary of expenditure on a monthly basis and then
analytically compare the trends.

e Perform analytical procedures to obtain audit evidence as to overall reasonableness of other expense which
may include expenditure per unit of production analysis. |

® Auditor should analyse expenses per unit produced and compare the same with previous years and present
industry trends and ask for the reasons from the management, if any significant variations are noticed.

Required DISCLOSURE for other expenses have been appropriately made
Ensure other expense have been classified under:
e Rent.
Insurance.
Power and fuel.
Repairs and maintenance- Building, Plant and machinery, others.
Legal and professional.
Printing and stationary.
Travel expenses.
Miscellaneous expenses.

OtherPoints

Details of Benami Property held

Where any proceedings have been initiated or pending against the company for holding any benami property under
the Benami Transactions (Prohibition) Act, 1988 (45 of 1988) and the rules made thereunder, the company shall
disclose the following:-

Details of such property, including year of acquisition,

Amount thereof,

Details of Beneficiaries,

If property is in the books, then reference to the item in the Balance Sheet,

If property is not in the books, then the fact shall be stated with reasons,

Where there are proceedings against the company under this law as an abetter of the transaction or as the
transferor then the details shall be provided,

9. Nature of proceedings, status of same and company's view on same.

P00 T

Details of Crypto Currency or Virtual Currency

Where the Company has traded or invested in Crypto currency or Virtual Currency during the financial year, the
following shall be disclosed:-

a. profit or loss on transactions involving Crypto currency or Virtual Currency
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b. amount of currency held as at the reporting date,

c. deposits or advances from any person for the purpose of trading or investing in Crypto Currency/ virtual
currency.

Following Ratios to be disclosed

a. Current Ratio, b. Debt-Equity Ratio ¢. Debt Service Coverage Ratio,
[ d. Returnon Equity Ratio, e. Inventory turnover ratio, f. Trade Receivables turnover ratio,
g. Trade payables turnover h. Net capital turnover ratio, i. Net profit ratio,
ratio,
j. Return on Capital k. Return on investment.
employed,

The company shall explain the items included in numerator and denominator for computing the above ratios.
Further explanation shall be provided for any change in the ratio by more than 25% as compared to the preceding
year.

Corporate Social Responsibility (CSR)
Where the company covered under section 135 of the companies act, the following shall be disclosed with regard
to CSR activities:-

a. amount required to be spent by the company during the year,

b. amount of expenditure incurred,

c. shortfall at the end of the year,
d. total of previous years shortfall,
@
i
g

reason for shortfall,

nature of CSR activities,

details of related party transactions, e.g., contribution to a trust controlled by the company in relation to CSR
expenditure as per relevant Accounting Standard,

h. where a provision is made with respect to a liability incurred by entering into a contractual obligation, the
movements in the provision during the year should be shown separately.

Relationship with Struck off Companies
Where the company has any transactions with companies struck off under section 248 of the Companies Act, 2013
or section 560 of Companies Act, 1956, the Company shall disclose the following details:-

Name of struck off Cempany Nature of transactions with |Balance outstanding Relationship with the Struck
struck off Company off company, if any, to be
disclosed

Investments in securities

Receivables

Payables

Shares held by stuck off
company

Other outstanding balances
(to be specified)
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SA 230 - Audit Documentation
/Wmif_lmw ocumentation:
e Audit Documentation refers to the record of
o audit procedures performed
o relevant audit evidence obtained, and
o conclusions the auditor reached.
e Terms such as “working papers” or “work papers” are also sometimes used.

T ——

ive of the Auditor
The objective of the auditor is to prepare documentation that provides:
a) A sufficient and appropriate record of the basis for the auditor's report; and
b) Evidence that the audit was planned and performed in accordance with SAs and applicable legal and
regulatory requirements

gbjecti

0

Natiire of/Audit/Documentation
Audit documentation provides

a) evidence of the auditor’s basis for a conclusion about the achievement of the overall objectives of the
auditor; and

b) evidence that the audit was planned and performed in accordance with SAs and applicable legal and

regulatory requirements.

1. Assisting the engagement team to plan and perform the audit.

2. Assisting members of the engagement team to direct and supervise the audit work, and to discharge their
review responsibilities.

Enabling the engagement team to be accountable for its work.

Retaining a record of matters of continuing significance to future audits.

Enabling the conduct of guality control reviews and inspections in accordance with SQC 1.

Enabling the conduct of external inspections in accordance with applicable legal, regulatory or other
requirements.

owksw

Form; Content and Extent of Audit Documentation

jhé auditor shall prepare audit documentation that is sufficient to enable an experienced auditor to understand.
a) The pature, timing and extent of the audit procedures:
b) The results of the audit procedures performed, and the audit evidence obtained; and
c) Significant matters arising during the audit and the conclusions reached thereon,significant professional
judgements made in reaching those conclusions
Taweitene - clovte | ot todsce o Comeleel
- \Jfﬁogu_menﬁng the nature, timing and extent of audit procedures performed, the auditor of shall record:
NTHEE Thelidentifying characteristics of the specific items or matters tested. (Assertions tested

)
— = 1, Ao el WY fdt{d LI
b A e\ Who performed the audit work and the date such work was completed;and ~ » !\ Ya> 9P
enforence

h tsth ot
s ok e ghg reviewed the audit work performed and the date and extent of such review. i
- oy Sendgy auelider By iﬂmi&oepd N cowu?\ﬂlgl On oM Ok . sview fecumed ON SR afic polats,
e auditor shall document discussions of significant matters with management, those charged with governance,

and others, including the nature of the significant matters discussed and when and with whom the discussions took
place.
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|f the auditor identified information that is inconsistent with the auditor's final conclusion regarding a significant
-’;maﬂen the auditor shall document how the auditor addressed the inconsistency
experience Auditor
=" o Anindividual (whether internal or external to the firm)who has practical audit experience) and a reasonable
understanding of:

o Audit processes;

o SAs and applicable legal and regulatory requirements;

o The business environment in which the entity operates; and

o Auditing and financial reporting issues relevant to the entity’s industry.

__péctors affecting form, contents and extent of audit documentation
'The form, content and extent of audit documentation depend on factors such as:
The size and complexity of the entity. - —————— MNC o otah lompany o A
The nature of the audit procedures to be performed. — A £ 10V , Re povfrm 5 Bx tesinal C}’T‘ A P
The identified risks of material misstatement. -+, WGt ROMM |, el botmvf&fﬂ"o“
The significance of the audit evidence obtained. —s cAcne 1mp. 2 AE Morne dakonled AD
The nature and extent of exceptions identified. —5 MBAaterent oy Daviak'on Makesd al e ot 7
The need to document a conclusiom or the basis for a conclusion not readily determinable from the
documentation of the work performed or audit evidence obtained—y|some T ks arie Goeaplex)
7. The audit methodology and m!fs used. Sl an cube ounting enirmode, or
3 Lig o n’g Yeeh m\pn%ﬂ secliod f;:\ 13\ Mf\iS T mtrse :
amples of Audit Doclmentation “— '\ tncen e G, | S0 RED, T Aty naad doexp lady
e Audit Documentation include: XA 9f po | ::sﬁiéic%uf o
o Audit programmes. £ ST conelussion,
o Analyses.
o |ssues memoranda.
o Summaries of significant matters.
o]
O

ok wN R

Letters of confirmation and representation.
Checklists.
o Correspondence (including e-mail) concerning significant matters.
e Audit documentation is not a substitute for the entity’s accounting records.
e The auditor may include copies of the entity’s records (for example, significant and specific contracts and
agreements) as part of audit documentation.
e The auditor need not include in audit documentation
o superseded drafts of working papers and financial statements,
o notes that reflect incomplete or preliminary thinking

o previous copies of documents corrected for typographical or other errors, and duplicates of
documents.

_Timely Preparation of Audit Documentation

e Preparing sufficient and appropriate audit documentation on a timely basis helps to
o enhance the guality of the audit and
o facilitates the effective review and evaluation of the audit evidence obtained and conclusions
reached before the auditor’s report is finalised.
, ® Documentation prepared after the audit work has been performed is likely to be less accurate than
documentation prepared at the time such work is performed.

- Audit file may be defined as

® one or more folders or other storage media,
® in physical or electronic form, containing the records that comprise
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e the audit documentation for a specific engagement.

eSembly of the Final Audit File
e The auditor’s 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.
e~ SQC 1 “Quality Control for Firms that perform Audits and Review of Historical Financial Information, and
' other Assurance and related services”, An-appropriatg time limit within which to complete the assembly of
the final audit file is ordinarilyfhot mo e than 60 days-after the date of the auditor's report
' e final audit fi

e The completion of the assembly G le‘after the date of the auditor's report is an |
@dministrative process that does not involve the performance of new audit procedures\or fhe drawing of new

(conclusions!
o Changes may , however be made to the audit documentation during the final assembly process'if they q@
’ administrative innatare» Examples of such changes include. ‘
~ o 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.
e After the assembly of the final audit file has been completed, the auditor shall not delete or discard audit

documentation of any nature before the end of its retention period.

..Rétention
SQC 1 requires ﬂrm@ policies and procedures for the retention of engagement documentation. The

retention period for audit engagements ordinarily js no shorter than seven years from the date of the auditor's
report, or, if later, the date of the group auditor’s report.

o o O

Documentation of Significant Matters and Related Significant Professional Judgements

Judging the significance of a matter requires an objective analysis of the facts and circumstances.

An important factor indetermining the form, content and extent of audit documentation of significant matters is the
‘ extent of professional judgement exercis@in performing the work and evaluating the results. Higher the
professional judgement , High the extent of documentation involved.

Documentation of the professional judgements
e helps in explaining the auditor’s conclusions and
7 e Helps to reinforce the quality of the judgement.
o Reviewing audit documentation.

o Carrying out subsequent audits. nificand aklesos avae Hanse Haak cotmen do ﬁ.g.hff?u;‘u‘:‘”ﬂ 10
‘Example of(Significant matters |~ S 00" : ta Pleore Mne cuuddador!s opin
ar andid and whth tevo 3 seport -

1. Results of audit procedures indicating financial statements could be materially misstated

2. Results of audit procedures indicating a need to revise the assessment of risk of material misstatement and
the responses to the same.

3. Situation causing significant difficulty in applying audit procedures.

4. Evidence that could result in modification in the auditor’ opinion

5. Evidence that could lead to inclusion of Emphasis of matter paragraph in auditor’s report.

Some examples of circumstances in which it is appropriate to prepare audit documentation relating to the use of
professional judgment where the matters and judgments are significant.
e The basis for the auditor’s conclusion on the reasonableness of a specific areas which is subject to
judgement (for example, the reasonableness of significant accounting estimates).
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The basis for the auditor’s conclusions about the authenticity of a document when further investigation is
undertaken in response to conditions identified during the audit that caused the auditor to believe that the
document may not be authentic.

mE ' Memorandum or Audit itation Summary

The aud|tor may consider it helpful to prepare and retain as part of the audit documentation a summary

(sometimes known as a completion memorandum) that describes-

e the significant matiers identified during the audit and

o how they were addressed.

e Such a summary may facilitate effective and efficient review and inspection of the audit documentation,
particularly for large and complex audits.

e It may also help the auditor to consider whether he is able to achieve the objectives of the relevant

individual SAs and the overall objective of the audit

' ;Standard on Quallty Control (SQC) 1 provides that,
e unless otherwise specified by law or regulation,
e Audit documentation is the progerty of the augiior;

The auditor should adopt reasonable procedures for custody and confidentiality of his working papers.

He may at his discretion,
e make portions of, or extracts from, audit documentation available to clients,
e provided such disclosure does not undermine the validity of the work performed, or,
e inthe case of assurance engagements, the independence of the auditor or of his personnel.

In the case ofa company, the main auditor has to consider the report of the branch auditor and has a right to seek

unde._(rno compulsmn to give photocop|es of his working paper to the | pnnC|paI auditor.
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SA 560 Subsequent Events
Basic
e SA 560, “Subsequent Events” deals with the auditor’s responsibilities relating to subsequent events in an
audit of financial statements.
e 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.

Subsequent Events
e Events occurring between the date of the financial statements and the date of the auditor’s report, and
e facts that become known to the auditor after the date of the auditor's report
o had they been known to the auditor at that date,
o may have caused the auditor to amend the auditor's report.
Types of Subsequent Events
Type 1
Those events that provide additional evidence with respect to conditions that existed on the date of balance sheet
and effect the estimation made in the preparation of the financial statements. The statement should be adjusted
for any change in estimates resulting from the use of evidence of subsequent events.

For example
e Debtors as on balance sheet date are declared insolvent after the balance sheet date but before auditor's
report

e Settlement of legal disputes before audit report date, which arose before balance sheet date.

Type 2
Those events which provide evidence with respect to conditions that did not exist on the date of the balance sheet
being reported on but arose subsequent to the date. These events should not result in adjustments of the financial

statements. Some of these events however may be of such a nature that disclosure of them is required to keep the
financial statements from not being misleading.

For example
Purchase of business, Sale of shares and debentures, Loss of plant or inventory as a result of fire.

Objective of Auditor
e Obtain Sufficient and Appropriate Evidence about whether
o events
m occurring between the date of the financial statements and the date of the auditor's report
that require
e adjustment of, or
e disclosure in, the financial statements
o are appropriately reflected in those financial statements; and
e Respond appropriately
o to facts that become known to the auditor after the date of the auditor's report,
m that, had they been known to the auditor at that date,
m may have caused the auditor to amend the auditor's report.
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1 ing Events Occurring between the Date of the Financial Statements and the Date

i

The auditor shall perform audit procedures designed to obtain sufficient appropriate audit evidence that
o all events occurring between the date of the financial statements and the date of the auditor’s report
e that require adjustment of, or disclosure in, the financial statements

e have been identified and are appropriately reflected in those financial statements.

Risk assessment w.r.t Subsequent Event Shall Include
The auditor shall take into account the auditor’s risk assessment which shall include the following:
e Obtaining an understanding of any procedures management has established to ensure that subsequent
events are identified.
e Inguiring of management and, where appropriate, those charged with governance as to whether any
subsequent events have occurred which might affect the financial statements.
e Read the minutes of meeting of board of directors, executive committee, meeting of shareholders held after
balance sheet date
e Read [atest interim financial statements

Written Representations
The auditor shall request management and, where appropriate, those charged with governance, to provide a written
representation that
e all events occurring subsequent to the date of the financial statements and for which the applicable
financial reporting framework requires adjustment or disclosure have been adjusted or disclosed

ncial ements | |

e It reflects the date that the auditor’s report and audited financial statements are made available to third
parties. The date the financial statements are issued generally depends on the regulatory environment of
the entity.

e In some circumstances, the date the financial statements are issued may be the date that they are filed with
a regulatory authority.

e Since audited financial statements cannot be issued without an auditor’s report, the date that the audited
financial statements are issued must not only be at or later than the date of the auditor’s report, but must

also be at or later than the date the auditor’s report is provided to the entity

T no obligation to perform any audit procedures regarding the financial statements after the date of
the auditor's report.
o 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,
o had it been known to the auditor at the date of the auditor’s report,
o may have caused the auditor to amend the auditor's report, the auditor shall
s Discuss the matter with management and, where appropriate, those charged with
governance.
m Determine whether the financial statements need amendment and, if so,
m [nguire how management intends to address the matter in the financial statements.

Management Amends

If management amends the financial statements, the auditor shall
a. Carry out the audit procedures necessary in the circumstances on the amendment.
b. Extend the audit procedures to the date of the new auditor’s report
c. Provide a new auditor's report on the amended financial statements.
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——
The new auditor’s report shall not be dated earlier than the date of approval of the amended financial statements,

No Amendment By Management
When management deoes not amend the financial statements in circumstances where the auditor believes they
need to be amended

e If the auditor's report has not yet been provided to the entity, the auditor shall modify the opinion as requireq

by SA 705 and then provide the auditor’s report or
e If the auditor’s report has already been provided to the entity,
o the auditor shall notify management and those charged with governance,
m  not to issue the financial statements to third parties before the necessary amendments have
been made.
e If the financial statements are nevertheless subsequently issued without the
necessary amendments,

o the auditor shall take appropriate action, to seek to prevent reliance on the
auditor’s report.

Facts Which Become Known to the Auditor After the Financial Statements have been Issued.
After the financial statements have been issued, the auditor has ne obligation to perform any audit procedures
regarding such financial statements.
® However, when, after the financial statements have been issued, a fact becomes known to the auditor that,
o had it been known to the auditor at the date of the auditor's report,
o may have caused the auditor to amend the auditor’s report, the auditor shall
m  Discuss the matter with management and, where appropriate, those charged with
governance.
m  Determine whether the financial statements need amendment and, if so,

= [nquire how management intends to address the matter in the financial statements.

Management Amends
If the management amends the financial statements, the auditor shall
a. Carry out the audit procedures necessary in the circumstances on the amendment.
b. Review the steps taken by management to ensure that anyone in receipt of the previously issued financial
statements together with the auditor’s report thereon is informed of the situation.
C. Extend the audit procedures to the date of the new auditor’s report, and
d. Provide a new auditor’s report on the amended financial statements.

Emphasis of Matter paragraph or Other Matter Paragraph

The auditor shall include in the new or amended auditor's report an Emphasis of Matter paragraph or Other
Matter(s) paragraph referring to a note to the financial statements that more extensively discusses the reason for
the amendment of the previously issued financial statements and to the earlier report provided by the auditor.

No Steps by Management and No Amendments
If management
e does not take the necessary steps to ensure that anyone in receipt of the previously issued financial
statements is informed of the situation and
e does not amend the financial statements in circumstances where the auditor believes they need to be
amended,
the auditor shall
e notify management and those charged with governance,
e that the auditor will seek to prevent future reliance on the auditor’s report.

e If, despite such notification, management or those charged with governance do not take these necessary
steps,
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" o theauditor shall take appropriate action to seek to prevent reliance on the auditor's report.

If laws and FRF permits management to restrict to the amendment of the financial statements to the effects of the
subsequent events only, auditors focus only on specific statement amendments; otherwise, a broader approach is

|:eqmred.

uditors may restrict audit procedures on subsequent event if laws and FRF allow specific financial statement

mendments. In such a case

e Auditors should amend reports with an additional date, indicating that the auditor's procedures on
subsequent events are restricted solely to the amendment of the financial statements described in the
relevant note to the financial statements or

e Auditors need to issue new or updated reports with Emphasis of matter paragraph stating that auditor’s
procedures on subsequent events are restricted solely to the amendment of the financial statements as
described in the relevant note to the financial statements.

The broader approach -Auditors must update procedures until the new report's date, issue it post-approval of
amended statements, and reflect changes therein.

SA 570 - Going Concern

onsibility for assessment of the entity’s ability to continue as a going concern

d.-—l._r-o—-'—u—'-a-. e

Management is reqmred to assess the entity’s ability to continue as a going concern even if the financial reporting
framework does not include an explicit requirement to do so. Management’s assessment of the entity’s ability to

continue as a going concern involves making a judgment, at a particular point in time, about future outcomes of
events or conditions. Factors relevant for judgment about future outcomes of events or conditions are:
e The degree of uncertainty associated with the outcome of an event or condition.
e The size and complexity of the entity, the nature and condition of its business and the degree to which it is
affected by external factors.
e [nformation available at the time at which the judgment is made.

Reé8ponsibilities of the auditor
The auditor's responsibility is to
e obtain sufficient appropriate audit evidence
e about the appropriateness of management's use of the going concern assumption.

He shall consider
e whether there is a material uncertainty related to events and conditions
e that may cast significant doubt
e about the entity's ability to continue as a going concern.

Report in accordance with this SA

As per SA 200 The absence of any reference to going concern uncertainty in an auditor's report cannot be viewed
as a guarantee as to the entity's ability to continue as a going concern.

Risk assessment procedures and related activities
Consider events and conditions
The auditor shall remain alert as to whether there are events or conditions that may cast significant doubt on the
entity's ability to continue as a going concern.
In doing so, the auditor shall determine
* whether management has already performed a preliminary assessment of the entity's ability to continue as
a going concern.
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o If done - Discuss with management.
o If not - Discuss with management the basis of use of going concern assumption.

Evaluating Management's Assessment

The auditor shall evaluate management’s assessment of the entity’s ability to continue as a going concern and
consider whether all relevant information, as known to auditor, is included in the assessment.

If management’s assessment of the entity’s ability to continue as a going concern covers less than twelve months
from the date of the financial statements, the auditor shall request management to extend its assessment period tg
at least twelve months from that date.

Period beyond Management's Assessment (Enquire Knowledge of Events or Condition)

The auditor shall inquire of management as to its knowledge of events or conditions beyond the period of
management'’s assessment that may cast significant doubt on the entity’s ability to continue as a going concern.

Additional audit procedures when events or conditions are identified
When events or conditions have been identified that may cast significant doubt on the entity's ability to continue as
a going concern, the auditor shall perform procedures as follows:
e Where management has not yet performed an assessment of the entity’s ability to continue as a going
concern, requesting management to make its assessment.
e Evaluating management’s plans for future actions in relation to its going concern assessment
e When the entity has prepared a cash flow forecast, then consider its reliability and also the underlying
assumptions.

e Considering whether any additional facts or information have become available since the date on which
management made its assessment.

® Requesting written representations from management or those charged with governance, regarding their
plans for future action and the feasibility of these plans.

Examples of audit procedures when events or conditions have been identified that may cast significant doubt on
the entity’s ability to continue as going concern
e Analysing and discussing cash flow, profit and other relevant forecasts with management
e Analysing and discussing the entity’s latest available interim financial statements
e Reading the terms of debentures and loan agreements and determining whether any have been breached
e Reading minutes of the meetings of shareholders, those charged with governance and relevant committees
for reference to financing difficulties
e Inquiring of the entity's legal counsel regarding the existence of litigation and claims and the
reasonableness of management'’s assessments of their outcome and the estimate of their financial
implications
e Confirming the existence, legality and enforceability of arrangements to provide or maintain financial

support with related and third parties and assessing the financial ability of such parties to provide additional
funds

e Evaluating the entity’s plans to deal with unfilled customer orders

e Performing audit procedures regarding subsequent events to identify those that either mitigate or otherwise
affect the entity’s ability to continue as a going concern

e Confirming the existence, terms and adequacy of borrowing facilities
Obtaining and reviewing reports of regulatory actions
e Determining the adequacy of support for any planned disposals of assets

Examples of events or conditions that may cast significant doubt on the entity’s ability to continue as a going
concern

Financial events or conditions
e Net liability or net current liability position
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e Fixed-term borrowings approaching maturity without realistic prospects of renewal or repayment; or
excessive reliance on short-term borrowings to finance long-term assets

Indications of withdrawal of financial support by creditors

Negative operating cash flows indicated by historical or prospective financial statements

Adverse key financial ratios

Substantial operating losses or significant deterioration in the value of assets used to generate cash flows
Arrears or discontinuance of dividends

Inability to pay creditors on due dates

Inability to comply with the terms of loan agreements

Change from credit to cash-on-delivery transactions with suppliers

Inability to obtain financing for essential new product development or other essential investments

ating events or conditions
Management intentions to liquidate the entity or to cease operations
Loss of key management without replacement
Loss of a major market, key customer(s), franchise, license, or principal supplier(s)
Labour difficulties
Shortages of important supplies
Emergence of a highly successful competitor

,-ﬁfher events or conditions

. Non-compliance with capital or other statutory or regulatory requirements, such as solvency or liquidity
requirements for financial institutions :

e Pending legal or regulatory proceedings against the entity that may, if successful, result in claims that the
entity is unlikely to be able to satisfy

e Changes in law or regulation or government policy expected to adversely affect the entity
Uninsured or underinsured catastrophes when they occur

Appropriateness of management'’s use of the going concern
The auditor shall evaluate whether sufficient appropriate audit evidence has been obtained regarding, and shall

conclude on, the appropriateness of management's use of the going concern basis of accounting in the preparation
of the financial statements.

clusions

Existence of Material Uncertainty

Based on the audit evidence obtained, the auditor shall conclude whether, in the auditor’s judgment, a material
uncertainty exists related to events or conditions that, individually or collectively, may cast significant doubt on the
entity’s ability to contipue as a going concern.

Material Uncertainty
A material uncertainty exists when the
® magnitude of its potential impact and
likelihood of occurrence
is such that,
in the auditor's judgment,
appropriate disclosure of the nature and implications of the uncertainty is necessary as per the AFRF.

Implications for the Auditor's Report

Use of Going Concern Basis of Accounting Is NOT Appropriate

!f the financial statements have been prepared using the going concern basis of accounting but, in the auditor’s
Judgment, management's use of the going concern basis of accounting in the preparation of the financial

Statements is inappropriate, the auditor shall express an adverse opinion.

Wi
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Use of Going Concern Basis of Accounting Is Appropriate but a Material Uncertainty Exists
Adequacy of disclosures when events or conditions have been identified and a material uncertainty exists
If the auditor concludes that management'’s use of the going concern basis of accounting is appropriate in the
circumstances but a material uncertainty exists, the auditor shall determine whether the financial statements: -
a) Adequately disclose the principal events or conditions that may cast significant doubt on the entity’s ability
1o continue as a going concern and management’s plans to deal with these events or conditions and
b) Disclose clearly that there is a material uncertainty related to events or conditions that may cast significant
doubt on the entity's ability to continue as a going concern and, therefore, that it may be unable to realize its
assets and discharge its liabilities in the normal course of business. g

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,
e the auditor shall express an unmodified opinion and
e the auditor’s report shall include a separate section under the heading “Material Uncertainty Related to
Going Concern” to
o Draw attention to the note in the financial statements that discloses the matters.
o State that these events or conditions indicate that a material uncertainty exists that may cast

significant doubt on the entity’s ability to continue as a going concern and that the auditor’s opinion
is not modified in respect of the matter.

Adequate Disclosure 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,
e the auditor shall Express a gualified opinion or adverse opinion, as appropriate, in accordance with SA 705
¢ Inthe Basis for Qualified (Adverse) Opinion section of the auditor's report, state that
e amaterial uncertainty exists that may cast significant doubt on the entity’s ability to continue as a going
concern and

e that the financial statements deo not adequately disclose this matter.
Adequacy of Disclosures When Events or Conditions Have Been Identified but No Material Uncertainty Exists

The auditor shall evaluate whether, in view of the requirements of the applicable financial reporting framework, the
financial statements provide adeguate disclosures about these events or conditions.

Management Unwilling to Make or Extend Its Assessment
If management is unwilling to make or extend its assessment when requested to do so by the auditor, the auditor
shall consider the implications for the auditor’s report.

Significant Delay in the Approval of Financial Statements
If there is significant delay in the approval of the financial statements by management or those charged with
governance after the date of the financial statements,
e the auditor shall inquire as to the reasons for the delay.
e If the auditor believes that the delay could be related to
o events or conditions relating to the going concern assessment,
= The auditor shall perform those additional audit procedures (as discussed under the heading
- Additional audit procedures when events or conditions are identified) necessary,
m as well as consider the effect on the auditor's conclusion regarding the existence of a
material uncertainty.

SA 450 - Evaluation of misstatements identified during the audit
Objective

The objective of the auditor is to evaluate:
e The effect of identified misstatements on the audit; and
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o The effect of uncorrected misstatements, if any, on the financial statements.

between the amounts, classification, presentation, or disclosure of a reported financial statement item
d the amount, classification, presentation, or disclosure that is required for the item to be in accordance with the
Jlicable financial reporting framework. Misstatements can arise from error or fraud.

| '|sstatement3 may result from:

o Aninaccuracy in gathering or processing data from which the financial statements are prepared;

An omission of an amount or disclosure;

An incorrect accounting estimate arising from overlooking, or clear misinterpretation of, facts; and
Judgments of management concerning accounting estimates that the auditor considers unreasonable or
the selection and application of accounting policies that the auditor considers inappropriate.

‘To assist the auditor in evaluating the effect of misstatements accumulated during the audit and in communicating

n'riisstatements to management and those charged with governance, it may be useful to distinguish between factual

misstatements, judgmental misstatements and projected misstatements.

- e Factual misstatements are misstatements about which there is no doubt.

e Judgmental misstatements are differences arising from the judgments of management concerning
accounting estimates that the auditor considers unreasonable, or the selection or application of accounting
policies that the auditor considers inappropriate.

e Projected misstatements are the auditor's best estimate of misstatements in populations, involving the
projection of misstatements identified in audit samples to the entire populations from which the samples
were drawn. Guidance on the determination of projected misstatements and evaluation of the results is set
out in SA 530.

_ Uncorrected misstatements
Misstatements that the auditor has accumulated during the audit and that have not been corrected.

ﬁccdinulation of Identified Misstatements
- The auditor shall accumulate misstatements identified during the audit, other than those that are clearly trivial.

Consideration of Identified Misstatements as the Audit Progresses
The auditor shall determine whether the overall audit strategy and audit p/an need to be revised if:
e The nature of identified misstatements and the circumstances of their occurrence indicate that other
misstatements may exist that, when aggregated with misstatements accumulated during the audit, could be

material; or
e The aggregate of misstatements accumulated during the audit approaches materiality determined in
accordance with SA 320.

- Communication and Correction of Misstatements

e The auditor shall communicate on a timely basis all misstatements accumulated during the audit with the
appropriate level of management, unless prohibited by law or regulation.

e The auditor shall request management to correct those misstatements.

o If atthe auditor’s request, management has examined a class of transactions, account balance or
disclosure and corrected misstatements that were detected, the auditor shall perform additional audit
procedures to determine whether misstatements remain.

e |If management refuses to correct some or all of the misstatements communicated by the auditor, the
auditor shall obtain an understanding of management’s reasons for not making the corrections and shall
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o —
take that understanding into account when evaluating whether the financial statements as a whole are free
from material misstatement.

Evaluating the Effect of Uncorrected Misstatements
e Prior to evaluating the effect of uncorrected misstatements, the auditor shall reassess materiality
determined in accordance with SA 320 to confirm whether it remains appropriate in the context of the
entity’s actual financial results.
e The auditor shall determine whether uncorrected misstatements are material, individually or in aggregate. In
making this determination, the auditor shall consider
o The size and nature of the misstatements, both in relation to particular classes of transactions,
account balances or disclosures and the financial statements as a whole, and the particular
circumstances of their occurrence; and
o The effect of uncorrected misstatements related to prior periods on the relevant classes of
transactions, account balances or disclosures, and the financial statements as a whole.

Communication with Those Charged with Governance

e The auditor shall communicate with those charged with governance uncorrected misstatements and the
effect that they, individually or in aggregate, may have on the opinion in the auditor's report, unless
prohibited by law or regulation. The auditor's communication shall identify material uncorrected
misstatements individually. The auditor shall request that uncorrected misstatements be corrected.

e The auditor shall also communicate with those charged with governance the effect of uncorrected
misstatements related to prior periods on the relevant classes of transactions, account balances or
disclosures, and the financial statements as a whole.

Written Representation
The auditor shall request a written representation from management and, where appropriate, those charged with
governance whether they believe the effects of uncorrected misstatements are immaterial, individually and in

aggregate, to the financial statements as a whole. A summary of such items shall be included in or attached to the
written representation.

The audit documentation shall include
e The amount below which misstatements would be regarded as clearly trivial,
o All misstatements accumulated during the audit and whether they have been corrected; and
e The auditor’s conclusion as to whether uncorrected misstatements are material, individually or in aggregate,

and the basis for that conclusion.

SA 580 Written Representation

o Awritten representation is a

o written statement by management provided to the auditor
o to confirm certain matters or to support other audit evidence.

e Written representations in this context do not include financial statements, the assertions therein, or
supporting books and records.

e Similar to responses to inquiries, written representations are audit evidence.

e Although written representations provide necessary audit evidence they de not provide sufficient
appropriate audit evidence on their own.

e The fact that management has provided reliable written representations does not affect the nature or extent
of other audit evidence that the auditor obtains.
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a. To obtam
o written representations from management and, where appropriate, those charged with governance
o that they believe that they have fulfilled their responsibility for the preparation of the financial
statements and for the completeness of the infermation provided to the auditor;
b. To support
o other audit evidence relevant to the financial statements or specific assertions in the financial
statements by means of written representations, and
c. To respond appropriately
o to written representations provided or
o Written representations requested by the auditor.

or

e Auditors shall request written representations from management with appropriate responsibilities for the
financial statements and knowledge of the matters concerned.

e People from whom written representation is to be requested may vary depending on the governance
structure of the entity, and relevant law or regulations; however, management (rather than TCWG) is often
the responsible party.

o Written representations may therefore be requested from the entity’s CEO and CFO, or other equivalent
persons in entities that do not use such titles. In some circumstances , however, other parties, such as
TCWG, are also responsible for the preparation and presentation of the financial statements.

e The wntten representanonsshall be in the form of a representation letter addressed to the auditor.
e If law or regulation requires management to make written public statements about its responsibilities, and
the auditor determines that such statements provide representations as required by this SA regarding

ertten representat|on about managements responS|b|I|t|es involves confirmation of fulfilment of management'’s

responsibilities in following areas: -

Preparation of the financial statements

e Auditors must seek WR from management on their duty in responsibility for the preparation of the financial
statements. in accordance with the applicable financial reporting framework, including, where relevant, their
fair presentation. ’

e Insome cases, management may include in the written representations qualifying language to the effect
that representations are made to the best of its knowledge and belief.

o Itis reasonable for the auditor to accept such wording if the auditor is satisfied that the
representations are being made by those with appropriate responsibilities and knowledge of the
matters included in the representations.

e Auditors can ask management to confirm in written representations that appropriate inquiries were made
for informed decision-making.

Information provided and completeness of transactions

The auditor shall request management to provide a written representation that: -

a) It has provided the auditor with all relevant information and access as agreed in the terms of the audit
engagement and

b) All transactions have been recorded and are reflected in the financial statements.
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Why Written representations about management responsibilities necessary?

e Obtaining audit evidence on management's role in financial statement preparation and transaction
completeness requires management's confirmation of fulfilling these responssibilities.

e Thereason is that Auditors can't rely only on other audit evidence to judge if management prepared financig
statements and provided the information as per their agreed and acknowledged responsibilities.

e For example, the auditor could not conclude that management has provided the auditor with all relevant
information agreed in the terms of the audit engagement without asking it whether, and receiving
confirmation that, such information has been provided.

e The auditor may also ask management to reconfirm its acknowledgement and understanding of those
responsibilities in written representations.

This is particularly appropriate when: -

e Those who signed the terms of the audit engagement on behalf of the entity no longer have the relevant

e The terms of the audit engagement were prepared in a previous year;

e There is any indication that management misunderstands those responsibilities; or

e Changes in circumstances make it appropriate to do so.
Management's responsibilities shall be described in the “Written representations required about management
responsibilities” in the manner in which these responsibilities are described in the terms of the audit engagement

Additional WR for deficiencies in Internal Control

In addition to WR provided to auditor regarding management responsibility, auditor may consider it necessary to
request management to provide a WR that it has communicated to the auditor all deficiencies in internal control of
WhICh management is aware.

\ representations about'specific assertions
In addltlon the auditor may consider it necessary to request management to provide written representations about
specific assertions in the financial statements to support an understanding that the auditor has obtained from other

audit evidence of management'’s judgment or intent in relation to a specific assertion.

For example, Let us say The auditor needs to understand management's intentions to accurately value investments. When it
comes to investments, their value can be significantly affected by the intentions of management regarding the holding period
of the investment, plans to sell it, or to use it for some business operations. If an auditor cannot independently verify the intent
of management through other means, they may require management to provide a written statement of their intentions
regarding the investments. This representation serves as audit evidence and is part of the auditor's documentation.

Considerations while obtaining evidence about, or evaluating, judgments and intentions
e The entity’s past history in carrying out its stated intentions.
e The entity’s reasons for choosing a particular course of action.
e The entity's ability to pursue a specific course of action.
e The existence or lack of any other information that might have been obtained during the course of the audit
that may be inconsistent with management'’s judgment or intent.

e The date of the wrltten representatlons shall be as near as practicable to, but not after, the date of the
auditor’s report on the financial statements.

e The written representations shall be for all financial statements and period(s) referred to in the auditor's
report.

¢ Situations may arise where current management were not present during all periods referred to in the
auditor's report. Such persons may assert that they are not in a position to provide some or all of the written
representations because they were not in place during the period. This fact, however, does not diminish
such persons’ responsibilities for the financial statements as a whole.
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SA 260 Communication With Those Charged With Governance

This SA deals with Auditor’s Responsibility to communicate with TCWG in an audit of financial statements

There must be two way communication. This two- way communication is important in assisting ( basically now we
are going to discuss importance of two way communication)

1. Constructive working relationship and understanding the matters related to audit. This relationship is
developed while maintaining auditor's Independence and objectivity.

2. The auditor in 2btaining from those charged with governance jnfermation relevant to the audit. For example
those charged with governance may assist the auditor in understanding the entity and its environment in
identifying appropriate sources of audit evidence and in providing information about specific transactions or
events.

3. Those charged with governance in fulfilling their responsibility to oversee the financial reporting process
thereby reducing the risk of material misstatement of the financial statements.

Wlth whom" IDENTIFY
e The auditor shall determine the appropriate person(s) within the entity’s governance structure with whom to
communicate.
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Communication with a Subgroup of Those Charged with Governance
e If the auditor communicates with a subgroup of those charged with governance, for example, an audit
committee, or an individual, the auditor shall determine whether the auditor also needs to communicate with
the governing body.

When All of Those Charged with Governance Are Involved in Managing the Entity

e In some cases, all of those charged with governance are involved in managing the entity,

e For example, a small business where a single owner manages the entity and no one else has a governance
roie. In these cases, if matters required by this SA are communicated with person(s) with management
responsibilities, and those person(s) also have governance responsibilities, the matters need not be
communicated again with those same person(s) in their governance role.

e The auditor shall be satisfied that communication with person(s) with management responsibilities
adequately informs all of those with whom the auditor would otherwise communicate in their governance
capacity.

The Auditor’s Responsibilities in Relation to the Financial Statement Audit
e The auditor shall communicate with those charged with governance the responsibilities of the auditor in
relation to the financial statement audit, including that:
o The auditor is responsible for forming and expressing an opinion on the financial statements that
have been prepared by management with the oversight of those charged with governance; and

o The audit of the financial statements does not relieve management or those charged with
governance of their responsibilities.

Mattersito/BeCommunicated
{-eeih--b- A A st

Planned Scope and Timing of the Audit
e The auditor shall communicate with those charged with governance an overview of the planned scope and
timing of the audit, which includes communicating about the significant risks identified by the auditor.

Significant Findings from the Audit
The auditor shall communicate with those charged with governance
a. The auditor's views about significant gualitative aspects of the entity's accounting practices, including
accounting policies, accounting estimates and financial statement disclosures.
b. Significant difficulties, if any, encountered during the audit;
¢. Significant matters arising during the audit that were discussed, or subject to correspondence, with
management; and
d. Written representations the auditor is requesting;
Circumstances that affect the form and content of the auditor's report, if any; and

f.  Any other significant matters arising during the audit that, in the auditor's professional judgment, are
relevant to the oversight of the financial reporting process.

@®

Communication of auditor’'s independence in case of listed entities

A statement that the engagement team and others in the firm as appropriate, the firm and, when applicable, network
firms have complied with relevant ethical requirements regarding independence; and

e We have identified and considered all relationships that may have an impact on Independence including the
impact of non audit services.

e The related safeguards that have been applied to eliminate identified threats to independence or reduce
them to an acceptable level.

The Communication Process

k= bt

Establishing the Communication Process

The auditor shall communicate with those charged with governance the form, timing and expected general content
of communications.
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I
Forms of Communication

The auditor shall communicate in writing with those charged with governance regarding significant findings from
the audit if, in the auditor's professional judgment, oral communication would not be adeguate. Written
communications need not include all matters that arose during the course of the audit.

independence

The auditor shall communicate in writing with those charged with governance regarding auditor independence
when required

Timing of Communications
The auditor shall communicate with those charged with governance on a timely basis.

Adequacy of the Communication Process (Adequate, Effect)

The auditor shall evaluate whether the two-way communication between the auditor and those charged with
governance has been adequate for the purpose of the audit. If it has not, the auditor shall evaluate the effect, if any,
on the auditor's assessment of the risks of material misstatement and ability to obtain sufficient appropriate audit
evidence, and shall take appropriate action.

Where matters required by SA 260 to be communicated are communicated orally, the auditor shall include them in
the audit documentation, and when and to whom they were communicated. Where matters have been
communicated in writing, the auditor shall retain a copy of the communication as part of the audit documentation.

SA 265 Communicating Deficiencies in Internal Control To Those Charged
Wlth Governance and Management

d—-ua e i
SA 265 deals with the audltor s responsibility to communicate appropriately to those charged with governance and
management deficiencies in internal control that the auditor has identified in an audit of financial statements.

Deficiency in internal control
This exists when:

e A control is designed, implemented or operated in such a way that it is unable to prevent, or detect and

correct, misstaf nts in the financial statements on a timely basis; or
e A control necessary to prevent, or detect and correct, misstatements in the financial statements on a timely
basis is missing.

Significant deficiency in internal control

e A deficiency or combination of deficiencies in internal control that, in the auditor’s professional judgment, is
of sufficient importance to merit the attention of those ¢harged with governance.

e The significance of a deficiency or a combination of deficiencies in internal control depends not only on
whether a misstatement has actually occurred, but also on the [ikelihood that a misstatement could occur
and the potential magnitude of the misstatement. Significant deficiencies may, therefore, exist even though
the auditor has not identified misstatements during the audit.

Examples of matters that the auditor may consider in determining whether a deficiency or combination of
deficiencies in internal control constitutes a significant deficiency
e The Jikelihood of the deficiencies leading to material misstatements in the financial statements in the
future.
e The susceptibility to loss or fraud of the related asset or liability.
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e The subjectivity and complexity of determining estimated amounts, such as fair value accounting
estimates.

The financial statement amounts exposed to the deficiencies.
e The volume of activity that has occurred or could occur in the account balance or class of transactions
exposed to the deficiency or deficiencies.
e The importance of the controls to the financial reporting process, for example:
o General monitoring controls (such as oversight of management).
Controls over the prevention and detection of fraud.
Controls over the selection and application of significant accounting policies.
Controls over significant transactions with related parties.
Controls over significant transactions outside the entity’s normal course of business.
Controls over the period-end financial reporting process (such as controls over non-recurring journal
entries).

e The cause and frequency of the exceptions detected as a result of the deficiencies in the controls.
The interaction of the deficiency with other deficiencies in internal control.

O 0O O O O

Examples of indicators of significant deficiencies in internal control
Indicators of significant deficiencies in internal control include
e Absence of a risk assessment process within the entity where such a process would ordinarily be expected
to have been established.
Evidence of an ineffective entity risk assessment process, such as management’s failure to identify a RMM
that the auditor would expect the entity’s risk assessment process to have identified.
Evidence of ineffective aspects of the control environment.
Evidence of an ineffective response to identified significant risks
Evidence of management’s inability to oversee the preparation of the financial statements.

Misstatements detected by the auditor's procedures that were not prevented, or detected & corrected, by the
ity int ool

Identification of deficiencies in internal/Control

e The auditor shall determine whether, on the basis of the audit work performed, the auditor has identified one
or more deficiencies in internal control
e If the auditor has identified one or more deficiencies in internal control, the auditor shall determine, on the

basis of the audit work performed, whether, individually or in combination, they constitute significant
deficiencies.

Communication of significant deficiencies in internal control to those charged with governance

The auditor shall communicate in writing significant deficiencies in internal control identified during the audit to
those charged with governance on a timely basis

The auditor shall also communicate to management at an appropriate level of responsibility on a timely basis
a. Inwriting, significant deficiencies in internal control that the auditor has communicated or intends to
communicate to those charged with governance, unless it would be inappropriate to communicate directly
to management in the circumstances; and
b. Other deficiencies in internal control identified during the audit that have not been communicated to

management by other parties and that, in the auditor’s professional judgment, are of sufficient importance
to merit management's attention.

The auditor shall include in the written communication of significant deficiencies in internal control
a. A description of the deficiencies and an explanation of their potential effects; and
b. Sufficient information to enable those charged with governance and management to understand the context
of the communication. In particular, the auditor shall explain that
i.  The purpose of the audit was for the auditor to express an opinion on the financial statements;
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The audit included consideration of internal control relevant to the preparation of the financial
statements in order to design audit procedures that are appropriate in the circumstances, but not for
the purpose of expressing an opinion on the effectiveness of internal control; and

The matters being reported are limited to those deficiencies that the auditor has identified during the

audit and that the auditor has concluded are of sufficient importance to merit being reported to
those charged with governance.
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e

Objectives of the auditor as per SA 700
The objectives of the auditor as per SA 700 (Revised), “Forming An Opinion And Reporting On FSs” are:
e To form an opinion on the FSs based on an evaluation of the conclusions drawn from the audit evidence
obtained; and
e To express clearly that opinion through a written report.

Definitions
General purpose FSs
FSs prepared in accordance with a general purpose framework.

General purpose framework
A financial reporting framework designed to meet the common financial information needs of a wide range of
users. The financial reporting framework may be a fair presentation framework or a compliance framework.

Fair presentation framework
The term “fair presentation framework” is used to refer to a financial reporting framework that requires compliance
with the requirements of the framework and:

e Acknowledges management may provide disclosures bevond those specifically required by the framework;

or

e Acknowledges management may depart from a requirement of the framework to achieve fair presentation
of the FSs. Such departures are expected to be necessary only in extremely rare circumstances.

Compliance framework
The term “compliance framework” is used to refer to a financial reporting framework that reguires compliance with
the requirements of the framework, but does not contain the acknowledgements as above

Extra reading
SA 800 - Special Considerations - Audits of FSs Prepared in Accordance with Special Purpose Frameworks.

Example - Framework that does not comply with fundamental assumptions of general purpose framework. For example FSs
prepared using a cash basis. Such FSs may be helpful for certain stakeholders that are interested in knowing the liquidity
position of the entity like creditors.

Framework prepared according to taxation regulations ignoring normal accounting norms. Many times tax regulations
contradict accounting norms. If FSs are prepared according to guidance provided by taxation authorities then it is a special
purpose FS based on special purpose framework

Language tobe used in‘Audit Report
Fair Presentation Framework
While expressing unmodified opinion auditor shall use the following
e In our opinion, the accompanying FS present fairly, in all material respects in accordance with the applicable
financial reporting framework or
e In our opinion, the accompanying FSs give a true and fair view of State of affairs In accordance with
-applicable financial reporting framework
liance Framework
The accompanymg FSs are prepared in all material respects in accordance with applicable Financial reporting
framework.

e Forming an Opinion on the FSs.
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e Form of Opinion

e Auditor’s Report

e Auditor's Report for Audits Conducted in Accordance with Standards on Auditing
The requirements of SA 700 are aimed at addressing an appropriate balance between the need for consistency and
comparability in auditor reporting globally

gA 700 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

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 FSs 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 and

e The evaluations as required

Evaluations by the Auditor

The auditor shall evaluate whether the FSs 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

judgments.

In particular, the auditor shall evaluate whether, in view of the requirements of the applicable financial reporting

framework.

a. The FSs 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 information presented in the FSs is relevant, reliable, comparable, and understandable;

e. The FSs provide adeguate disclosures to enable the intended users to understand the effect of material
transactions and events on the information conveyed in the FSs; and

f. The terminology used in the FSs, including the title of each FS, is appropriate.

When the ESs are prepared in accordance with a fair presentation framework, the evaluation shall also include
Whether the FSs achieve fair presentation. The auditor's evaluation as to whether the FSs achieve fair presentation
shall include consideration of:
a. The overall presentation, structure and content of the FSs; and
b. Whether the FSs, including the related notes, represent the underlying transactions and events in a manner
that achieves fair presentation.

The auditor shall evaluate whether the FSs adequately refer to or describe the applicable financial reporting
framework.
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— 3
Qualitative Aspects of the Entity’s Accounting Practices

The objectives of the auditor as per SA 700, "Forming An Opinion And Reporting On FSs" are
a. To form an opinion on the FSs based on an evaluation of the conclusions drawn from the audit evidence
obtained; and
b. To express clearly that opinion through a written report.
The auditor shall form an opinion on whether the FSs 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 FSs as a whole are free from material misstatement, whether due to fraud or error.

For this auditor will interalia evaluate

e qualitative aspects of the entity's accounting practices, including
o Indicators of possible bias in management's judgments.

As per SA 260 The auditor's views about significant qualitative aspects of the entity's accounting practices,
including accounting policies, accounting estimates and FS disclosures should be communicated to TCWG.

In considering the qualitative aspects of the entity’s accounting practices, the auditor may become aware of
possible bias in management's iudgments.

Indicators of a lack of neutrality or possible bias in management's judgement may include the following.
1. The selective correction of misstatements brought to management's attention during the audit for example -
Correcting misstatements with the effect of increasing reported earnings, but not correcting misstatements
that have the effect of decreasing reported earnings.

2. Possible management bias in the making of accounting estimates.

SA 540 also stipulates auditor to obtain sufficient appropriate audit evidence whether:
a. Accounting estimates, including fair value accounting estimates are reasonable; and
b. Related disclosures in the FSs are adequate.

he auditor shall éxpreSs an unmodified opinion when the auditor concludes that the FSs are prepared, in all
material respects, in accordance with the applicable financial reporting framework.
If the auditor

a. concludes that, based on the audit evidence obtained, the FSs as a whole are not free from material
misstatement; or

b. is unable to obtain sufficient appropriate audit evidence to conclude that the FSs as a whole are free from
material misstatement,

the auditor shall modify the opinion in the auditor’s report in accordance with SA 705 - Modifications to the Opinion
in the Independent Auditor's Report

If FSs prepared in accordance with the requirements of a fair presentation framework
e do not achieve fair presentation,
e the auditor shall discuss the matter with management and,

e shall determine whether it is necessary to modify the opinion in the auditor’s report in accordance with SA
705

When the FSs are prepared in accordance with a compliance framework,
e the auditor is not required to evaluate whether the FSs achieve fair presentation.
e However, if in extremely rare circumstances the auditor concludes that such FSs are misleading,
o the auditor shall discuss the matter with management and,
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m depending on how it is resolved, shall determine whether, and how, to communicate it in the
auditor’s report.

FsiReport

e The auditor’s report shall be in writing.

e This SA- 700 requires the use of specific headings, which are intended to assist in making auditor’s report
more recognizable, where audit is conducted in accordance with the relevant Standards on Auditing.

Auditor’s Report for Audits Conducted in Accordance with Standards on Auditing
Title

Addressee

Auditor's Opinion

Basis for Opinion

Going Concern

Key Audit Matters

Other Information

Responsibilities for the FSs

Auditor's Responsibilities for the Audit of the FSs

Location of the description of the auditor's responsibilities
Other Reporting Responsibilities

Signature of the Auditor

Place of Signature

Date of the Auditor's Report

e ®© © @ & 8 © ¢ 0 © & &

~ The auditor’s report shall have a title that clearly indicates that it is the report of an independent auditor.,

Addressee
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 TCWG of the entity whose financial statements are being audited.

Auditor’s Opinion
Auditor’s Opinion: 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:
(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) Refer to the notes, including the summary of significant accounting policies; and
(e) Specify the date of, or period covered by, each financial statement comprising the financial statements.

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.
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m We have audited
the accompanying Standalone Financial Statements of

Reliance Industries Limited (“the Company"), which comprise the
m Balance sheet as at
March 31,20 , the Statement of Profit and '<‘FJ
Loss, including the statement of Other Comprehensive Income,
the Cash Flow Statement and the Statement of Changes in Equity
for the year then ended, and

notes to the financial statements, including a summary of significant accounting policies and
otherexplanatory information.

Basis for Opinion

The auditor's report shall include a section, directly following the Opinion section, with the heading “Basis for
Opinion”, that:
(a) States that the audit was conducted in accordance with Standards on Auditing;
(b) Refers to the section of the auditor’s report that describes the auditor's responsibilities under the SAs:
() 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.

(d) 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.

Basis For Opinion

We conducted our audit of the Standalone Financial
Statements in accordance with the Standards on Auditing
specified under section 143(10) of the Act (SAs). Our
responsibilities under those Standards are Further
described in the Auditor’s Responsibility for the Audit of
the Standalone Financial Statements section of our report.
We are independent of the Company in accordance with
the Code of Ethics issued by the Institute of Chartered
Accountants of India (ICAI) together with the ethical
requirements that are relevant to our audit of the
Standalone Financial Statements under the provisions

of the Act and the Rules made thereunder, and we have
fulfilled our other ethical responsibilities in accordance
with these requirements and the ICAI's Code of Ethics. We
believe that the audit evidence obtained by us is sufficient
and appropriate to provide a basis for our audit opinion on
the Standalone Financial Statements.

Going Concern
Where applicable, the auditor shall report in accordance with SA 570.

Key Audit Matters |
The auditor shall communicate key audit matters in the auditor's report in accordance with SA 701. 'I‘

When the auditor is otherwise required by law or regulation or decides to communicate key audit matters in the
auditor’s report, the auditor shall do so in accordance with SA 701. .

|
Law or regulation may require communication of key audit matters for audits of entities other than listed entities. [

Responsibilities for the FSs I

The auditor’s report shall include a section with a heading “Responsibilities of Management for the FSs.”
This section of the auditor’s report shall describe

Neeraj Arora | www,edu91.0rg 8.5




Chapter 8 - Audit Report

"—-'—-_-_ ape
e Management's responsibility for:
o Preparing the financial statements in accordance with the applicable financial reporting framework,
m and for such internal control
> as management determines is necessary
v to enable the preparation of financial statements that are free from material
misstatement, whether due to fraud or error;

o Assessing the
m entity’s ability to continue as a going concern and

m whether the use of the going concern basis of accounting is appropriate
m as well as disclosing, if applicable, matters relating to going concern.

_Oversight of the financial reporting process. (Under Mgt. Respo only)
This section of the auditor's report shall also identify
e those responsible for the oversight of the financial reporting process,
e when those responsible for such oversight are different from Management.

In this case, the heading of this section shall also refer to "TCWG" or such term that is appropriate in the context of
the legal framework applicable to the entity.

Auditor’s Responsibilities for the Audit of the FSs
The auditor’s report shall include a section with the heading “Auditor's Responsibilities for the Audit of the FSs."This
section of the auditor’s report shall:
(a) State that the objectives of the auditor 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
(i)  Issue an auditor’s report that includes the auditor's opinion.
(b) State that 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; and
(c) State that misstatements can arise from fraud or error, and either:
(i)  Describe that they are considered material if, individually or in the aggregate, they could reasonably
be expected to influence the economic decisions of users taken on the basis of these FSs; or
(i)  Provide a definition or description of materiality in accordance with the appllcable financial reporting
framework.

The Auditor’s Responsibilities for the Audit of the FSs section of the auditor's report shall further:
(a) State that, as part of an audit in accordance with SAs, the auditor exercises professional judgement and
maintains professional skepticism throughout the audit; and
(b) Describe an audit by stating that the auditor’s responsibilities are:

(i)  Toidentify and assess the risks of material misstatement of the financial statements, whether due to
fraud or error; to design and perform audit procedures responsive to those risks; and to obtain audit
evidence that is sufficient and appropriate to provide a basis for the auditor’s opinion.

(i)  To obtain an understanding of internal control relevant to the audit in order to design audit
procedures that are appropriate in the circumstances.
(i)  To evaluate the appropriateness of accounting policies used and the reasonableness of accounting
estimates and related disclosures made by management. '
(iv)  To conclude on the
m appropriateness of management’s use of the going concern basis of accounting ( based on
the audit evidence obtained), and
m whether a material uncertainty exists related to events or conditions that may cast significant
doubt on the entity’s ability to continue as a going concern.

The Auditor's Responsibilities for the Audit of the FSs section of the auditor’s report also shall:
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(a) State that the auditor communicates with TCWG regarding,
o among other matters,
o the planned scope and timing of the audit and
o significant audit findings,
o including any significant deficiencies in Internal control that the auditor identifies during the audit;

(b) For audits of financial statements of listed enti ies,
© state that the auditor provides
TCWG ‘
with a statement that the auditor has complied with relevant ethical requirements
regarding independence and
communicate with them
m all relationships and
m other matters that may reasonably be thought to bear on the auditor's independence,
= and where applicable, related safeguards; and

o O O o

(c) For audits of financial statements of listed entities and any other entities for which key audit matters are
communicated in accordance with SA 701,
o state that, from the matters communicated with TCWG,
o the auditor determines those matters that were of most significance in the audit of the FSs of the
current period and are therefore the key audit matters.

© The auditor describes these matters in the auditor’s report unless law or regulation precludes public
disclosure. '

Location of the description of the auditor’s responsibilities for the audit of the financial statements
The description of the auditor's responsibilities for the audit of the financial statements shall be included:
(a) Within the body of the auditor's report;
(b) 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
(c) By a specific reference within the auditor’s report to the focation 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.

Other Reporting Responsibilities
If the auditor addresses other reporting responsibilities in the auditor's report on the financial statements that are in
addition to the auditor's responsibilities under the SAs, these other reporting responsibilities shall be addressed in a

separate section in the auditor's report with a heading titled- “Report on Other Legal and Regulatory Requirements”
or otherwise as appropriate to the content of the section.

Signature

The auditor's report shall be signed. The report is signed by the auditor (i.e. the engagement partner) in his
personal name. 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 the
Institute of Chartered Accountants of India.

They also include the registration number of the firm, wherever applicable, as allotted by ICA, in the audit reports

Place of Signature
The auditor’s report shall name a specific location, which is ordinarily the city where the audit report is signed.
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te
D:’é auditor’s report shall be dated no earlier than the date on which the auditor has obtained sufficient appropriate

aﬁdit evidence on which to base the auditor’s opinion on the FSs, including evidence that:

~ (a) All the statements that comprise the financial statements, including the related notes, have been prepared;
and

(b) Those with the recognized authority have asserted that they have taken responsibility for those FSs.

The date of the auditor's report informs the user of the auditor’s report that the auditor has considered the effect of
events and transactions of which the auditor became aware and that occurred up to that date.
evelnis

The auditor’s responsibility for events and transactions after the date of the auditor's report is addressed in SA 560.

UDIN
it was noticed that financial documents/ certificates attested by third person misrepresenting themselves as CA

Members were misleading the Authorities and Stakeholders.

Unique Document |dentification Number.

Chartered Accountants having full-time Certificate of Practice can register on UDIN Portal and generate UDIN by
'registering the certificates attested/certified by them. Accordingly, an auditor is 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.

For XYZ & Co

Chartered Accountants.
(Firm's Registration No.)

Signature

(Name of the Member Signing the Audit Report)
(Designation )
(Membership No. XXXXX)

UDIN: 20037320AAAAAHT111

regulation to use a specific layout, or wording of the auditor’s report, the auditor's
report shall refer to Standards on Auditing only if the auditor’s report includes, at a minimum, each of the following
elements.

(a) Atitle.

(b) An addressee, as required by the circumstances of the engagement.

(c) An Opinion section containing an expression of opinion on the financial statements and a reference to the
applicable financial reporting framework used to prepare the financial statements.

(d) An identification of the entity’s FSs that have been audited.

(e) 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. The statement shall refer to the Code of Ethics issued by ICAI.

(f) Where applicable, a section that addresses, and is not inconsistent with, the reporting requirements relating
to going concern as per SA 570 (Revised).

(g) Where applicable, a Basis for Qualified (or Adverse) Opinion section that addresses, and is not inconsistent
with, the reporting requirements relating to going concern as per SA 570 (Revised).

(h) Where applicable, a section that includes the information required by SA 701, or additional information
about the audit that is prescribed by law or regulation and that addresses, and is not inconsistent with, the
reporting requirements in that SA.
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(i) A description of management's responsibilities for the preparation of the FSs and an identification of those
responsible for the oversight of the financial reporting process that addresses, and is not inconsistent with,
the requirements as contained in this SA 700.

(i) Areference to Standards on Auditing and the law or regulation, and a description of the auditor’s
responsibilities for an audit of the FSs that addresses, and is not inconsistent with, the requirements as
contained in this SA 700.

(k) The auditor’s signature.

() The Place of signature.

(m)The date of the auditor’s report.

SA 705 - Modifications to the Opinion in the Independent Auditor's Report

Auditor's Judgment about the Pervasiveness of the Effects or Possible T
Nature of Matter Giving Rise to the |[Effects on the FSs
Modification Material but Not Pervasive Material and Pervasive
FSs Are materially misstated Qualified opinion Adverse opinion
Inability to obtain sufficient Qualified opinion Disclaimer of opinion
appropriate audit evidence
Objective of the Auditor

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 FSs that is necessary when:
a) The auditor concludes, based on the audit evidence obtained, that the FSs as a whole are not free from
material misstatement; or
b) The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the FSs as a whole are
free from material misstatement.

Disclaimer of Opinion - Special Point
The auditor shall disclaim an opinion when,
> in extremely rare circumstances involving multiple uncertainties,
> the auditor concludes that,
> notwithstanding having obtained SAAE regarding each of the individual uncertainties,
> itis not possible to form an opinion on the FSs
e due to potential interaction of the uncertainties and

o their possible cumulative effect on the FSs

Circumstances when ication to the Auditor's Opinion is Required
e The auditor concludes that based, on the audit evidence obtained, the FSs as a whole are not free from
material misstatement, may be due to following reasons:
o Inappropriate Accounting Policies;
o Inappropriate application of selected Accounting Policies;
o Inappropriate or inadequate disclosures in FSs.
e The auditor is unable to obtain sufficient appropriate audit evidence to conclude may be due to following
reasons:
o Limitations imposed by management
o Circumstances beyond entity control (@ )
o Circumstances related to Nature and Timing of auditor's work

Limitatior

Auditor Accepted the Engagement Management Imposes certain Limitations on scope of audit. Request
Management To Remove it (Limitation on scope)
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= o Management Refuses
o Communicate to TCWG
o Determine the possibility of performing alternative procedures to obtain SAAE
m Unable to obtain SAAE
e Determine Possible effect on FSs
o Material BUT NOT PERVASIVE
m Qualified Opinion
o Material & PERVASIVE
m Resign - if Possible
m Not Possible
e Communicate to TWG and Issue a Disclaimer Opinion

te ;I;J_,;‘LI’JU he / - 'S ' en
.When the auditor modlﬁes the audit opmion the auditor shall use the headlng "Qualified Opinion,” Adverse Opinion,”
“or Disclaimer of Opinion,” as appropriate , for the Opinion section.

When the auditor modified the opinion on the FSs, the auditor shall, in addition to the specific elements as required

by SA 700:

a) Amend the heading “Basis for Opinion” to “Basis for Qualified Opinion,” Basis for Adverse Opinion”, or Basis
for Disclaimer of Opinion,” as appropriate; and

b) Within this section, include a description of the matter giving rise to the modification.

Qualified Opinion
e When the auditor expresses a qualified opinion due to a material misstatement in the FSs, auditor shall
state that, in the auditor's opinion, except for the effects of the matter(s) described in the Basis for
Qualified Opinion section
o When reporting in accordance with a fair presentation framework- the accompanying FSs present
fairly, in all material respects (or give a true and fair view in accordance with applicable FRF).
o When reporting in accordance with a compliance framework-the accompanying FSs have been
prepared, in all material respects, in accordance with ( the applicable FRF).
e When the modification arises from an inability to obtain SAAE, the auditor shall use the phrase ‘except for
the possible effects of the matter(S) in the Basis for Qualified Opinion section

Adverse Opinion
When the auditor expresses an adverse opinion, the auditor shall state that, in the auditor’s opinion, because of the
significance of the matters described in the Basis for Adverse Opinion section :
e When reporting in accordance with a fair presentation framework-the accompanying £Ss do not present
fairly (or gi rue fair vie cordance with th icable FRF
e When reporting in accordance with a compliance framework the Accompanying FSs have not been
prepared, in all material respect in accordance with (the applicable FRF).

Disclaimer
When the auditor disclaims an opinion due to an inability to obtain sufficient appropriate audit evidence, the auditor
shall
e State that the auditor does not express an opinion on the FSs;
e State that, because of the significance of the matter(s) described, in the Basis for Disclaimer of Opinion
section, the auditor has not been able to obtain SAAE to provide a basis for an audit opinion on the FSs; and
o Amend the statement in the Opinion Section,
o which indicates that the FSs have been audited,
o to state that the auditor was engaged to audit the FSs.
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T —
Considerations When the Auditor Disclaims an Opinion on the FSs.

Unless required by law or regulation, when the auditor disclaims an opinion on the FSs, the auditor’s report shall not
include a Key Audit Matters section in accordance with SA 701.

WHY?

Communication of any key audit matters other than the matter(s) giving rise to the disclaimer of opinion
e may suggest that the FSs as a whole are more credible
e than would be appropriate in the circumstances,
e and would be inconsistent with the disclaimer of opinion on the FSs as a whole.

Communication with TCWG
When the auditor expects to modify the opinion in the auditor's report, the auditor shall communicate with TCWG
the circumstances that led to the expected modification and the wording of the modification.

Description of Auditor’s Responsibilities

When the auditor disclaims an opinion on the FSs 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

a. A statement that the auditor’s responsibility is to conduct an audit of the entity’s FSs in accordance with
Standards on Auditing and to issue an auditor’s report;

b. 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 FSs; and

c. The statement about auditor independence and other ethical responsibilities required by SA 700

(Example of statement about independence - We are independent of the entity in accordance with the ethical
requirements in accordance with the requirements of the Code of Ethics issued by ICAI and the ethical
requirements as prescribed under the laws and regulations applicable to the entity.)

SA 706 Emphasis of matter paragraphs & other matter paragraphs in the

independent auditor's report
Objective of the auditor
To draw users’ attention, when in the auditor’s judgement it is necessary to do so, by way of clear additional
communication in the auditor’s report, to:
a. A matter appropriately presented or disclosed in the FSs, that is of such importance that it is fundamental
to users’ understanding of the FSs; or

b. 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

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 judgement, 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 that When SA 701 applies, the matter communicated in EOM para 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

a. Include the paragraph within a separate section of the auditor's report with an appropriate heading that
includes the term “Emphasis of Matter”
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b. 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 FSs.
c. Indicate that the auditor's opinion is not modified in respect of the matter emphasized.

phasis of Matter paragraph is not a substitute

n Emphasis of Matter paragraph is not a substitute for:

a. A modified opinion in accordance with SA 705 (Revised) when required by the circumstances of a specific
audit engagement;

b. Disclosures in the FSs that the applicable financial reporting framework requires management to make, or
that are otherwise necessary to achieve fair presentation; or

¢. Reporting in accordance with SA 570 (Revised) 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.

tter paragraph
|f the auditor considers it necessary to communicate a matter other than those that are presented or disclosed in
the financial statements that, in the auditor's judgement, is relevant to users’ understanding of the audit, the
auditor’s responsibilities or the auditor’s report, the auditor shall include an Other Matter paragraph in the auditor’s
report provided

e This is not prohibited by law or regulation

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 Other Matter paragraph
When the auditor includes an Other Matter paragraph in the auditor’s report, the auditor shall include the paragraph
within a separate section with the heading “Other Matter,” or other appropriate heading.

Bommunication with TCWG

If the auditor expects to include an Emphasis of Matter or an Other Matter paragraph in the auditor’s report, the
auditor shall communicate with TCWG regarding this expectation and the wording of this paragraph

Placement of Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Auditor’s Report
The placement of an Emphasis of Matter paragraph or Other Matter paragraph in the auditor’s report
e depends on the pature of the information to be communicated,
e and the auditor’s judgement
o as to the relative significance of such information

o With respect to other elements required to be reported in accordance with SA 700

Emphasis of Matter Paragraphs

When the Emphasis of Matter paragraph relates to the applicable financial reporting framework, the auditor may
consider it necessary to place the paragraph immediately following the Basis of Opinion section to provide

appropriate context to the auditor’s opinion.

When a Key Audit Matters section is presented in the auditor’s report,
e an Emphasis of Matter paragraph may be presented
e either directly before or after the Key Audit Matters section,
o based on the auditor’s judgement.
The auditor may also add further context to the heading “Emphasis of Matter”,
¢ such as “Emphasis of Matter — Subsequent Event”,
e to differentiate the Emphasis of Matter paragraph from the individual matters described in the Key Audit
Matters section.
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Other Matter Paragraphs
When an Other Matter paragraph is included to draw users’ attention to a matter relating to_Other Reporting

Responsibifities addressed in the auditor's report, the paragraph may be included in the Report on Other Legal and
Regulatory Requirements section.

When relevant to all the auditor’s responsibilities or users’ understanding of the auditor’s report, the Other Matter
paragraph may be included as a separate section following the Report on Other Legal and Regulatory
Requirements.

When a Key Audit Matters section is presented in the auditor’s report
e and an Other Matter paragraph is also considered necessary,
¢ the auditor may add further context to the heading “Other Matter”, such as “Other Matter — Scope of the
Audit”,
e todifferentiate the Other Matter paragraph from the individual matters described in the Key Audit Matters
section.

SA 701 - Communicating Key Audit Matters in the Independent Auditor’s
Report

This Standard on Auditing (SA) deals with the auditor’s responsibility to communicate key audit matters in the
auditor’s report.

Objective
The objectives of the auditor are
e To determine key audit matters and, having formed an opinion on the FSs,

e Communicate those matters by describing them in the auditor’s report.

Key audit Matters
Those matters that,
e in the auditor’s professional judgement,
o were of most significance
m in the audit of the FSs of the current period.
e Key audit matters are selected from matters communicated with TCWG.

Purpose
As per SA 701, “Communicating Key Audit Matters in the 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 FSs to assist
them in understanding those matters that, in the auditor’s professional judgement, were of most
significance in the audit of the FSs of the current period.

e Communicating key audit matters may also assist intended users in understanding the entity and areas of
significant management judgement in the audited FSs.

e The communication of key audit matters in the auditor’s report may also provide intended users a basis to
further engage with management and TCWG about

o certain matters relating to the entity,
o the audited FSs,
o or the audit that was performed.
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This SA applies to
o audits of complete sets of general purpose FSs of listed entities and
e circumstances when the auditor otherwise decides to communicate key audit matters in the auditor’s report.
e This SA also applies when the auditor is required by law or requlation to communicate key audit matters in |
the auditor’s report. |

However, SA 705 prohibits the auditor from communicating key audit matters when the auditor ‘
disclaims an opinion on the FSs, unless such reporting is required by law or regulation. |

e

The audltor shaII determlne
e from the matters communicated with TCWG,
e those matters that required significant auditor attention in performing the audit.
¢ In making this determination, the auditor shall take into account the following
a. Areas of higher assessed risk of material misstatement, or significant risks identified in accordance
with SA 315.
b. Significant auditor judgments relating to areas in the FSs that involved significant management

judgement, including accounting estimates that have been identified as having high estimation

uncertainty.
c. The effect on the audit of significant events or transactions that occurred during the period.

The auditor shall
e describe each key audit matter,
e using an appropriate subheading,
e 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:
a. Key audit matters are those matters that, in the auditor’s professional judgement, were of most significance
in the audit of the FSs.
b. These matters were addressed in the context of the audit of the FSs as a whole, and in forming the auditor’s

opinion thereon, and the auditor does not provide a separate opinion on these matters.

The description of each key audit matter in the Key Audit Matters section of the auditor’s report shall include a
reference to the related disclosure(s), if any, in the FSs and shall address:
a. Why the matter was considered to be one of most significance in the audit and therefore determined to be a
key audit matter; and
b. How the matter was addressed in the audit.

Communicating key audit matters in the auditor’s report is not:
a. A substitute for disclosures in the FSs that the applicable financial reporting framework requires
management to make, or that are otherwise necessary to achieve fair presentation;
b. A substitute for the auditor expressing an modified opinion when required by the circumstances of a specifi
¢ audit engagement in accordance with SA 705
c. 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

d. A separate opinion on individual matters.
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Auditor's Report
The auditor shall describe each key audit matter in the auditor’s report unless
a. Law or regulation precludes public disclosure about the matter; or

b. In extremely rare circumstances, the auditor determines that the matter should not be communicated in the

auditor’s report because the adverse consequences of doing so would reasonably be expected to outweigh

the public interest benefits of such communication. This shall not apply if the entity has publicly disclosed
information about the matter.

KAM by Nature

A matter giving rise to a modified opinion in accordance with SA 705 (Revised), or a material uncertainty 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 (Revised), are by their nature key audit matters.

These matters shall not be described in the Key Audit Matters section of the auditor’s report and the requirements
in Rather, the auditor shall

a. Report on these matter(s) in accordance with the applicable SA(s); and
b. Include a reference to

e the Basis for Qualified (Adverse) Opinion or
o the Material Uncertainty Related to Going Concern section(s) in the Key Audit Matters section.

If the auditor determines, depending on the facts and circumstances of the entity and the audit, that there are no
key audit matters to communicate or that the only key audit matters communicated are those matters mentioned
above, the auditor shall include a statement to this effect in a separate section of the auditor’s report under the
heading "Key Audit Matters.”

Communication with TCWG
The auditor shall communicate with TCWG:
a. Those matters the auditor has determined to be the key audit matiers; or
b. If applicable, depending on the facts and circumstances of the entity and the audit, the auditor’s
determination that there are no key audit matters to communicate in the auditor’s report.

Documentation
The auditor shall include in the audit documentation:
a. The matters that required significant auditor attention as determined , and the rationale for the auditor’s
determination as to whether or not each of these matters is a key audit matter.
b. Where applicable, the rationale for the auditor’s determination that there are no key audit matters to
communicate in the auditor’s report or that the only key audit matters to communicate are
i.  Modified Opinion
ii.  Material uncertainty related to events or conditions that may cast significant doubt on the entity's
ability to continue as a going concern; and
c. Where applicable, the rationale for the auditor’s determination not to communicate in the auditor's report a
matter determined to be a key audit matter.

SA 710 "Comparative Information - Corresponding Figures And Comparative
FSs

Scope

Deals with the auditor's responsibilities regarding comparative information in an audit of FSs.

Objectives
The objectives of the auditor are
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#_;-—’T;obtain sufficient appropriate audit evidence about whether the comparative information included in the
FSs has been presented, in all material respects, in accordance with the requirements for comparative
information in the applicable financial reporting framework.

e To report in accordance with the auditor’s reporting responsibilities.

(comparative information
e The amounts and disclosures
o included in the FSs
e in respect of one or more prior periods
o in accordance with the applicable financial reporting framework.

Corresponding figures
e Comparative information where amounts and other disclosures
o for the prior period are included as an integral part of the current period FSs, and
o are intended to be read only in relation to the amounts and other disclosures relating to the current
period .

Comparative FSs

Comparative information where amounts and other disclosures
e for the prior period are included for comparison with the FSs of the current period
e but, if audited, are referred to in the auditor’s opinion.

Difference between Corresponding Figures and Comparative FS from reporting point of view.
e When corresponding figures are presented, the auditor’s opinion shall not refer to the corresponding figures
other than in exceptional cases.
e When comparative FSs are presented, the auditor’s opinion shall refer to each period for which FSs are
presented and on which an audit opinion is expressed.

dit Procedures ,
Comparative Information Included and Appropriately Classified.
The auditor shall determine
e whether the FSs include the comparative information required by the applicable financial reporting
framework and
e 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,
m if there have been changes in accounting policies,
e whether those changes have been
o properly accounted for and adequately presented and disclosed.

(Summary - CI Included and Apt Classified - Evaluate - CI agree with A & D of PP and AP of PP consistent with CP, if
P._ . _._.D. )

e~ ) i

not changes properly A__

Possible material misstatement in the comparative information.
If the auditor becomes aware of a possible material misstatement in the comparative information while performing
the current period audit,
e the auditor shall perform such additional audit procedures as are necessary in the circumstances to obtain
sufficient appropriate audit evidence to determine whether a material misstatement exists.
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—
e If the auditor had audited the prior period’s FSs, the auditor shall also follow the relevant requirements of S4

560
(Summary - Become aware of Poss MMS in CI, AAP SAAE, MMS Exist? / Also follow requirement of SA 560 SE)

* Written Representation
In the case of comparative FSs,

e the written representations are requested for all periods referred to in the auditor’s opinion because
management needs to re-affirm that the written representations it previously made with respect to the prior
period remain appropriate.

In the case of corresponding figures,

e the written representations are requested for the FSs of the current period only because the auditor’s

opinion is on those FSs, which include the corresponding figures.

The auditor may requests a specific written representation regarding any prior period item that is separately

disclosed in the current year's FS.
(CFI - All Period ref in opinion, to reaffirmWR appropriate, CF - CP only, may request for any PPI disclosed)

=

1dit Reportin
Corresponding Figures
Reference to corresponding figures
Audit opinion not to refer to corresponding figures, EXCEPT:
1. Auditor's report on prior period FS was modified
Auditor's report on prior period FS was modified and the subject of modification is still unresolved
o Modify current audit report also.
In the Basis for Modification paragraph in the auditor’s report, the auditor shall:
o Refer to both the current period's figures and the corresponding figures in the description of the matter
giving rise to the modification
o when the effects or possible effects of the matter on the current period’s figures are material; or (PP
Opinion Modified because of misstatement and CP FS are also affected by the same misstatement)
e In other cases,
o explain that the audit opinion has been modified
m because of the effects or possible effects of the unresolved matter
e on the comparability of the current period’s figures and the corresponding figures. (PP
Opinion is modified, Matter is not relevant/ immaterial to the current period figures in
the FSs-but comparability is effected )

2. Audit evidence that a material misstatement exists in the prior period FSs on which an unmodified opinion
has been previously issued
If the auditor
e obtains audit evidence that a material misstatement exists in the prior period FSs
e on which an unmodified opinion has been previously issued,
o the auditor shall verify whether the misstatement has been dealt with as required under the
applicable financial reporting framework and,
o if that is not the case,
o the auditor shall express a qualified opinion or an adverse opinion in the auditor's report on
the current period FSs,
m  modified with respect to the corresponding figures included therein.

Prior Period FSs Audited by a Predecessor Auditor by
If the FSs of the prior period were audited by a predecessor auditor and
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~ o the auditor is permitted by law or regulation to refer to the predecessor auditor’s report on the
corresponding figures and
e decides to do so,
he auditor shall state in an Other Matter paragraph in the auditor's report:
" a. Thatthe FSs of the prior period were audited by the predecessor auditor;
b. The type of opinion expressed by the predecessor auditor and, if the opinion was modified, the reasons
therefore; and
. The date of that report.

¢ Period FSs Not Audited

|f the prior period FSs were not audited,

e the auditor shall state in an Qther Matter paragraph in the auditor’s report that the corresponding figures are’
unaudited.

o 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 FSs.

‘Comparative FSs

Eference to each period

‘When comparative FSs are presented,

e the auditor’s opinion shall

e refer to each period for which FSs are presented and on which an audit opinion is expressed.

Opinion Prior Period FS differ from previous opinion.

If the auditor’s opinion on such prior period FSs 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.

Prior Period FSs Audited by a Predecessor Auditor
If the FSs of the prior period were audited by a predecessor auditor, in addition to expressing an opinion on the
current period's FSs, the auditor shall state in an Other Matter paragraph

a. That the FSs of the prior period were audited by a predecessor auditor;
b. The type of opinion expressed by the predecessor auditor and, if the opinion was modified, the reasons

therefore; and
c. The date of that report,

If the auditor concludes that a material misstatement exists that affects the prior period FSs on which the
predecessor auditor had previously reported without modification, the auditor shall communicate the misstatement
with the appropriate level of management and TCWG and request that the predecessor auditor be informed.

If the prior period FSs are amended, and the predecessor auditor agrees to issue a new auditor's report on the
amended FSs of the prior period, the auditor shall report only on the current period.

Prior Period FSs Not Audited
The auditor shall state in an Other Matter paragraph that the comparative FSs 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 FSs.
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SA 299 - Joint Audit
Joint Audit
Advantages
In specific terms the advantages that flow may be the following:
i)  Sharing of expertise.
i)  Advantage of mutual consultation.
iii) Lower workload.
iv)  Better quality of performance.
v)  Improved service to the client.
vi)  In respect of multi-national 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.

Disadvantages
The general disadvantages may be the following:
i)  The fees being shared.
i)  Psychological problem where firms of different standing are associated in the joint audit.
iii)  General superiority complex of some auditors.
iv)  Problems of co-ordination of the work.
v)  Areas of work of common concern being neglected.
vi)  Uncertainty about the liability for the work done.

k Assessment and Allocation of Work
1. The engagement partner and other key members of the engagement team from each of the joint auditors
shall be involved in planning the audit.
2. The joint auditors shall jointly establish an overall audit strategy that sets the scope, timing and direction of
the audit, and that guides the development of the audit plan.
3. Prior to the commencement of the audit, the joint auditors shall discuss and develop a joint audit plan. In
developing the joint audit plan, the joint auditors shall
a. Identify audit area division and commeon areas among joint auditors to define each joint auditor's
scope.
b. Ascertain engagement's reporting objectives to plan audit timing and required communications.
c. Consider and communicate significant factors among joint auditors that guide the engagement
team's efforts.
d. Consider results of preliminary engagement activities and relevance of knowledge gained on
previous similar engagements by respective engagement partner(s).
e. Ascertain the nature, timing and extent of resources necessary to perform the engagement.
4. Each joint auditor should consider, assess, and communicate risks of material misstatement to others;
document whether risks pertain to overall FSs or specific audit areas.
5. Joint auditors should discuss, document, and communicate nature, timing, and extent of audit procedures
for common and specific audit areas to TCWG.
6. Joint auditors should obtain a common engagement letter and a common management representation
letter,
7. Post work identification and allocation among joint auditors, the work allocation document should be signed
by all joint auditors and communicated to TCWG.

Responsibility and Co-ordination among Joint Auditors
* Inrespect of audit work divided among the joint auditors, each joint auditor shall be responsible only for the
work allocated to such joint auditor including proper execution of the audit procedures
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=
e All the joint auditors shall be jointly and severally responsible for

o the audit work which is not divided among the joint auditors and is carried out by all joint auditors;

o decisions taken by all the joint auditors under audit planning in respect of common audit areas
concerning the nature, timing and extent of the audit procedures to be performed by each of the joint
auditors.

o matters which are brought to the notice of the joint auditors by any one of them and on which there
is an agreement among the joint auditors;

o examining that the FSs of the entity comply with the requirements of the relevant statutes;
presentation and disclosure of the FSs as required by the applicable financial reporting framework;
ensuring that the audit report complies with the requirements of the relevant statutes, the applicable
Standards on Auditing and the other relevant pronouncements issued by ICAL

e If ajoint auditor encounters matters relevant to others' responsibilities, requiring their attention, disclosure,

discussion, or judgment application, they should communicate these in writing to all other joint auditors

before the audit completion.

e Each joint auditor is responsible for determining the nature, timing, and extent of audit procedures applied

to their allocated work areas. They're individually responsible for studying and evaluating the internal control

system and risk assessment related to their allocated work areas.

Audit Conclusion and Reporting
Reporting

e Joint auditors are expected to issue a common audit report.

e In case of disagreement, auditors can issue separate audit reports.

e Ajoint 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 separate audit
report in case of disagreement.

Audit reports by joint auditors shall make reference separate report(s) issued by other joint auditor(s).

e Separate audit report(s) shall also reference to those issued by joint auditors.

Such reference shall be made under the heading “Other Matter Paragraph” as per Revised SA 706,
“Emphasis of Matter Paragraphs and Other Matter Paragraphs in the Independent Auditor's Report”.

Reporting Requirements Under The Companies Act, 2013
Section 143 Powers and/duties of auditors and auditing standards
143(1)
Every auditor of a company shall have a
e right of access

o atall times

o to the books of account and vouchers of the company,

o whether kept at the registered office of the company or at any other place and

e shall be entitled to require

o from the officers of the company

o such information and explanation as he may consider necessary for the performance of his duties
as auditor and

e amongst other matters inquire into the following matters, namely:—

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 soldata
price less than that at which they were purchased by the company;
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d. whether loans and advances made by the company have been shown as deposits;
whether personal expenses have been charged to revenue account;

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 Shegt
is correct, regular and not misleading

™o

Provided that the auditor of a company which is a holding company shall also have the right of access to the
records of all its subsidiaries and associate companies insofar as it relates to the consolidation of its FSs with that
of its subsidiaries and associate companies.

143(2) Report To Members
The auditor shall
e make areport
e to the members of the company
e on the accounts examined by him and on every FSs which are required by or under this Act to be laid before
the company in general meeting and
e the report shall after taking into account
o 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 thereunder or
under any order made under sub-section (11) and
o tothe best of his information and knowledge,
e the said accounts, FSs give a true and fair view of the state of the company's affairs at the end of its
financial year and profit or loss and cash flow for the year and such other matters as may be prescribed.

o O O O O

143(3) - Report on Other Elements
The auditor's report shall also state—

a. whether he has sought and obtained all the information and explanations which to the best of his
knowledge and belief were necessary for the purpose of his audit and if not, the details thereof and the
effect of such information on the FSs; ‘

b. whether, in his opinion, proper books of account as required by law have been kept by the company so far as
appears from his examination of those books and proper returns adequate for the purposes of his audit
have been received from branches not visited by him; (Books of accounts and return from branches)

c. whether the report on the accounts of any branch office of the company audited under sub-section (8)bya
person other than the company's auditor 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;

d. whether the company's balance sheet and profit and loss account dealt with in the report are in agreement
with the books of account and returns;

e. whether, in his opinion, the FSs comply with the accounting standards;

f. the observations or comments of the auditors on financial transactions or matters which have any adverse
effect on the functioning of the company;

g. whether any director is disqualified from being appointed as a director under sub-section (2) of section 164;

h. any gualification, reservation or adverse remark relating to the maintenance of accounts and other matters
connected therewith;

i. whether the company has adeguate internal financial controls with reference to FSs in place and the
operating effectiveness of such controls.

j. such other matters as may be prescribed
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'Reporting under clause(i) of Sec. 143(3) shall not apply to a private company:
e Which is a one-person company or a small company ; or
e Which has turnover less than Rs 50 crores as per latest audited FS And Which has aggregate borrowings

from banks or financial institutions or any body corporate at any point of time during the financial year
less than Rs 25 Cr.

f——"

Other Matters Prescribed-Rule 11 of Companies (Audit & Auditors) Rules , 2014

':rjﬁe auditor's report shall also include their views and comments on the following matters, namely:

1. Whether the company has disclosed the impact, if any, of pending litigations on its financial position in its
FS;

2. Whether the company has made provisions, as required under any law or accounting standards, for material
foreseeable losses, if any, on long term contracts including derivative contracts;

3. Whether there has been any delay in transferring amounts, required to be transferred, to the Investor
Education and Protection Fund by the company.

a. Whether the management has represented that, to the best of it's 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;

b. Whether the management has represented, that, to the best of it's knowledge and belief, other than
as disclosed 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

c. 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 misstatement.

5. Whether the dividend declared or paid during the year by the company is in compliance with section 123 of
the Companies Act, 2013
6. Whether the company,
e in respect of financial years commencing on or after the 1st April, 2022,
e has used such accounting software for maintaining its books of account
e which has a feature of recording audit trail (edit log) facility and
e 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
e the audit trail has been preserved by the company as per the statutory requirements for
record retention.

Audit Trail means, a step-by-step sequential record which provides evidence of the documented history of financial
transactions to its source. An auditor can trace every step of, the financial data of a particular transaction right from
the general ledger to its source document with the help of the audit trail.

143(4) - Reasons
Where

therefor
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e any of the matters required to be included in the audit report
e under this section
e isanswered in the negative
e or with a qualification,
e the report shall state the reasons therefor.
Branch Audit - 143(8)
Covered later in the chapter

143(9)
Every auditor shall comply with the auditing standards.

143(10)

The Central Government may prescribe the standards of auditing or any addendum thereto, as recommended by
the Institute of Chartered Accountants of India, constituted under section 3 of the Chartered Accountants Act,
1949 (38 of 1949), in consultation with and after examination of the recommendations made by the National
Financial Reporting Authority:

Provided that until any auditing standards are notified, any standard or standards of auditing specified by the
Institute of Chartered Accountants of India shall be deemed to be the auditing standards.

Reporting of Fraud - 143(12) read with Rule 13 of the Companies (Audit and Auditors) Rules

If an auditor of a company in the course of the performance of his duties as auditor, has reason io believe that an
offence of fraud, which involves or is expected to involve individually an amount of ¥ 7 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.

In case of a fraud involving lesser than the specified amount [i.e. 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.

143 (13)
No duty to which an auditor of a company may be subject to shall be regarded as having been contravened by
reason of his reporting the matter referred to in sub-section (12) if it is done in good faith.

143(14)
The provisions of this section shall mutatis mutandis apply to—
a. the cost accountant conducting cost audit under section 148; or
b. the company secretary in practice conducting secretarial audit under section 204.

143(15)
If any auditor, cost accountant, or company secretary in practice does not comply with the provisions of
sub-section (12), he shall,—

a. incase of a listed company, be liable to a penalty of five lakh rupees; and

b. in case of any other company, be liable to a penalty of one lakh rupees.]

CARO - COMPANIES (AUDITOR'S REPORT) ORDER, 2020
Section 143(11)

The Central Government may,

e in consultation with the National Financial Reporting Authority,
e by general or special order,

e direct, in respect of

o such class or description of companies,
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as may be specified in the order,
that the
m auditor's report shall also include a statement on

m such matters as may be specified therein

licabilit
i'r]'t sh';ll apply to every company including a foreign company as defined in clause (42) of section 2 of the Companies
'Act. 2013 except
A banking company;
An insurance company;
A company licensed to operate u/s 8 of the Companies Act;
A One person company as defined in sec. 2(62) of the Companies Act and a small Company as defined in
Sec. 2(85) of the Companies Act; and
e A private limited company, not being a subsidiary or holding of a public company,
o Having a paid up capital & Reserves & surplus not more than Rs 1 Cr. as on the balance sheet date,
and
o Which does not have total borrowings exceeding Rs 1 Cr. 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 I1l to the Companies Act, 2013

(Including revenue from discontinuing operations) exceeding Rs. 10 Crore during the financial year
as per the FSs.

This Order shall NOT apply to the auditor's report on Consolidated FS except clause (xxi) of paragraph 3.

Paid up Share capital
e Paid up capital includes equity as well as preference.

e Amount originally paid up on forfeited shares should be added to the figure of paid up capital.

e Share Application money pending allotment - NO.

e Securities Premium - YES

e General Reserve - YES

e Reserves include Capital reserves, revenue reserves as well as Revaluation Reserves.

e Credit Balance of Profit and Loss Account will form part of the reserve.

e In case of debit balance of profit or loss, the same shall be netted for computing reserves & surplus.
Borrowings

e Loans from banks and financial institutions are to be considered in aggregate.
¢ Financial Institutions include NBFC.
e Loans may be in any form like term loan, demand loans, cash credit overdraft, export credit, bill
purchased/discounted.
Long term loans as well as short term loans, secured as well as unsecured will be considered .
e Qutstanding dues, in respect of credit cards will also be considered.
¢ Interest accrued and also due will form part of loans and borrowings. If interest is only accrued it will not
form part of loan
Fund based facilities are counted in borrowings whereas non fund based facilities are not counted.
Security amount is not to be adjusted
Loans from other than banking and financial institutions shall not be considered
Limit or actual Amount? -

Total Revenue
® Revenue from operations and other Income.

e Here revenue will also include revenue from discontinuing operations as specified in the Order,
® Other income shall consist of the following;
% Interest Income (other than a finance company);
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% Dividend Income;

< Net gain/loss on sale of investments;

% Other non-operating income (net of expenses directly attributable to such income).
e GST, Excise etc will not form part of revenue

Other Notes
Discussion on Small Company

A company is covered under the definition of small company; it will remain exempted from the applicability of the
Order even if it falls under any of the criteria specified for private company.

Definition of Small Company

Sec 2(85) of the Companies Act, 2013 defines a small company. As present, is a private company which satisfies
both the following conditions

- Paid Up Share Capital < 4 crores AND
- Turnover =< 40 crores.

The following 3 categories of Companies shall NOT be regarded as SMALL Companies:
1. AHOLDING company or a SUBSIDIARY company.
2. A company registered under SECTION 8. or
3. A company or body corporate governed by any SPECIAL ACT.

o Every reportmade by the audltorunder sectlon 143 of the Companles Act on the accounts of every
company audited by him, to which this Order applies, contain the matters specified in paragraphs 3 and 4, as
may be applicable

e Provided this Order shall not apply to the auditor's report on consolidated FSs except clause (xxi) of
paragraph 3.

- in the auditor's report,
the answer to any of the questions referred to in paragraph 3 is unfavourable or qualified,
- the auditor's report shall also state the basis for such unfavourable or qualified answer

- Where the auditor is unable to express any opinion on any specific matter,
- his report shall
indicate such fact
- with the reasons as to why it is not possible for him to give his opinion On the same,

The audltopo on the accounts of a oany to whlch this Order appl|essha|l include a statement on the
following matters, namely:-

Proper Records
Whether the company is malntalmng proper records

- showing full parti
- including guantitative de‘a /s and
- situatlon of Property, Plant and Equipment;
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proper records - Intangible assets
Whether the company is maintaining proper records showing full particulars of intangible assets;

physical Verification
Whether these Property, Plant and Equipment have been physically
intervals;

Material discrepancies
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.

Title Deeds
Whether the title deeds of all the immovable properties

verified by the management at reasonable

(other than properties where the company is the lessee and the lease agreements are duly executed in

favour of the lessee)

disclosed in the FSs are held in the name of the company, if not, provide the details thereof in the format below

property

i Description of | Gross carrying value | Held in name of | Whether promoter,

director or their
relative or employee

Period held -indicate
range, where
appropriate

Reason for not being held in
name of company**also
indicate if in dispute

Revaluation of PPE / ITA
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,

o 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;

Proceedings for benami property
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,

Physical Verlﬁcatl, Coverage and Procedure.
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;

Discrepancies of 10% or more
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;

Working capital limits
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 company has appropriately disclosed the details in its FSs;
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—
e whether the quarterly returns or statements filed by the company with such banks or financial institutiong
are in agreement with the books of account of the Company, if not, give details;

Para 3(iii) - | t/ Guarantee / Security / Loans and Advances
a. whether during the year the company has provided loans or provided advances in the nature of loans, or
fLII'l"IiShEd guarantee, or pl‘OVidEd SECUfity to any other entity [not applicable to companies whose principal business is to give Ioans]' If
S0, 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 an :
b. whether the
o investments made,
O guarantees provided,
o security given and
o the terms and conditions of the
= grant of all loans and advances in the nature of loans and
m guarantees provided are nof 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 reqular;
d. if the amount is overdue,
o state the total amount overdue for more than ninety days, and

o 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,
s has been renewed or extended or
m fresh loans granted to settle the overdues of existing loans given to the same parties,
o ifso,
m  specify the aggregate amount of such dues renewed or extended or settled by fresh loans
and ‘
m 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
o either repayable on demand or
o without specifying any terms or period of repayment, if so,
m  specify the aggregate amount,
m percentage thereof to the total loans granted,
= aggregate amount of loans granted to Promoters, related parties as defined in clause (76) of
section 2 of the Companies Act, 2013;
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—
Loan / Guarantee or security provided to any other entity
Yes Not applicable
to ‘subsidiaries,
Whether Principal aggregate amount O
during the year, and associates;
Whether Loan / Yes busine::al:st o give gi and balance
Guarantee or No | ndewte | outstandingat | parties, other
security he balence sheet | than subsidiaries,
provided to any ale Joint ventures
other entity and associates;
No Report the same

para 3(iv

In respect of ibans mvestments guarantees and security, whether provisions of sections 185 and 186 of the
Companies Act have been complied with, if not, provide the details thereof;

In respect of depOS|ts accepted by the company or amounts which are deemed to be deposits,
e whether the directives issued by the Reserve Bank of India and
e the provisions of sections 73 to 76 or
e any other relevant provisions of the Companies Act and the rules made thereunder, where applicable,
o have been complied with,
o 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,
o whether the same has been complied with or not;

Para 3(vi) Cost Records
e Whether maintenance of cost records has been specified by the Central Government under sub-section (1)
of section 148 of the Companies Act and
e whether such accounts and records have been so made and maintained.

Para 3|(vii) Statutory Dues
Undisputed statutory dues
a. whether the company is regular in depositing undisputed statutory dues
o 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
o any other statutory dues to the appropriate authorities and
o if not,

m 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;

Disputed statutory dues
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);
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.
Statutory Dues
Yes Report company is regular
. . . REPORT - outstanding statutory
Company is regular in depositing dues as on the last day of the
. the undisputed statutiry dues? financial year for a period of
Undisputed NO | more than six months from the
date they became payable, shall
be indicated
No Report the same
Statutory Dues Not Amount ¢
deposited on account of
dispute Forum

Para 3(viii

Whether any transactions
e notrecorded in the books of account
e have been surrendered or disclosed

o as income during the year in the tax assessments under the Income Tax Act, 1961 (43 of 1961),

if so, whether

e the previously unrecorded income has been properly recorded in the books of account during the year;

Para 3(ix) Repayment of Loan Etc

a. whether the company has defaulted in repayment of [oans 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 - lender Amount not Whether principal or | No. of days delay or Remarks, if any
borrowing, wise details to be paid on due interest unpaid
including provided in case of date
debt defaults to banks,
securities financial institutions and
Government

b. whether the company is a declared wilful defaulter by any bank or financial institution or other lender;
c. whether term loans were applied for the purpose for which the loans were obtained,;

o if not, the amount of loan so diverted and

o the purpose for which it is used may be reported,
d. whether funds raised on short term basis have been utilised for long term purposes,

o if yes, the nature and

o 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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Repayment of Loan etc.

Period and amount as per

Nature of borrowing, including debt securities

Name of lender

{ender wise details to be provided in case of
defaults to banks, financial institutions and
Government.

Repayment of Loan Yes t Whether principal or interest
" or other borrowings forma
Company Defaulted ? or in payment of Amount not paid on due date
interest Remarks, if any
No. of days delay or unpaid
No Report - The Company has not defaulted in repayment of loans or other borrowings or
in the payment of interest thereon to any lender.
il 1
complnz.l:::ll::: RULEt By any bank or financial institution or other lender;
applied for the Yes
purpose for which
Term loans the \oans were . Amount
obtained; Purpose
Nature
Funds raised on short term Utilised for Long- Yes i
basis term purpose "
No Report
subsidiaries, joint Nature
Fu:::;::;n o:':,y' ;:eor’s:ene:n Obligation of ventures or associate Details
companies Amount
Details
Pledge of securities of Yes Yes
subsidiaries, Joint ventures or Company d“““l:‘d i
associate companies repoyman No
No Report

Para 3(x)

-1IPOFPO

a. 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, the details together with
delays or default and subsequent rectification, if any, as may be applicable, be reported;

b. 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 amnount
involved and nature of noncompliance;

PO / FPO & Prefrential Allotment
Yes Report.
applied for the |
; purposes for which deloys or default
Money Raised IPO / th ised No details
FPO (Including Debt) CERETREE US| subsequent rectification,
if any
No Report the same
whether the Yes
requi ts of
section 42 and A t
section 62 of the i moun
Companies Act, 2013 | No | Details
Company has made Ve have been complied Non-Compliance
any preferential g
allotment or private funds raised have Yes
placement?
been used for the
. Amount
purposes for which N Detail
the funds were raised ° eSans =
Non-Compliance
No Report the same .

Neeraj Arora | www.edu91.org

8.30




Chapter 8 - Audit Report

o —
Para;3(xi) : :
a. Whether any fraud by the company or any fraud on the company has been noticed or reported during the
year, if yes, the pature and the amount involved is to be indicated:;
b. whether any report under sub-section (12) of section 143 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;

¢. whether the auditor has considered whistle-blower complaints, if any, received during the year by the

company.
3(xi) - Reporting on Fraud
Nature
Noticed? Yes
Fraud by the Amount
company Fraud
on the company Nature
Reported? Yes
Amount
Report under Whether any report under sub-section 12) of section 143 of the Companies Act has
u/s 143(12) been filed by the auditors in Form ADT-47
whistle-blower Whether the auditor has considered whistle-blower complaints, if any, received
complaints during the year by the company?
Para 3(xii)

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 ten per cent unencumbered term deposits as specified in the
Nidhi Rules, 2014 to meet out the liability;

c. whether there has been any default in payment of interest on deposits or repayment thereof for any period
and if so, the details thereof.

Para 3 (xiii)
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 FSs, etc,, as required by the applicable accounting
standards ‘

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.

Para 3 (xv)
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 792 of Companies Act have been complied with

Para 3(xvi)

a. whether the company is required to be registered under section 45-IA of the Reserve Bank of India Act, 1934
(2 of 1934) and if so, whether the registration has been obtained;

b. whether the company has conducted any Non-Banking Financial or Housing Finance activities without a
valid Certificate of Registration (CoR) from the Reserve Bank of India as per the Reserve Bank of India Act,
1934;

c. whether the company is a Core Investment Company (CIC) as defined in the regulations made by the
Reserve Bank of India, if so, whether it continues to fulfil the criteria of a CIC, and in case the company is an
exempted or unregistered CIC, whether it continues to fulfil such criteria;
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-
d. whether the Group has more than one CIC as part of the Group, if yes, indicate the number of CICs which are
part of the Group;

core Investment Companies
e Core Investment Companies (CICs) are specialized Non-Banking Financial Companies (NBFCs).
e A Core Investment Company registered with the RBI has an asset size of above Rs 100 crore.
e Their main business is acquisition of shares and securities with certain conditions.

para 3(xvil) - Cash losses

- whether the company has incurred cash losses in the financial year and in the immediately preceding
financial year, if so, state the amount of cash losses

para 3 (xvi)
- whether there has been any resignation of the statutory auditors during the year, if so, whether the auditor
has taken into consideration the issues, objections or concerns raised by the outgoing auditors.

- onthe basis of the
- financial ratios,
- ageing and
- expected dates of realisation of financial assets and
- payment of financial liabilities,
- other information accompanying the FSs,
- the auditor’s knowledge of the Board of Directors and management plans,
- whether the auditor is of the opinion that
- no material uncertainty exists as on the date of the audit report
- that company is capable of meeting its liabilities existing at the date of balance sheet
- as and when they fall due within a period of one year from the balance sheet date.

Para 3(xx)
a. whether,
o inrespect of other than ongoing projects,

o the company has transferred unspent amount to a Fund specified in Schedule VIl to the Companies
Act '
o within a period of six months of the expiry of the financial year
o in compliance with second proviso to sub-section (5) of section 135 of the said Act;
b. whether

o any amount remaining unspent under subsection (5) of section 135 of the Companies Act, pursuant
to any ongoing project,

o has been transferred to special account in compliance with the provision of subsection (6) of section
135 of the said Act.
Para 3(xxi)

- whether there have been any gualifications or adverse remarks by the respective auditors in the Companies
(Auditor's Report) Order (CARO) reports of the companies included in the consolidated FSs,
- ifyes,
- indicate the details of the companies and the paragraph numbers of the CARO report containing the
qualifications or adverse remarks.
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Audit of Branch Office Accounts

At eglrd Office, Accrual Basis, Double entry system of accounting
As per section 128(1) of the Companies Act, 2013,

e every company shall prepare and

e keep at its registered office

e books of account and other relevant books and papers and FS for every financial year

¢ which give a true and fair view of the state of the affairs of the company,

© including that of its branch office or offices, if any, and
explain the transactions effected both at the registered office and its branches and
e such books shall be kept on accrual basis and according to the double entry system of accounting.

Place other than Registered office
The Board of Directors may choose a different location within India for keeping books of account, and if so, the
company must file with the Registrar a notice in writing giving the full address within 7 days.

Books of account kept at branch office
If a company with a branch office, either in or outside India, maintains proper books for branch transactions and

keep it at branch office and sends summarized returns to its registered office, it shall be deemed to complied with
sub-section (1).

Audit of Branch Accounts - Section 143(8)
Who can become branch auditor
e Branch in India
o Company Auditor
o Person qualified to be an auditor and appointed as per section 139
e Branch outside India
o Company auditor
© Any person gualified to act as an auditor in accordance with laws of that country

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.

Duties and powers of the company's auditor with reference to the audit of the branch and the branch auditor. - Rule - 12,
Companies (Audit and Auditors) Rules, 2014
1. For the purposes of subsection (8) of section 143, the duties and powers of the company's auditor with reference to
the audit of the branch and the branch auditor, if any, shall be as contained in subsections (1) to (4) of section 143.
2. The branch auditor shall submit his report to the company's auditor.
3. The provisions of subsection (12) of section 143 read with rule 12 hereunder regarding reporting of fraud by the
auditor shall also extend to such branch auditor to the extent it relates to the concerned branch.

A 600 - Using the Work of Another Auditor
Definitions
Principal auditor
means the auditor with responsibility for reporting on the financial information of an entity when that financial
information includes the financial information of one or more components audited by another auditor. (Jiski
responsibility hai to report on Fl of the entity, when that Fl includes FI of Component(s))
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: er auditor

means an auditor, other than the principal auditor, with responsibility for reporting on the financial information of a
co'mponent which is included in the financial information audited by the principal auditor. (Responsibility to report
= Fl of Comp, Which is included in Fl audited by PA)

ponent
—eans a division, branch, subsidiary, joint venture, associated enterprises or other entity whose financial
. ation is included in the financial information audited by the principal auditor.

The Principal Auditor's Procedures- Consideration by the Principal Auditor before and while using the work of

‘Another Auditor.

" 1. Thelaw may allow the principal auditor to review a component's accounts by visiting a component if
necessary. Ordinarily, he can rely on another auditor's work, unless special circumstances require his direct
review by visiting the component or to examine the books of accounts

2. When planning to use the work of another auditor, the principal auditor should consider the professional
competence of the other auditor in the context of specific assignment if the other auditor is not a member
of the Institute of Chartered Accountants of India.

3. The principal auditor should re ient it evi
work of the other auditor is adequate for the principal auditor's purposes. The principal auditor should
ordinarily perform the following procedures

a. advise the other auditor of the use that is to be made of the other auditor's work and report and
b. make sufficient arrangements for co-ordination of their efforts at the planning stage of the audit.
c. The principal auditor would inform the other auditor of matters such as
m areas requiring special consideration,
m procedures for the identification of inter-component transactions that may require disclosure
and
m the time-table for completion of audit; and
d. advise the other auditor
m of the significant accounting, auditing and reporting requirements and obtain representation
as to compliance with them.
4. The principal auditor might
a. discuss with the other auditor the audit procedures applied or
b. review a written summary of the other auditor’s procedure and findings which may be in the form of
a completed questionnaire or checklist.
5. The principal auditor should consider the significant findings of the other auditor.
6. The principal auditor may consider it appropriate to discuss with the other auditor and the management of
the component,
a. the audit findings or other matters affecting the financial information of the components.

7. Principal auditor should document the

significant findings of the component whose FSs was audited by the other auditor,

name of the auditor,

conclusions reached that the individual component is not material,

performed procedures and

conclusions reached,

how he deals with the gualifications or adverse remarks contained in the other auditor’s report.

~o o0 T®
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Meanlng
Objective, systematic, professional and independent examination, of
e financial, administrative and other operations of a public entity,
e for the purpose of evaluating and verifying them, and
e presenting a report on audit findings together
o with conclusions and
o recommendations, for future actions by the responsible officials, and

o inthe case of examination of FSs, expressing the appropriate professional opinion regarding the
fairness of the presentation.

Objectives
Accounting for Public Funds
Government audit serves as a mechanism or process for public accounting of government funds.

Appraisal of Government policies

It also provides public accounting of the operational, management, programme and policy aspects of public
administration as well as accountability of the officials administering them.

Base for Corrective actions

Audit observations based on factual data collection also serve to highlight the lapses of the lower hierarchy, thus '
helping supervisory level officers to take corrective measures.

Administrative Accountability

The main objective of audit is a combination of ensuring accountability of administration to legislature and
functioning as an aid to administration.

The Constltution n of India contalns speciﬁc prowsmns regardlng the appointment, salary and duties and powers of
the CRAG.

Appointment
The President of India shall appoint CAG.

Removal or resignation

e He can be removed from the office only on the ground of proven misbehaviour or incapacity.
e Moreover, he can be removed from office only when each house of parliament decides to do so by a
majority of at least two third of members present and voting.

Remuneration

e The parliament is competent to make laws to determine salary and other conditions of service.

e As per The Comptroller & Auditor General’s (Duties, Powers and Conditions of Service) Act, 1971 he shall be
paid a salary which is equal to the salary of the Judge of the Supreme Court thereby further strengthening
his independence.

e CAG shall hold office for six years or upto age of 65 years whichever is earlier.

Duties and Power
e Article 149 states that the C&AG shall perform such duties and exercise such powers in relation to the

accounts of the Union and of the States and of any other authority or body as may be prescribed by or under
any law made by the Parliament.
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o Article 150 of the Constitution provides that the accounts of the Union and of the States shall be kept in
such form as the President may on the advice of the C&AG prescribe.

eporting Procedures
o Article 151 of the Indian Constitution states that the C&AG shall report on the accounts of the Union and of
each of the States to the President or the Governor concern and the report to be laid before the legislatures.
e The reports should not only be presented to the legislatures but thereafter also publicised adeguately in
order to create a proper climate of public opinion for taking remedial action where necessary, on the
findings of the Auditor General. ’

jas of Comptroller/&/Auditor General
The Comptroller & Auditor General's (Duties, Powers and Conditions of Service) Act, 1971 lays down duties of the

'C&AG as under:

‘Compile and submit Accounts of Union and States

“The C&AG shall be responsible for

e compiling the accounts

e of the Union and of each State and

e submit those accounts to the President or the Governor or Administrator.

General Provisions Relating to Audit
it shall be the duty of the C&AG -
e to audit and report
o on all expenditure
m from the Consolidated Fund of India and of each State and of each Union Territory having a
Legislative Assembly and
m to ascertain whether the moneys disbursed was legally available for and applicable to the
purpose to which they have been applied and
m whether the expenditure conforms to the authority which governs it;
e to audit and report
o all transactions of the Union and of the States relating to Contingency Funds and Public Accounts;
e to audit and report on
o all trading, manufacturing profit and loss accounts and balance-sheets and other accounts kept in
any department of the Union or of a State.

Audit of Receipts and Expenditure of body or authority substantially financed CFI/S/UT-LA
e The C&AG shall, Audit and report on all receipts and expenditure of body or authority substantially financed
by grants or [oans from the Consolidated Fund of India or of any State or of any Union Territory having a

Legislative Assembly
e Substantial Finance - Grant or loans in a FY is not less than % 25 lakhs and such grant or loan is not less

than 75% of the total expenditure.

Audit of Grants or Loans
Where any grant or loan is given for any specific purpose
e from the Consolidated Fund of India or of any State or of any Union Territory having a Legislative Assembly
e to any authority or body,
e the Comptroller and Auditor General shall
o scrutinize the procedures by which the sanctioning authority satisfies itself as to the fulfilment of the
conditions subject to which such grants or loans were given and
o shall for this purpose have right of access, after giving reasonable previous notice, to the books and
accounts of that authority or body.
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Audit of Receipts of Union or States
e It shall be the duty of the C&AG
e to audit all receipts
o which are payable into
o the Consolidated Fund of India and of each State and of each Union Territory having a Legislative
Assembly
¢ and to satisfy himself that
o the rules and procedures in that behalf are designed
m to secure an effective check on the
e assessment,
e collection and
e proper allocation of revenue and
m are being duly observed

Audit of Accounts of Stores and Stock

The Comptroller and Auditor General shall have authority to audit and report on the accounts of stores and stock
kept in any office or department of the Union or of a State.

Audit of Government Companies and Corporations

The duties and powers of the C&AG in relation to the audit of the accounts of government companies shall be
performed and exercised by him in accordance with the provisions of the Companies Act, 2013.

Power of Comptroller and Auditor General of ndia in performance of duties!

Powers of the Comptroller and Auditor General of India in performance of duties: The Comptroller and Auditor
General's (Duties, Powers and Conditions of Service) Act, 1971 gives the following powers to the C&AG in
connection with the performance of his duties-

Inspect

e Toinspect any office of accounts under the control of the Union or a State Government including office
responsible for the creation of the initial or subsidiary accounts.

Require (ABPO)

e Torequire that any accounts, books, papers and other documents which deal with or are otherwise relevant
to the transactions under audit, be sent to specified places.

Put Question / Make Observations / Call Info
e To put such guestions or make such observations as he may consider necessary

e tothe person in charge of the office and to call for such information as he may require for the preparation of
any account or report which is his duty to prepare.

Power to Dispense

¢ In carrying out the audit, the C&AG has the power to dispense with any part of detailed audit of any
accounts or class of transactions and to apply such limited checks in relation to such accounts or
transactions as he may determine.

Expenditure Audit
Audit of government expenditure is one of the major components of government audit conducted by the office of
C&AG. Basic standards set for audit of expenditure are explained below
i) Audit against Rules & Orders. The auditor has to see that the
e expenditure incurred
o conforms to the relevant provisions of the statutory enactment and
o isin accordance with the financial rules and requlations framed by the competent authority.
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Audit of Sanctions: The auditor has to ensure that each item of expenditure is covered by a sanction, either
general or special, by the competent authority, authorising such expenditure.
Audit against Provision of Funds: Its objective is to ensure whether the expenditure
e is made for the purpose for which the grant and appropriation has been provided.
e Does not exceed the appropriation made.
Propriety Audit
e ltisrequired to be seen that the expenditure is incurred with due regard to broad and general
principles of financial propriety.
e The auditor aims to bring out cases of improper, avoidable, or in fructuous expenditure even though
the expenditure has been incurred in conformity with the existing rules and regulations.
e Audit aims to secure a reasonably high standard of public financial morality by looking into the
wisdom, faithfulness and economy of transactions.
v) Performance Audit
e This involves that the various programmes, schemes and projects where large financial expenditure
has been incurred are being run economically and are yielding results expected of them.

/Audit against Rules & Orders
e 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.
e 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 Consolidated
Fund of India or of a State.
ii)  Rules and orders dealing with the mode of presentation of claims in general the financial rules
prescribing the detailed procedure to be followed by government servants in dealing with
government transactions; and

iii)  Rules and orders regulating the conditions of service, pay and allowances, and pensions of
government servants.

Function of Audit w.r.t rules and regulation
e Itisthe function of the executive government to frame rules, regulations and orders, which are to be
observed by its subordinate authorities. ‘
e The job of audit is to see that these rules, regulations and orders are applied properly by the subordinate
authorities.
e Itis, however, not the function of audit to prescribe what such rules, regulations and orders shall be.
e 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 consistent with the essential requirements of audit and accounts as determined by the
C&AG;
c) they do not come in conflict with the orders of, or rules made by, any higher authority; and
d) in case they have not been separately approved by competent authority, the issuing authority
possesses the necessary rule-making power.

Audit of expenditure against regularity is of a guasi-judicial type of work performed by the audit authorities. It

involves interpretation of the Constitution, statutes, rules, regulations and orders. The final power of interpretation
of these, however, does not vest with the C&AG.

Audit of sanctions

The auditor has to ensure that each item of expenditure is covered by a sanction, either general or special, of the
competent authority by virtue of the powers vested in it by the provisions of the Constitution and of the law, rules or
orders made thereunder, or by the rules of delegation of financial powers made by an authority competent to do so.
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e
Audit against propriety

Audit against propriety seeks to ensure that expenditure conforms to these principles which have been stated as
follows:
1. The expenditure should not be prima facie more than the occasion demands.

e Every public officer is expected to exercise the same vigilance in respect of expenditure incurred
from public moneys as a person of ordinary prudence would exercise in respect of expenditure of his
own money.

2. No authority should exercise its powers of sanctioning expenditure to pass an order which will be directly of
indirectly to its own advantage.

3. Public moneys should not be utilized for the benefit of a particular person or section of the community
unless:

e The amount of expenditure involved is insignificant; or

e A claim for the amount could be enforced in a Court of law; or

e The expenditure is in pursuance of a recognized policy or custom; and

e The amount of allowances, such as travelling allowances, granted to meet expenditure of a particular
type should be so requlated that the allowances are not, on the whole, sources of profit to the
recipients

It is the responsibility of the executive departments to enforce economy in public expenditure. The function of audit
is to bring to the notice of the proper authorities of wastefulness in public administration and cases of improper,
avoidable and ineffective/unproductive expenditure

Audit against provision of funds

Its objective is to ensure whether the expenditure
e is made for the purpose for which the grant and appropriation has been provided.
e Does not exceed the appropriation made.

Performance audit / Full Scope Audit
The scope of audit has been extended to cover efficiency, economy and effectiveness audit or performance audit,
or full scope audit
e Efficiency audit looks into whether the various schemes/projects are executed and their operations
conducted economically and whether they are yielding the results expected of them,
e Economy audit looks into whether government have acquired the financial, human and physical resources in
an economical manner, and whether the sanctioning and spending authorities have observed economy.
e Effectiveness audit is an appraisal of the performance of programmes, schemes, projects with reference to

the overall targeted objectives as well as efficiency of the means adopted for the attainment of the
objectives.

The procedure for conducting performance audit covers

e identification of topic,
e preliminary study,

e planning,

e execution of audit, and
e Reporting.

Audit of the 'accounts of stores/andlinventories
Audlt of the accounts of stores and inventories has been developed as a part of expenditure audit with reference to
the duties and responsibilities entrusted to C&AG. Audit is conducted:-
i)  toascertain whether the Regulations governing purchase, receipt and issue, custody, sale and inventory
taking of stores are well devised and properly carried out.

i) to bring to the notice of the government any deficiencies in guantities of stores held or any defects in the
system of control.
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to verify that the purchases are properly sanctioned, made economical and in accordance with the Rules for
purchase laid down by the competent authority.
to ensure that the prices paid are reasonable and are in agreement with those shown in the contract for the
supply of stores, and that the certificates of guality and guantity are furnished by the inspecting and
receiving units.
e Cases of uneconomical purchase of stores and losses attributable to defective or inferior quality of
stores are specifically brought to notice by the audit.

v) to check accuracy, correctness and reasonableness of balances in inventories

e Any excess or idle inventory is specifically mentioned in the report.

e The valuation of the inventories is seen carefully so that the value accounts tally with the physical
accounts and that adjustment of profits or losses due to revaluation, inventory taking or other
causes is carried out.

Audit of receipts include checking:

i)  whether all revenues or other debts due to government have been correctly assessed, realised and credited
to government account by the designated authorities;

i) ~ whether adequate regulations and procedures have been framed by the concerned department/agency to
secure an effective check on assessment and collection.

iii)  whether such regulations and procedures are actually being carried out;

iv)  whether adequate checks are imposed to ensure the prompt detection and investigation of irreqularities, or
other loss of revenue through fraud or wilful omission or negligence to levy 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.

I e The extent and quantum of audit required to be done under each category of audit are determined by the C&AG.
These are neither negotiable nor questioned.

¢ Institutional mechanism provides for primary check by the auditor, test check by the supervisor and control and
direction by the group leader.

e Planning, executing and reporting of work is directed and monitored at middle and top levels of the audit hierarchy.
There are built-in arrangements within the C&AG to ensure that the work assigned to each employee is carried out as
prescribed.

e The audit is conducted both centrally where accounts and original vouchers are kept and locally where the drawing

5 and disbursing functions are performed depending on the organisational and institutional arrangements obtaining

Riidit of Commercial Accounts

Public enterprises are required to maintain commercial accounts and are generally classified under three

Categories—

a. departmental enterprises engaged in commercial and trading operations, which are subject to the same
laws, financial and other regulations as other government departments and agencies;

b. statutory bodies, corporations, created by specific statutes mostly financed by government in the form of
loans, grants, etc.; and

¢. Government companies set up under the Companies Act, 2013.

The audit of :-

a. departmental concerns is undertaken in the same manner as any department of government where
commercial accounts are kept.

b. statutory bodies or corporations depends on the nature and type of the statute governing the bodies or
corporations. Audit is conducted by the C&AG, functions, norms and standards of works usually followed by
the professional auditors are adopted.

¢. Government companies is conducted by their own auditors under the statute appointed by C&AG. In
addition, the C&AG conducts a supplementary test audit of the accounts, as well as periodical financial audit
and appraisal of performance. The C&AG also issues direction to the company auditors for reporting on
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specific aspects of their audit work. C&AG has adopted the mechanism of an Audit Board - comprising of
representatives of the audit and nominees of government including functional specialists to process
reviews or appraisals on performance.

Role of C&AG under the Companies Act, 2013
Section 143(5)
¢ Inthe case of a Government company, C&AG shall appoint the auditor and direct such auditor the manner in
which the accounts of the Government company are required to be audited.

e The auditor so appointed shall submit a copy of the audit report to the CAG which, among other things,
include the following:

o directions, if any, issued by the C&AG,
o the action taken thereon and
o its impact on the accounts and FS of the company.

Supplementary Audit Section 143(6)
o C&AG shall within 60 days from date of receipt of the audit report have a right to,

o conduct a supplementary audit of the FS of the company by such person as he may authorise; and
for the purposes of such audit, require information or additional information to be furnished to any
person, so authorised, in such form, as the C&AG direct; and

© comment upon or supplement such audit report.

® Any comments given by C&AG upon, or supplement to, the audit report shall be sent by the company to
every person entitled to copies of audited FS under section 136(1) and also be placed before the AGM of the
company at the same time and in the same manner as the audit report. '

Test Audit - Section 139(7)
e C&AG may, in case of Government Company and Government owned or controlled companies, if he
considers necessary, by an order, cause test audit to be conducted of accounts of such company and the

provisions of section 19A of the CAG (Duties, Powers and Conditions of Service) Act, 1971, shall apply to
the report of such test audit.

Statutory auditors shall submit a copy of their audit report to the C&AG who shall have a right to comment upon or
supplement the audit report in such manner as he may think fit. Section 134(3) of the Companies Act, 2013
imposes a duty on the BOD to give an explanation or comments on every reservation, or adverse remarks or
disclaimer contained in the auditors' report. In the absence of similar provisions requiring the company to give reply
on the reservation made by the C&AG, the BOD is not bound to give information or explanation in respect of such
comments.,

Audit'of Local Bodies

Background

A municipality can be defined as a unit of local self- government in an urban area. By the term 'local
self-government' is ordinarily understood the administration of a locality - a village, a town, a city or any other area
smaller than a state - by a body representing the local inhabitants, possessing fairly large autonomy, raising at least

a part of its revenue through local taxation and spending its income on services which are regarded as local and,
therefore, distinct from state and central services.

Municipal government in India covers five distinct types of urban local authorities, viz., the municipal corporations,
the municipal councils, the notified area committees, the town area committees and the cantonment committees. I

Objective of Audit of Local Bodies
1. Reporting on the fairness of the content and presentation of FSs;
2. Reporting upon the strengths and weaknesses of systems of financial control;
3. Reporting on the adherence to legal and /or administrative requirements;
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- 4. Reporting upon whether value is being fully received on money spent; and
5. Detection and prevention of error; fraud and misuse of resources

his kind of audit focuses upon assessment of whether urban institutions are fulfilling their responsibilities with
siciency, economy and effectiveness (sometimes known as ‘the three Es).

jt Programme For Local Body
" 1. The Local Fund Audit Wing of the State Govt, is generally in charge of the audit of municipal accounts.
Sometimes bigger municipal corporations e.g. Delhi, Mumbai etc have power to appoint their own auditors
for regular external audit. So the auditor should ensure authenticity of his appointment.
2. The auditor while auditing the local bodies should report on the
a. fairness of the contents and presentation of ESs,
b. the strengths and weaknesses of the system of financial control,
c. adherence to legal and/or administrative requirements;
d. upon whether value is being fully received on money spent.
e. His objective should be to detect errors and fraud and misuse of resources.
3. The auditor should ensure that the expenditure incurred conforms to the relevant provisions of the law and
is in accordance with the financial rules and regulations framed by the competent authority.

5. He should ensure that there is a provision of funds and the expenditure is incurred from the provision and
the same has been authorised by the competent authority.

6. The auditor should check that the different schemes, programmes and projects, where large financial
expenditure has been incurred, are running economically and getting the expected results.

Features of Financial Administration of Local bodies
Salient Features of Financial Administration of Local Bodies
Budgetary Procedure
The objective of local bodies budgetary procedure are
e financial accountability,
e control of expenditure,
e and to ensure that funds are raised and monies are spent by the executive departments in accordance with
the rules and regulations and within the limits of sanction and authorisation by the legislature or Council.

Expenditure Control
e At the State and Central level, there is a clear demarcation between the legislature and executive.
e Inthe local body, legislative powers are vested in the Council whereas executive powers are delegated to
the officers, e.g., Commissioners.
e All matters of reqular revenue and expenditures are generally delegated to the executive wing. For special
situations like, reduction in property taxes, refund of security deposits, etc., sanction from the legislative
wing is necessary.

Accounting System
¢ Municipal Accounting System has been conventionally prepared under the cash system.
e Inthe recent past however, it is being changed to the accrual system of accounting.
e The accounting system is characterized by
o subsidiary and statistical registers for taxes, assets, cheques etc.,
o separate vouchers for each type of transaction,
o compulsory monthly bank reconciliation,
o submission of summary reports on periodical basis to different authorities at regional and state
level.

4. He should ensure that all types of sanctions, either special or general, accorded by the competent authority.
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i
Types of Grants Received by Local Authority

Local bodies may receive different types of grants from the state administration as well. Broadly, the revenue grantg
are of three categories
1. General purpose grants - These are primarily intended to substantially bridge the gap between the needs
and resources of the local bodies.
2. Specific purpose grants - These grants which are tied to the provision of certain services or performance of
certain tasks.
3. Statutory and compensatory grants - These grants, under various enactments, are given to local bodies as
compensation on account of loss of any revenue on taking over a tax by state government from local

government.
Audit of NGO
Background
NGO
which raise funds from members, donors or contributors
- NGOs can be def ned as non- apart from receiving donation of time, energy and skills
profit making organisations for achieving their social objectives like imparting
education, providing medical facilities, economic
assistance to poor, managing disasters
Include religious organisations, voluntary health and welfare agencies, charitable organisations,
hospitals, old age homes, research foundations etc.
. Society under the societies Auditors are appointed by management of society or
' : registration act, 1860 trust
Trust under India Trust Act, Auditors are appointed by management of society or
! Incorporated as : 1882 Ereh
j) ‘Section satztg%&ompames Auditors are appointed by Members of the company

NGOs registered under the Companies Act, 2013 must maintain their books of account under the accrual basis as
required by the provisions of section 128 of the said Act. If the accounts are not maintained on accrual basis, it
would amount to non-compliance of the provision of the Companies Act, 2013. The NGOs which are not registered
under the Companies Act, 2013 are allowed to maintain accounts either on an accrual basis or cash basis.

Provisions Relating to Audit

e The auditors of an NGO registered under the Societies Registration Act, 1860 or the Indian Trusts Act 1882
are normally appointed by the Management of the Society or Trust.

e The auditors of NGO registered under section 8 of the Companies Act, 2013 are appointed by the members
of the company.

e Companies Act, 2013, Foreign Contribution (Regulation) Act 2010, Income Tax Act 1961 required that the
accounts of the NGO be audited and submitted to the prescribed authorities

e Foreign Contribution (Regulation) Act 2010 requires that the report be furnished to the Ministry of Home
Affairs within 60 days from the close of the financial year i.e. by May 30 each year.

Planning the Audit
While planning the audit, the auditor may concentrate on the following
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Knowledge of the NGO’s work, its mission and vision, areas of operations and environment in which it
operate.

Updating knowledge of relevant statutes especially with regard to recent amendments, circulars, judicial
decisions viz. Foreign Contribution (Regulation) Act 1976, Societies Registration Act, 1860, Income Tax Act
1961 etc. and the Rules related to the statutes.

Reviewing the legal form of the Organisation and its MOA, AOA, Rules and Regulations.

Reviewing the NGO’s Organisation chart, then Financial and Administrative Manuals, Project and
Programme Guidelines, Funding Agencies Requirements and formats, budgetary policies if any.
Examination of minutes of the Board/Managing Committee/Governing Body/ Management and Committees
thereof to ascertain the impact of any decisions on the financial records.

Study the accounting system, procedures, internal controls and internal checks existing for the NGO and
verify their applicability.

Setting of materiality levels for audit purposes.

The nature and timing of reports or other communications.

The involvement of experts and their reports.

Review the previous year’s Audit Report.

Assets, liabilities, income and expenditure to be included in Audit Programme
The audit programme should include in a sequential order all assets, liabilities, income and expenditure ensuring
that no material item is omitted.

1.

10.

11.

12.

Corpus Fund: The contributions / grants received towards corpus be vouched with special reference to the
letters from the donor(s). The interest income be checked with Investment Register and Physical
Investments in hand.

Reserves: Vouch transfers from projects / programmes with donor letters and board resolutions of NGO.
Also check the transfer of gross value of assets sold from capital reserve to general reserve and
adjustments during the year.

Ear-marked Funds: Check requirements of donors institutions, board resolution of NGO, rules and
regulations of the schemes of the ear-marked funds.

Project / Agency Balances: Vouch disbursements and expenditure as per agreements with donors for each
of the balances.

Loans: Vouch loans with loan agreements, counterfoil of receipt issued.

Fixed Assets: Vouch all acquisitions / sale or disposal of assets including depreciation and the
authorisations for the same. Also check the donor's letters/ agreements for the grant. In the case of
immovable property check title, etc.

Investments: Check Investment Register and the investments physically ensuring that investments 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 close of the year and whether
it tallies with the books of account.

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.

Programme and Project Expenses: Verify agreement with donor/contributor(s) supporting the particular
programme or project 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 verify the terms of the contract.

Establishment Expenses: Verify that provident fund, life insurance premium, employees state insurance and
their administrative charges are deducted, contributed and deposited within the prescribed time. Also check
other office and administrative expenses such as postage, stationery, traveling, etc.
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Checking / Audit of Receipts of NGO
The receipt of income of NGO may be checked on the following lines:
i)  Contributions and Grants for projects and programmes: Check agreements with donors and grants letters
to ensure that funds received have been accounted for. Check that all foreign contribution receipts are

deposited in the foreign contribution bank account as notified under the Foreign Contribution (Regulation)
Act, 1976.

i) Receipts from fund raising programmes: Verify in detail the internal control system and ascertain who are
the persons responsible for collection of funds and mode of receipt. Ensure that collections are counted and
deposited in the bank daily.

iii)  Membership Fees: Check fees received with Membership Register. Ensure proper classification is made
between entrance and annual fees and life membership fees. Reconcile fees received with fees to be
received during the year.

iv)  Subscriptions: Check with the subscription register and receipts issued. Reconcile subscription received
with printing and dispatch of corresponding magazine/ circulars/periodicals. Check the receipts with the
subscription rate schedule.

v) Interest and Dividends: Check the interest and dividends received and receivable with investments held
during the year

Audit programme for audit of receipts of donations and remittance of the collected amount to different NGOs
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, custody of receipt books and safe custody
of money. ‘

ii)  Custody of Receipt Books: Existence of system regarding issue of receipt books, whether unused receipt
books are returned 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.

iv)  Bank Reconciliation: Reconciliation of bank statements with reference to all cash deposits not only with
reference to date and amount but also with reference to receipt book.

v)  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 applicable laws and
regulations.

Remittance of Donations to Different NGOs
i)  Mode of Sending Remittance: All remittances are through account payee chegues. Remittances through
Demand Draft would also need to be scrutinised thoroughly with reference to recipient.
ii)  Confirming Receipt of Remittance: All remittances are supported by receipts and acknowledgements.
i)y Identity: Recipient NGO is a genuine entity. Verify address, 80G Registration Number, etc.
iv)  Direct Confirmation Procedure: Send confirmation letters to entities to whom donations have been paid.
v)  Donation Utilisation: Utilisation of donations for specified purpose and not for any other purpose.
vi)  System of NGOs' Selection: System for selecting NGO to whom donations should be unbiased.

Sources and Applications of Funds
The main sources of funds include grants and donations, fund raising programmes, advertisements, fees from the
members, technical assistance fees / fee for services rendered, subscriptions, gifts, sale of produce or publications,
etc.
1. Donations and grants received in the nature of promoter’s contribution are in the nature of capital receipts
and shown as liabilities in the Balance Sheet of NGO. These may either be in the form of corpus contribution
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P —
or a contribution towards revolving fund. A contribution made towards the capital or the corpus of an NGO is
known as corpus contribution.

2. Section 11(1)(d) of the Income Tax Act 1961 also states that income in the form of voluntary contributions
made with a specific direction that they shall form part of the corpus of the trust or institution shall not be
included in the computation of total income.

3. The objective of a contribution or grant towards a Revolving Fund is to rotate the amount by giving
temporary loans from the fund to other NGO or beneficiaries for their projects and then recover the loan so
as to give temporary loans again and so on. However, any interest earned from the beneficiary on such
temporary loans from the revolving fund could be either added back to the fund or credited to the Income
and Expenditure Account as per the conditions or rules or regulation of NGO.

Donations and grants received for acquisition of specific fixed assets.
Many a times NGOs receive contributions in kind. These contributions include assets such as land,
buildings, vehicles, office equipment, etc. and articles related to programmes / projects.

o~

The areas of application of funds for an NGO include Establishment Costs, Office and Administrative Expenses,
Maintenance Expenses, Programme / Project Expenses, Charity, Donations and Contributions given, etc.

e A sole trader is under no legal obligation to have his accounts audited.

e However, many such individuals get their financial statement audited due to regulatory requirements, such
as on a specific instructions of the bank for approval of loans, etc.

e In case of sole proprietor the scope and other conditions of audit are stipulated by the sole proprietor.
Auditors of sole proprietary concern shall be appointed by the sole proprietor himself.

Audit of Partners
Basics
e Appointed by the partners
o either on the basis of a decision taken by them or
o to comply with a condition in the partnership agreement.
e Remuneration also fixed by the partners.
e In case of change of auditor, it would be duty of incoming auditor to communicate with the previous auditor.
(CA Final Professional Ethics)
The auditor may, particularly, ensure application of accounting standards prescribed by the Institute.
In case the firm is required to get its accounts audited under the requirements of any statute, the auditor will
have to qualify the report in case of non-compliance with the accounting standards.

e Alternatively, only disclosure of non- compliance with the accounting standards, would be sufficient without
making it a subject matter of qualification.

Matters to be considered before starting audit

Also, before starting the audit, he should examine the partnership agreement and note the provisions therein as

regards the following matters:

1. The name and style under which the business shall be conducted.

2. The duration of the partnership, if any, that has been agreed upon.

3. The amount of capital that shall be contributed by each partner—whether it will be fixed or could be varied
from year to year.

4. The period at the end of which the accounts of the partnership will be closed periodically and profit or loss
sharing ratio of partners.

5. The provisions as regards maintenance of books of account and the matters which must be taken into
account for determining the profits of the firm available for division among the partners e.g., creation of
reserves, provision for depreciation, etc. also the period within which accounts can be reopened for
correcting a error.

6. Borrowing capacity of the partnership (when it is not implied as in the case of non-trading firms).

Neeraj Arora | www.edu91.0rg 9.12




Chapter 9 - Special Features of Audit of Different Types Of Entities

7. The rate at which interest will be allowed on the capitals and loans provided by partners and the rate at
which it will be charged on their drawings and current accounts.

8. Whether any salaries are payable to the partners or withdrawals are permitted against shares of profits and,
if so, to what extent?

9. Duties of the partners as regards the management of business of the firm; also, the partners who shall act
as managing partners. _

10. Who shall operate the bank account of the firm? How will the surplus funds of the partnership be invested?

11. Limitations and restrictions that have been agreed upon, the rights and powers of partners and on their
implied authority related to business of the firm.

Advantages of audit of accounts of a partnership firm
Advantages are as follows
1. Audited accounts provide a convenient and reliable means of seitling accounts between the partners and
thereby possibility of dispute among them is mitigated.
2. On the retirement/death of a partner, audited accounts constitute reliable evidence for computing the
amount due to the retiring partner or representative of the deceased partner.

3. Audited accounts are generally accepted by the Income tax authorities for computing the assessable
income.

4. Audited accounts are relied upon by banks for advancing loans.
Audited accounts can be helpful in the negotiation for sale or admission of a new partner,
6. Itis an effective safeguard against any undue advantage being taken by a working partner

o

Important points which auditors will consider while conducting audit of accounts of a partnership firm are:

1. Confirming that the letter of appointment, signed by a partner, duly authorised, clearly states the nature and
scope of audit contemplated by the partners, specially the limitation, if any, under which the auditor shall
have to function.

2. Studying the minute book, if any, maintained to record the policy decision taken by partners specially the

minutes relating to authorisation of extraordinary and capital expenditure etc

Verifying that the business in which the partnership is engaged is authorised by the partnershi p agreement

4. Examining whether books of account appear to be reasonable and are considered adeguate in relation to the
nature of the business of the partnership.

5. Verifying generally that the interest of no partner has suffered prejudicially by an activity engaged in by the
partnership which, it was not authorised to do under the partnership deed. ‘

6. Confirming that a provision for the firm's tax payable by the partnership has been made in the accounts
before arriving at the amount of profit divisible among the partners.

7. Verifying that the profits and losses have been divided among the partners in their agreed profit-sharing
ratio.

w

Audit of LLP
Basics
e LLPis governed by the Limited Liability Partnership Act 2008.
e Itis a form of business organisation having the advantages of both the Company and Partnership forms of
Organisation.
o  Minimum of 2 Partners can form an LLP and at least two partners would be Designated Partners who would
be required to take DPIN ( Designated Partner Identification Number )
e The Partners in an LLP and their rights and duties are governed by way of an agreement between them . »

Definition of Small LLP l.
Any LLP |

a) the Contribution of which, does not exceed ¥ 25,00,000 or such higher amount, not exceeding ¥ 5 crore, as

may be prescribed; and
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b) the Turnover of which, as per the Statement of Accounts and Solvency for the immediately preceding
financial year, does not exceed ¥ 40,00,000 or such higher amount, not exceeding ¥ 50 crore, as may be
prescribed;

Books of Accounts

LLP's are required to maintain books of accounts which shall contain-

1. Particulars of all sums of money received and expended by the LLP and the matters in respect of which the
receipt and expenditure takes place,

2. A record of the assets and liabilities of the LLP

3. Statements of costs of goods purchased, inventories, work-in-progress, finished goods and costs of goods
sold,

4. Any other particulars which the partners may decide

Audit of the Accounts of an LLP

e The accounts of every LLP shall be audited in accordance with Rule 24 of LLP, Rules 2009.

e LLP whose
o turnover does not exceed, in any financial year, forty lakh rupees, or
o whose contribution does not exceed twenty five lakh rupees,
o is not required to get its accounts audited.

e However, if the partners of such limited liability partnership decide to get the accounts of such LLP audited,

the accounts shall be audited only in accordance with such rule.

Appointment of Auditor
e The auditor may be appointed by the designated partners of the LLP —
a) At any time for the first financial year but before the end of first financial year,
b) At least thirty days prior to the end of each financial year(other than the first financial year),
¢) To fill the casual vacancy in the office of auditor,
d) To fill the casual vacancy caused by removal of auditor.
e The partners may appoint the auditors if the designated partners have failed to appoint them.

Auditor’s Duty Regarding Audit of LLP
Engagement Letter

e The auditor should get definite instructions in writing as to the work to be performed by him.

Minutes Book
e If partners maintain minute book he shall refer it for any resolution passed regarding the accounts

LLP Agreement

The auditor should read the LLP agreement & note the following provisions
Nature of the business of the LLP.

Amount of capital contributed by each partner.

Interest — in respect of additional capital contributed.

Duration of partnership.

Drawings allowed to the partners.

Salaries, commission etc payable to partners.

Borrowing powers of the LLP.

Rights & duties of partners.

Method of settlement of accounts between partners at the time of admission, retirement, admission etc.
Any loans advanced by the partners.

Profit sharing ratio
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Reporting )
The auditor should mention

e Whether the records of the firm appear to be correct & reliable.

» Whether he was able to obtain all information & explanation necessary for his work.

e Whether any restriction was imposed upon him.

Advantages / Purpose / Need of Audit
1. Detection of errors & frauds
2. Resolving disputes among the partners in relation to accounting matters.
3. Verification of FSs and better reliability for the purpose of taking loans etc.
4. Better Compliance and Management
a. Periodical visits & suggestions by the auditor will be helpful in improving the management of the
LLP.
5. Reconstitution - For settling accounts between partners at the time of admission, death, retirement,
insolvency, insanity, etc audited accounts are accepted by those concerned who have dealings with the LLP

Returns to be maintained and filed by an LLP
e Every LLP would 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.
e Every LLP is also required to submit Statement of Account and Solvency in Form 8 which shall be filed

within a period of 30 days from the end of six months the financial year to which the Statement of Account
and Solvency relates.

In the case of audit of a éhaﬁ'table institution, attention should be paid to the following matters

General
Constitution

Studying the constitution under which the charitable institution has been set up.
Managed As Per Law

Verifying whether the institution is being managed in the manner prescribed by the law under which it has been set
up.

Internal Check
Examining the system of internal check, especially as regards accounting of amounts collected.

Verify Income

Verifying in detail the income and confirming that the amounts received have been deposited in the bank regularly
and promptly.

Trust Deed / Regulations
Examine the Trust Deed or the Regulations as laid down.

Subscriptions and donations
Change In Amount
Ascertaining, if any, the changes made in amount of annual or life membership subscription during the year.

Whether official receipts are issued
a. CONTROL - UNUSED

o confirming that adequate control is imposed over unused receipt books;
b. OBTAIN ALL

o obtaining all receipt books covering the period under review;
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c. COUNTERFOILS - CANCELLED SPECIALLY
o test checking the counterfoils with the cash book; any cancelled receipts being specially looked into;
d. PRINTED LIST - S&D - Agreeing
o obtaining the printed list of subscriptions and donations and agreeing them with the total collections
shown in the accounts;
e. INTERNAL CHECK - BOX COLLECTION, FLAG DAY
o examining the system of internal check regarding moneys received from box collections, flag days,
etc. paying special attention to the system of control exercised over collections and the steps taken
to ensure that all collections made have been accounted for; and
f. RECEIVED WITH PUBLISHED
o verifying the total subscriptions and donations received with any figures published in reports, etc.
issued by the charity.

Legacies (Amount Received - Corresponding Figures, other information )
Verifying the amounts received by reference to correspondence with any figures and other available information. !

Grants
1. Vouching the amount received with the relevant correspondence, receipts and minute books.
2. Obtaining a certificate from a responsible official showing the amount of grants received.

Investments Income
1. Vouching the amounts received with the dividend and interest counterfoils.
2. Checking the calculations of interest received on securities bearing fixed rates of interest.
3. Checking that the appropriate dividend has been received where any investment has been sold ex-dividend
or purchased cum-dividend.
4. Comparing the amounts of dividend received with schedule of investments making special enquiries into
any investments held for which no dividend has been received.

1. Examining the rent roll and inspecting tenancy agreements, noting in each case
a. the amounts of the rent, and
b. the due dates.
2. Vouching the rent on to the rent roll from the counterfoils of receipt hooks and checking the totals of the
cash book.

Special functions, etc.

Vouching gross receipts and outgoings in respect of any special functions, e.g. concerts, dramatic performance,
etc., held in aid of the charity with such vouchers and cash statements as are necessary. In particular, verifying that
the proceeds of all tickets issued have been accounted for, after making the allowance for returns.

Income Tax Refunds
Where income-tax has been deducted from the Investment income, it should be seen that a refund thereof has been
obtained since charitable institutions are exempt from payment of Income-tax. This involves

1. vouching the Income-tax refund with the correspondence with the Income- tax Department; and

2. checking the calculation of the repayment of claims.

Expenditure
1. Vouching payment of grants, also 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.
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2. Verifying the schedules of securities held, as well as inventories of properties both movable and immovable
by inspecting the securities and title deeds of property and by physical verification of the movable
properties on a test- basis.

3. Check payment along with supporting documents in regard to salary and other expenses. Verify that all
payments are made after proper sanction by appropriate authority.

4. Verifying the cash and bank payments.

5. Ascertaining that any funds contributed for a special purpose have been utilised for the purpose.

Audit of Educational Institut chool, College, University
The special steps involved in th it are the following-
General
1. Examine the Trust Deed or Requlations, in the case of school or college and note all the provisions affecting
accounts.

2. Inthe case of a university, refer to the Act of Legislature and the Regqulation framed thereunder.

3. Read through the minutes of the meetings of the Managing Committee or Governing Body, noting
resolutions affecting accounts to see that these have been duly complied with, specially the decisions as
regards the operation of bank accounts and sanctioning of expenditure.

Fee from Students

1. 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
operates a system of internal check which ensures that demands against the students are properly raised.

2. Check fees received by comparing counterfoils 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.

3. Total up the various columns of the Fees Register for each month or term to ascertain that fees paid in
advance have been carried forward and that the arrears that are irrecoverable have been written off under
the sanction of an appropriate authority.

4. Check admission fees with admission slips signed by the head of the institution and confirm that the
amount has been credited to a Capital fund, unless the Managing Committee has taken a decision to the
contrary.

5. See that free studentship and concessions have been granted by a person authorised to do so, having
regard to the Rules prepared by the Managing Committee.

6. Confirm that fines for late payment or absence, etc. have been either collected or remitted under proper
authority.

7. Confirm that hostel dues were recovered before student’s accounts were closed and their deposits of
caution money refunded.

Other Receipts/Grants & Donations
1. Verify rental income from landed property with the rent rolls, etc.
2. Vouch income from endowments and legacies, as well as interest and dividends from investment; also
inspect the securities in respect of investments held.

3. Verify any Government or local authority grant with the memo of grant. If any expense has been disallowed
for purposes of grant, ascertain the reasons thereof.

Expenditure
1. Verify that the Provident Fund money of the staff has been invested in appropriate securities.
2. Vouch donations, if any with the list published with the annual report. If some donations were meant for any
specific purpose, see that the money was utilised for the purpose.

3. Vouch, all capital expenditure in the usual way and verify the same with the sanction for the Committee as
contained in the minute book.

4. Vouch, in the usual manner, all establishment expenses and enquire into any unduly heavy expenditure
under any head. If there was any annual budget prepared, see that any excess under any head over the
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budgeted amount was duly sanctioned by the Managing Committee. If not, bring it to the Committee’s notice
in your report.

5. See that increase in the salaries of the staff have been sanctioned and minuted by the Committee.

Assets & Liabilities
" 1. Report any old heavy arrears on account of fees, dormitory rents, etc. to the Managing Committee.
2. Confirm that caution money and other deposits paid by students on admission, have been shown as liability
in the balance sheet not transferred to revenue, unless they are not refundable.
3. See that the investments representing endowment funds for prizes are kept separate and any income in
excess of 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 authorised and passed before payment.
5. Verify the inventories of furniture, stationery, clothing, provision and all equipment etc. These should be
checked by reference to Inventory Register or corresponding inventories of the previous year and values
applied to various items should be test checked.

Ccompliances
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. Finally, verify the annual statements of account and, while doing so see that separate statements of account
have been prepared as regards Poor Boys Fund @, Games Fund, Hostel and Provident Fund of staff, etc.

Audit of Hospital

The special steps involved in such an audit are as follows:

Register of Patients
e Vouch the Register of patients with copies of bills issued to them.
e Verify bills for a selected period with the patients' attendance record to see that the bills have been correctly
prepared.
e Also see that bills have been issued to all patients from whom an amount was recoverable according to the
rules of the hospital.

Cash Collection

e Check cash collections as entered in the Cash Book with the receipt, counterfoils and other evidence for

example, copies of patients bills, counterfoils of dividend and other interest warrants, copies of rent bills,
etc.

Property and Investment

e See by reference to the Property and Investment Register that all income that should have been received by
way of rent on properties, dividends and interest on securities settled on the hospital has been collected.

Specific Purpose Legacies and Donations

e Ascertain that legacies and donations received for a specific purpose have been applied in the manner
agreed upon.

Collection From Cash Book To Register

e Trace all collections of subscription and donations from the Cash Book to the respective Registers

Reconcile that total subscriptions due (as shown by the Subscription Register and the amount collected and
that still outstanding).
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Purchases and Expenses

e 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 authorised.

Grants From Government and Refund Of Taxes

e Verify that grants, if any, received from Government or local authority have been duly accounted for. Also
that refund in respect of taxes deducted at source has been claimed.

Compare Actual Vs. Budgeted

e Compare the totals of various items of expenditure and income with the amount budgeted for them and
report to the Trustees or the Managing Committee significant variations which have taken place.

Internal Check For Receipts and Issues
e Examine the internal check as regards the receipts and issue of stores; medicines, apparatus, clothing,

instruments, etc. so as to insure that purchases have been properly recorded in the Stock Register and that
issues have been made only against proper authorisation.

Depreciation - Appropriate Rates
e See that depreciation has been written off against all the assets at the appropriate rates.

Bonds, Shares, Properties (Inspect and Compare)

¢ Inspect the bonds, share scripts, title deeds of properties and compare their particulars with those entered
in the Property and Investment Register.

Inventories

e Obtain inventories, specially of stocks and stores as at the end of the year and check a percentage of the
items physically, also compare their total values with respective ledger balances.

The special éteps involved in such an audit are stated below-

Entrance Fee

Vouch the receipt on account of entrance fees with members’ applications, counterfoils issued to them, as well as
on a reference to minutes of the Managing Committee.

Subscriptions

Vouch members’ subscriptions with the counterfoils of receipt issued to them, trace receipts for a selected period
to the Register of Members; also reconcile the amount of total subscriptions due with the amount collected and
that outstanding.

Arrears of Subscriptions

Ensure that arrears of subscriptions for the previous year have been correctly brought over and arrears for the year
under audit and subscriptions received in advance have been correctly adjusted.

Arithmetical accuracy
Check totals of various columns of the Register of members and tally them across.

Irrecoverable Member Dues
See the Register of Members to ascertain the Member's dues which are in arrear and enquire whether necessary

steps have been taken for their recovery; the amount considered irrecoverable should be mentioned in the Audit
Report.
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rify the internal check as regards members being charged with the price of foodstuffs and drinks provided to
them and their guests, as well as, with the fees chargeable for the special services rendered, such as billiards,

‘Member Accounts
Trace debits for a selected period from subsidiary registers maintained in respect of supplies and services to
‘members to confirm that the account of every member has been debited with amounts recoverable from him.

purchases
\Vouch purchase of sports items, furniture, crockery, etc. and trace their entries into the respective inventory

registers.

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 been earned on their sales. The inventory of unsold provisions and stores, at the end of year,
“should be verified physically and its valuation checked.

Inventories
Check the inventory of furniture, sports material and other assets physically with the respective inventory registers
or inventories prepared at the end of the year.

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.

Management Powers
Examine the financial powers of the secretary and, if these have been exceeded, report specific case for
confirmation by the Managing Committee.

dit of Cinema
The special steps involved in its audit are as follows:-
1. Verify

a. that entrance to the cinema hall during show is only through printed tickets;
b. that they are serially numbered and bound into books;
c. that tickets for each class is different.
d. that for advance booking a separate series of tickets is issued;
e. and that the stock of tickets is kept in the custody of a responsible official.

2. Confirm that at the end of show, a statement of tickets sold is prepared and cash collected is agreed with it.

3. Verify that a record is kept of the ‘free passes’ and that these are issued under proper authority.

4. Reconcile the amount of Tax collected with the total number of tickets issued for each class and vouch and
verify the tax returns filed each month

5. Verify the charges collected for advertisement slides by reference to the Register of Slides kept at the
cinema as well with the agreements, entered into with advertisers in this regard.

6. Vouch the expenditure incurred on advertisement, repairs and maintenance. No part of such expenditure
should be capitalised except redecoration, and that should be adjusted as deferred revenue expenditure the
expenditure on extensive redecoration, and that should be adjusted as deferred revenue expenditure.

7. Confirm that depreciation on machinery and furniture has been charged at an appropriate rate.

8. Vouch payments on account of film hire with bills of distributors and in the process, the agreements
concerned should be referred to.

9. Examine unadjusted balance out of advance paid to the distributors against film hire contracts to see that
they are good and recoverable. If any film in respect of which an advance was paid has already run, it should
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be enquire as to why the advance has not been adjusted. The management should be asked to make a
provision in respect of advances that are considered irrecoverable.

10. The arrangement for collection of the share in the restaurant income should be enquired into either a fixeq
sum or a fixed percentage of the taking may be receivable annually. In case the restaurant is run by the
Cinema, its accounts should be checked. The audit should cover sale of various items of foodstuffs,
purchase of foodstuffs, cold drink, cigarettes, etc. as in the case of club.

Auditing of Leasing Transaction

In respect of leasing transaction entered into by the leasing company, the following procedures may be adopted by
the auditor.

1. The object clause of leasing company to see that the goods like capital goods, consumer durables etc. in
respect of which the company can undertake such activities. Further, to ensure that whether company can
undertake financing activities or not.

2. Whether there exists a procedure to ascertain the credit analysis of lessee like lessee's ability to meet the
commitment under lease, past credit record, capital strength, availability of collateral security, etc.

3. The lease agreement should be examined and the following points may be noted:

a. the description of the lessor, the lessee, the equipment and the location where the equipment is to
be installed. (The stipulation that the equipment shall not be removed from the described location
except for repairs. For the sake of identification, the lessor may also require plates or markings to be
attached to the equipment).

b. the tenure of lease, dates of payment, late charges, deposits or advances etc. should be noted.

c. whether the equipment shall be returned to the lessor on termination of the agreement and the cost
shall be borne by the [essee. '

d. whether the agreement prohibits the lessee from assigning the subletting the equipment and
authorises the lessor to do so.

4. Examine the lease proposal form submitted by the lessee requesting the lessor to provide him the

equipment on lease.

Ensure that the invoice is retained safely as the lease is a long-term contract.

6. Examine the acceptance Jetter obtained from the lessee indicating that the equipment has been received in
order and is acceptable to the lessee.

7. See that the copies of the insurance policies have been obtained by the lessor for his records.

o

Types of Lease Agreements
Finance Lease
An arrangement with the following attributes qualifies as a Finance Lease
e The lease arrangement transfers ownership of the asset to the lessee at the end of the lease term:
e The lease term is for the major part of the economic life of the asset even if title is not transferred;
e Atthe 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 asset: and
e the leased assets are of such a specialized nature that only the lessee can use them without major
modifications

Operating Lease
e An arrangement that does not transfer substantially 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”.

Auditing|of Hir
Hire-purchase agreement means an agreement under which goods are let on hire and under which the hirer has an
option to purchase them in accordance with the terms of the agreement

While checking the hire- purchase transaction, the auditor may examine the following
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1. Check Memorandum of Association - Object clause to ascertain whether the hire purchase business can be
carried on by company
2. Hire purchase agreement is in writing and is signed by all parties.
3. Before signing the HP agreement credit worthiness must be evaluated, auditor will check whether proper
policy and procedure exist for the same and whether they are followed are not.
4. Hire purchase agreement specifies clearly-

a. The hire-purchase price of the goods to which the agreement relates;

b. 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,;

d. The number of instalments by which the hire- purchase price is to be paid, the amount of each of
those instalments, and the date, upon which it is payable, and the person to whom and the place
where it is payable.

5. Ensure that instalment payments are being received regularly as per the agreement

6. Ensure that adequate resolution has been passed authorizing a particular director to execute the hire
purchase agreement.

7. Explain the adequacy of provision for doubtful debts against the hire purchase debtors

8. Examine the case of repossession of goods and their treatment afterwards. Check how and when they were
sold or disposed.

9. Check whether accounting treatment of amount due, amount received, loss on repossession and other
related items are done as per applicable financial reporting framework.

Auditor should also understand the following w.r.t Hire Purchase and design his audit procedures accordingly
1. Possession of goods is delivered by the owner thereof to a person on condition that such person pays the
agreed amount in periodical instalments,
2. The property in the goods is to pass to such person on the payment of the /ast of such instalments.
3. Such person has a right to terminate the agreement at any time before the property so passes
Auditing of Hotels

The special considerations in a hotel audit can be summarised as follows

Internal Controls
Pilfering
e Pilfering is a major problem in hotels, making internal control crucial.
e Management is responsible for introducing controls to minimise leakage.

Trading Accounts and Profit Percentages
e Regular trading accounts for each sales point help monitor success.
e The auditor should review these accounts, examining deviations and obtaining explanations.

Revenue Cycle Controls

e Auditors should verify restaurant bills with K.0.T. (Kitchen Order Tickets) or basic records, ensuring proper
controls are in place.

Tax Compliance
e Auditors need to ensure taxes collected on food and occupation are paid to proper authorities.

Auditor's Challenges
e Weak internal controls pose a serious problem for auditors.
e They must rely on the gross margin shown by accounts, which may lead to increased audit tests and
possible report gualifications if discrepancies remain unexplained.
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Room Sales & Hall Bookings

Room Sales and Guest Bills
® Room sales charges are posted by receptionists, front office, or night managers in large hotels.
e Audit tests should ensure correct guest numbers are charged for the correct period.

e [nvestigating differences between charged and standard room rates to ensure that they have been properly
authorised

Housekeeper's Daily Report
e Housekeepers prepare daily reports of occupied rooms and beds.
e Auditors need sufficient reports to test against guest registers and individual bills.

Valuation of Occupancy-in-Progress
e Auditors should ensure proper valuation of occupancy-in-progress at the balance sheet date.

Records for Booking Halls and Premises
e Proper records for booking halls and premises for special parties should be maintained.
e Auditors must ensure recovery is based on the tariff.

Inventories
Inventory Control and Documentation

e Inventories in hotels, especially food and beverage, are portable and saleable, requiring proper
documentation for control.

e Auditors should test documentation accuracy for inventory movements and transfers.

Inventory Security and Valuation

¢ Locked storage areas should be supervised by the departmental manager to prevent unauthorized access.
e Auditors should assess the reasonableness of inventory figures, considering independent valuations, and
perform pricing and calculation tests during physical inventory taking.

Fixed Assets

Fixed Assets Accounting Policies
e Hotels may have different accounting policies for fixed assets like silverware and cutlery.
* Auditors should ensure detailed definitions of inventory items and test adherence to these definitions. |

Expenditure Classification ')

* Auditors should verify that costs for repairs, minor renovations, and redecoration are treated as revenue |
expenditure. |

e Costs for major alterations and additions to the hotel building and facilities should be capitalized,

Casual Labour

Casual Labour in Hotel Trade
e The hotel industry heavily relies on casual labour with often inadequate wage payment records,
¢ Auditors should ensure no defalcation occurs by suggesting proper controls to management

Travel Agents & Shops
Ledgers from Travel Agents and Booking Agencies
¢ Auditors must ensure that money is recovered from travel agents or booking agencies according to the
terms of credit allowed.

e Commission paid to these agents should be checked by referring to the relevant agreements,
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Audit of Co-Operative
Background
A. Cooperative Societies
e Autonomous associations of persons united voluntarily
e Jointly-owned enterprises meeting common economic, social, and cultural needs
e Governed by Co-operative Societies Act, 1912, and specific state Acts
B. Auditor's Responsibility
e Familiarity with the governing Act for the society under audit
C. Co-operative Society
e Business organization with a special mode of operation
e Cooperative pooling of production means
e Elimination of middlemen and exploitation
D. Chartered Accountant's Role
e Significant contribution to cooperative organizations' development
E. Professional Services Offered
1. Guidance in accounts writing
2. Installation of accounting system
3. Internal audit
4. Management accounting services
5. Taxation
F. Audit Guidelines
e Focus on general guidelines for audit of co-operative societies
e Special features of audit applicable to all societies
o Audit programs for specific types of societies

Audit of CoOperative Society

The Co-operative Societies Act, 1912, a Central Act, contains the
fundamental law regarding the formation and working of the

Background cooperative societies in India and is applicable in many states with or

without amendments. In many states, viz., Maharashtra, West Bengal,

Orissa, the co-operative societies are governed by specific state Acts.

Co-operative society is a business organisation

What is by pulling together all the means

cooperative with a special mode of doing of production cooperatively,

society y
business, elimination of middlemen and

exploitation from outside forces.

Audit as per Section 17 of the Co-Operative Societies Act, 1912
A. Registrar's Responsibility
1. Audit accounts of every registered society annually
2. Authorize a person for conducting the audit
B. Audit Scope
1. Examination of overdue debts
2. Valuation of assets and liabilities
C. Access to Records

1. Registrar, Collector, or authorized person has access to all books, accounts, papers, and securities

2. Society officers to furnish required information on transactions and working.
Key Points for Co-operative Society Audit
1. Qualifications of Auditors
2. Appointment of the Auditor
3. Books, Accounts, and Other Records
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e Maintenance of Books and Accounts
Restrictions on Share Holdings
Restrictions on Loans
Restrictions on Borrowings
Investment of Funds
Appropriation of Profits
. Contributions to Charitable Purposes
10. Investment of Reserve Fund
11. Contribution to Education Fund

e Compliance with Bye-laws, Rules, and Regulations

©®NO G A

Qualifications of Auditors
® Chartered Accountant as per Chartered Accountants Act, 1949
® Government diploma in co-operative accounts or co-operation and accountancy
® Experience as an auditor in the co-operative department of a government

Appointment of the Auditor
® Appointed by the Registrar of Co-operative Societies
e Conducts audit on behalf of the Registrar
® Submits report to both Registrar and society
® Audit fees paid by the society based on statutory scale prescribed by the Registrar

Books, Accounts, and Other Records
® Section 43(h) The Co-operative Societies Act, 1912 (Central Act) allows state government to frame rules for
books and accounts to be kept by co-operative societies
e Maintenance of Books and Accounts
©  Sums of money received and expended
© Sales and purchases of goods
O Assets and liabilities of the society
© Additional records according to convenience and clarity

Restrictions on Share Holdings
® Watch for breaches relating to holding of shares

® No member of a society other than a registered society can hold such portion of the share capital of the

society as would exceed a maximum of 20% of the total number of shares or of the value of shareholding to
Z1,000

® Ensure bye-laws are not contrary to statutory provisions

Restrictions on Loans

® Loans only to members or other registered societies with special sanction from the Registrar
® Examine State Government restrictions on loaning powers

Restrictions on Borrowings
® Accept loans and deposits from non-members subject to bye-laws restrictions and limits

Investment of Funds
® Funds can be invested in various options as per the Central or State Act.

® According to section 32 of the Central Act, a society may invest its funds in any one or more of the
following:

o Inthe Central or State Co-operative Bank.
o Inany of the securities specified in section 20 of the Indian Trusts Act, 1882.
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o Inthe shares, securities, bonds or debentures of any other society with limited liability.
o In any co-operative bank, other than a Central or State co-operative bank, as approved by the
Registrar on specified terms and conditions.
o Other investment instruments as permitted by the Central or State Government.
e In the principal provision relating to the investments of funds of a co-operative society, the Central as well as
State Acts does not mention anything about the investment of reserve fund outside the business
specifically.

Appropriation of Profits

e Transfer a prescribed percentage of profits to Reserve Fund before distribution as dividends or bonus to
members

Contributions to Charitable Purposes
e Registered society may, with the sanction of the Registrar, contribute up to 10% of net profits remaining after
the compulsory transfer to the reserve fund for any charitable purpose to charitable purposes.

Investment of Reserve Fund
e Use Reserve Fund in the business, invest as per provisions of the Act, or for public purposes promoting the
object of the society

Contribution to Education Fund
e Contribute annually towards the Education Fund of the State Federal Society, as per the class of the society
e Contribution to Education Fund is a charge on profits and not an appropriation.
e Compliance with Bye-laws, Rules, and Regqulations
o Ensure strict compliance with State Act, Rules, and Regulations
o Appropriations of profits must be approved by the General Body of the society
o Point out contradictions between statutory provisions and generally accepted accounting principles.
For Example
m According to certain State Acts, transfers to Dividend Equalization Reserve and Share Capital
Redemption Fund are stated as charges against profits. According to the generally accepted
principles of accountancy these items are not charges, but appropriation of profits.

The auditor should ensure compliance with the relevant provisions of the Co-operative Societies Act, 1912, and the
specific State Acts, while auditing the accounts of co-operative societies.

Special Features of Co-Operative Audit
Here are the special features of co-operative audit to be considered while conducting the audit:
1. Examination of overdue debts
2. Overdue Interest
3. Certification of Bad Debts
4. Valuation of Assets and Liabilities
5. Adherence to Co-operative Principles
6. Observations of the Provisions of the Act and Rules
7. Verification of Members' Register and examination of their passbooks
8. Special report to the Registrar
9. Audit classification of society
10. Discussion of draft audit report with managing committee
Examination of Overdue Debts in Credit Societies
1. Classification of Overdue Debts:
e 6 monthsto 5 years
e More than 5 years
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2. Implications of Overdue Debts:
¢ Affects working capital position
¢ Impacts credit society's operations
3. Analysis of Overdue Debts:
® Assess chances of recovery
e Classify as good or bad debts
4. Auditor's Responsibilities:
¢ Ensure proper provisions for doubtful debts
* Evaluate the adequacy of provisions

Overdue Interest
1. Exclusion of Overdue Interest:
e Exclude from interest outstanding and accrued due
e Affects profit calculation
2. Definition of Overdue Interest:
* Interest accrued or accruing on overdue principal amounts
3. Practical Approach:
¢ Creation of an overdue interest reserve
* Reduction of overdue interest credited to interest account

Certification of Bad Debts
1. Maharashtra State Co-operative Rules, 1961:
o Writing off bad debts requires auditor's certification
2. Bad Debts and Irrecoverable Losses:

* Must be certified as bad debts or irrecoverable losses by the auditor, if required by law
e If not required by law, managing committee of the society must authorize the write-off

Valuation of Assets, Liabilities

1. Valuation of Assets:
® Follow general accounting and auditing principles
® Verify existence, ownership, and valuation
¢ Fixed assets: cost less adequate provision for depreciation
e Current assets: cost or market price, whichever is lower
® Note on market value, if significant difference

2. Valuation of Liabilities:
e Ensure all known liabilities are accounted for
® Disclose contingent liabilities as a note

Adherence to Co-operative Principles

1. Adherence to Co-operative Principles:
® Assess achievement of co-operative organization's objectives
® Focus on extending benefits to members
® Consider social benefits and sales at lower prices

2. Adoption of Modern Techniques:
® Cost accounting methods, store control, standard costing, budgetary control
® Address gaps between goals and actual achievements

3. Auditing Expenses:
e Ensure economical spending and no wastage of funds
® Avoid middlemen commissions

® Follow principles of propriety audit
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observations of Provisions of the Act, Rules, and Bye-Laws

1. Auditor's Responsibilities:
e |dentify infringements of Co-operative Societies Act, Rules, and bye-laws
e Assess financial implications of such infringements
e Report infringements and their consequences

2. Dividend Restrictions:
e Be aware of restrictions on dividend payments in certain State Acts
e Ensure compliance with such restrictions

Verification of Members' Register and Examination of Pass Books

1. Importance of Examination:
e Ensures loan entries and repayments are accurate
e Confirms loan balances in person
e Protects against manipulation in books of accounts

2. Rural and Agricultural Credit Societies:
e Additional safeguard for less literate members

3. Test Basis Checking: :
e Auditors use their judgement to determine the extent of examination.

Special Report to the Registrar
1. Purpose of Special Report:
e Report serious irregularities in the society's working
e Alert Registrar for necessary action
2. Instances Requiring Special Report:
e Personal Profiteering:
i. By managing committee members in society transactions
ii. Detrimental to society's interest
e Fraud Detection:
i. In expenses, purchases, property, and stores of the society
e Mismanagement:
i. Decisions against co-operative principles
ii. Specific examples of mismanagement
e Urban Co-operative Banks:
i. Disproportionate advances to vested interest groups
ii. Deliberate negligence in recovery
iii. Reckless advancing with inadequate security and safeguards.

Audit Classification of Society

1. Auditor's Responsibility:
e Award a class to the society based on overall performance
e Use criteria specified by the Registrar

2. Appeal Process:
e Society can appeal to the Registrar if dissatisfied with audit class
e Registrar may direct a review of audit classification

3. Auditor's Consideration:
e Exercise caution while determining the society's class

Discussion of Draft Audit Report with Managing Committee
1. Auditor's Responsibility:
e Request Secretary to convene managing committee meeting
e Discuss draft audit report with the committee
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2. Importance of Discussion:
¢ Avoid finalizing audit report without committee input

® Settle and rectify minor irregularities
® Discuss policy matters in detail

The Multi-State Co-operative Societies Act, 2002
e The Multi-State Co-operative Societies Act, 2002 applies to Co-operative societies whose objects are not
confined to one State.
e The Act contains detailed provisions regarding registration, membership and management of such
societies.
® The funds of a Multi-State co-operative society cannot be utilised for any political purpose. The Act containg
detailed provisions regarding the investment of funds and restrictions on loans, borrowings, etc.

Books of Accounts

As per Multi-State Co-operative Society Rules 2002, every Multi- State Co-operative society shall keep books of
account with respect to

a. all sum of money received and expended and matters in respect of which the receipt and expenditure take
place;

b. all sale and purchase of goods;

C. the assets and liabilities;

d. inthe case of a Multi-State Co-operative society engaged in production, processing and manufacturing,

particulars relating to utilization of mateyials or labour or other items of cost as may be specified in the
bye-laws of such a society

Audit of Multi-State Co-operative Society
Qualification of Auditors
® Section 72 of the Multi-State Co-operative Societies Act, 2002 states that a person who is a Chartered
Accountant within the meaning of the Chartered Accountants Act, 1949 can only be appointed as auditor of
Multi-State co-operative society,

e However the following persons are not eligible for appointment as auditors of a Multi- State co-operative
society-

o A body corporate.

© An officer or employee of the Multi-State co-operative society.

© A person who is a member or who is in the employment, of an officer or employee of the Multi-State
co-operative society.

o A person who is indebted to the Multi-State co-operative society or who has given any guarantee or
provided any security in connection with the indebtedness of any third person to the Multi-State
co-operative society for an amount exceeding ¥ 1,000

If an auditor becomes subject, after his appointment, to any of the disqualifications specified above, he shall
be deemed to have vacated his office as such,

Appointment of Auditors
® Section 70 of the Multi-State Co-operative Societies Act, 2002 provides that the first auditor or auditors of a
Multi-State cooperative society shall be appointed by the
© board within one month of the date of registration of such society and the auditor so appointed shall :
hold office until the conclusion of the first annual general meeting. l[‘
©  Ifthe board fails, society may appoint the first auditor at general meeting
* The subsequent auditor is appointed at each annual general meeting. The auditor so appointed shall hold
office from the conclusion of that meeting until the conclusion of the next annual general meeting.

Power and duties of Auditors Section 73
Every auditor of a Multi-State Co-operative society shall have a
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o right of access
o atalltimes
o to the books accounts and vouchers of the Multi-State co-operative society,
o whether kept at the head office of the Multi-State co-operative society or elsewhere, and
o shall be entitled to reqguire
o from the officers or other employees of the Multi- State co-operative society
o such information and explanation
o as the auditor may think necessary for the performance of his duties as an auditor.

As per section 73(2), the auditor shall make following inquiries:

a. Whether loans and advances made by the Multi-State co-operative society on the basis of security have
been properly secured and whether the terms on which they have been made are not prejudicial to the
interests of the MultiState co- operative society or its members,

b. Whether 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 revenue account, and

d. Where it is Stated in the books and papers of the Multi-State co-operative society 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 as
correct regular and not misleading.

Content of Auditor's Report
The auditor shall make a report
e tothe members of the Multi-State co-operative society
e on the accounts examined by him and on every balance-sheet and profit and loss account and on every
other document required to be part of or annexed to the balance-sheet or profit and loss account,
which are Jaid before the Multi-State co-operative society in general meeting during his tenure of office,
e and the report shall state whether, in his opinion and to the best of his information and according to the
explanation given to him,
e the said account
o give the information required by this act in the manner so required,
o and give a true and fair view:
m Inthe case of the balance-sheet, of the state of the Multi-State co- operatlve society'’s affairs
as at the end of its financial year; and
m In the case of the profit and loss account, of the profit or loss for its financial year.
m The auditor’s report shall also state

e Whether he has obtained all the information and explanation which to the best of his
knowledge and belief were necessary for the purpose of his audit.

e 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 him.

e Whether the report on the accounts of any branch office audited by a person other
than the Multi-State co-operative society’s auditor has been forwarded to him and how
he has dealt with the same in preparing the auditor’s report.

e 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.

Power of Central Government to direct special audit in certain cases - Section 77

Where the Central Government is of the opinion
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e that the affairs of any Multi-State co-operative society are not being managed in accordance with self-help
and mutual deed and co-operative principles or prudent commercial practices or with sound business
principles; or

e that any Multi-State co-operative society is being managed in a manner likely to cause serious injury or
damage to the interests of the trade industry or business to which it pertains; or

e that the financial position of any Multi-State co-operative society is such as to endanger its solvency.

Central Government's Order

The Central Government may at any time by order direct that a special audit of the Multi-State co-operative society's
accounts for such period or periods as may be specified in the order shall be conducted.

Appointment of the Auditor
It may appoint either a chartered accountant or the Multi-State co-operative society’s auditor himself to conduct the
special audit.

Shareholding Restriction

CG shall order for special audit only if that Government or the State Government either by itself or both hold 51% or

more of the paid-up share capital in such Multi-State co-operative society.

ial itor's Pow
e The special auditor shall have the same powers and duties in relation to the special audit as an auditor of a
MultiState co-operative society has under section 73.
e A special auditor makes the report to the Central Government
e The report of the special auditor shall include all the matters required to be included in the auditor’s report
under section 73 and any other matter as directed by the Central Government.

Action by the Central Government

® On receipts of the report of the special auditor the CG may take such action on the report as it considers
necessary in accordance with the provision of the Act or any law for the time being in force.

e However, if the CG does not take any action on the report within 4 months from the date of its receipt, that
Government shall send to the MultiState Co- operative society either a copy of, or relevant extract from, the
report with its comments thereon and require the Multi-State Co-operative society either to circulate that
copy or those extracts to the members or to have such copy or extracts read before the Multi-State
Co-operative society at its next general meeting.

Expenses pertaining to the Special Audit

The expenses of, and incidental to, any special audit under this section (including the remuneration of the special
auditor) shall be determined by the Central Government which determination shall be final and paid by the

Multi-State Co-operative society and in default of such payment, shall be recoverable from the Multi-State
Co-operative society as an arrear of land revenue,

When & Who?
The Central Registrar may, on a request from :-

¢ afederal co-operative to which a Multi- State Co-operative society is affiliated or
a creditor or

not less than one-third of the members of the board or
not less than one-fifth of the total number of members of a Multi-state co-operative society,
Hold an inquiry or
direct some person authorized by him
© by order in writing in his behalf
o to hold an inquiry into the
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m constitutions, ‘
m  working and
m  financial condition of a Multi-State Co-operative society. ‘

opportunity of being Heard - OOBH ‘
However, before holding such inquiry fifteen days notice must be given to the Multi-State co-operative society.

powers in case of investigation
The Central Registrar or the person authorized by him shall have the following powers, namely:

Free access and Summon
e he shall at all reasonable times have free access
e tothe books, accounts, documents, securities, cash and other properties belonging to or in the custody of
the Multi-State co-operative society and
® May summon any person in possession or responsible for the custody of any such books, accounts,
documents, securities, cash or other properties to produce the same at any place specified by him.

Call General Meeting
e He may,
© notwithstanding any bye-law specifying the period of notice for a general meeting of the Multi-State
co-operative society,
e require the officers of the society to call a general meeting of the society
by giving notice of not less than seven days
o at such time and place at the headquarters of the society
® 1o consider such matters as may be directed to him, and where the officers of the society refuse or fail to
call such a meeting, he shall have power to call it himself.

Summon

e he may summon any person
© who is reasonably believed by him to have any knowledge
o of the affairs of the Multi-State co-operative society

e to appear before him

e atany place
o atthe headguarters of the society or
o any branch thereof and

® may examine such person on oath.

Follow up
The Central Registrar shall,
e within a period of 3 months of the date of receipt of the report,
e communicate the report of inquiry
© to the MultiState co-operative society,
o the financial institutions, if any, to which the society is affiliated,
o and to the person or authority, if any at whose instance the inquiry is needed.

When & Who?
The Central Registrar may, on a request from

federal co-operative to which a Multi- State Co-operative society is affiliated or

a creditor or

not less than one-third of the members of the board or

not less than one-fifth of the total number of members of a Multi-State co-operative society
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By general or special order in writing in this behalf inspect or direct any person autherized by him by order in Writing

in this behalf to make an inspection into the constitution, working and financial condition of a Multi- State
co-operative society.

Opportunity of Being heard

No inspection shall be made unless a notice of not less than 15 days has been given to the multi-state co-operative
society.

Powers available
The Central Registrar or the person authorized by him shall have the following powers:

Access, Taking into custody , Verify, Calling of Meeting
He shall at all times
e have access to all books, accounts, papers, vouchers, securities, stock and other property of that society
and may,
in the event of serious irregularities discovered during inspection, take them into custody and
e shall have power to verify the cash balance of the society and subject to the general or special order of the
central registrar to call a meeting of the society where such general meeting is, in his opinion necessary.

Entitled to Required Information
Every officer or member of a Multi-State Co-operative society shall furnish such information with regard to the
working of the society as the central registrar or the person making such inspection may require.

Inspection Report
A copy of the report of inspection under this section shall be communicated to
e the Multi-State Co-operative society
e within a period of 3 months from the date of completion of such inspection.

% Socie
Charitable Entities
e The legal framework governing the charitable institution will depend on the form of business organization
the charitable institution takes. '
o If the charitable institution is formed as a Public Trust, it will be governed by the Public Trust Act
applicable in the relevant State. However, if no Public Trust Act exists in that state, then the
applicable legislation will be the Indian Trusts Act, 1882.
o If the charitable institution is formed as a Society, it will be governed by the Societies Registration
Act, 1860.
o The charitable institution can also be formed as a non-profit company under section 8 of the
Companies Act, 2013.
e Apart from the above legislations,
o Income Tax Act 1961 will be applicable to charitable institutions and
o Foreign Contribution (Regulation) Act, 2010 will be applicable in the case of foreign contributions

Books of Account

The Auditor is required to report whether the Trust has maintained proper books of accounts, including the
following, namely: -

i)  cash book;
i) [ledger,
iii) journal;

iv)  copies of bills, whether machine numbered or otherwise serially numbered
v)  original bills wherever issued to the person and receipts in respect of payments made by the person;
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any other book that may be required to be maintained in order to give a true and fair view of the state of the
affairs of the person and explain the transactions effected;

Every year the trust has to prepare FS like the Balance sheet and Income and expenditure statements based
on its books of accounts.

The format for preparation and presentation of FS is prescribed under respective state laws.

Charitable Organisations are governed by different laws as well as different forms of organisations also
necessitate different accounting aspects to be complied.

Auditor’s responsibility

The auditor should obtain the list of the books and records maintained by the Trust. The list should be
matched with the requirement for maintaining mandatory books and records as may be applicable in each
case.

The auditor has to comply with the Accounting Standards (AS) and Standards on Auditing (SA) prescribed
and made mandatory by ICAI.

The auditor shall use his professional skill and expertise and apply such audit tests as the circumstances of
the case may require.

The auditor shall conduct the audit by applying the generally accepted auditing procedures.

The auditor can apply the test checks depending on the evaluation of internal control procedures

The auditor shall keep in mind the concept of materiality depending upon the circumstances of each case.
The auditor should keep detailed notes about the evidence on which he has relied upon and also maintain
all his working papers. ‘

Notes forming part of Working papers
Working papers should include notes on the following, amongst other matters:

work done while conducting the audit and by whom;

explanation and information given to him during the course of the audit and by whom;
decision on the various points taken;

judicial pronouncements relied upon by him while drafting the audit report; and
certificates issued by the client / management letters.

Nature of Working Papers
It is important that the audit working papers prepared and/or obtained by the auditor provide evidence that

i)
i)

i)

iv)

the opinion expressed by the auditor is based on the examination made by him;

in arriving at his opinion, the auditor has given due cognizance to the information and explanations given by
the assessee and that his opinion is not arbitrary;

the information and explanations obtained were full and complete that is, the auditor has called for all the
information and explanations which were necessary to be considered before arriving at his opinion; and

the auditor did not merely rely upon the information or explanations given by the assessee but that he
subjected such information and explanations to reasonable tests to verify their accuracy and completeness

Points that should be taken into account while conducting audit of Trusts
a) Whether accounts are maintained regularly and in accordance with the provisions of the applicable Act and

the rules;

b) Whether receipts and disbursements are properly and correctly shown in the accounts and donations

received is being applied as per the objects of the trust and as per the specific direction by the donor, if any.

c) Whether the cash balance and vouchers in the custody of the manager or trustee on the date of audit were

in agreement with the accounts;

d) Whether all books, deeds, accounts, vouchers or other documents or records required by the auditor were

produced before him;

Neeraj Arora | www.edu91.0rg 9.34




Chapter 9 - Special Features of Audit of Different Types Of Entities

e)

f)

9)

)
)

k)
1)
m)
n)
0)
p)

Q)

r)
Points

a)

b)
c)

d)
e)

f)
a)

h)

— e
Whether a register of movable and immovable properties is maintained, the changes therein are

communicated from time to time to the regional office, and the defects and inaccuracies mentioned in the
previous audit report have been duly complied with and rectified.

Whether the manager or trustee or any other person required by the auditor to appear before him did so anq
furnished the necessary information required by him;

Whether any property or funds of the Trust were applied for any object or purpose other than the object or
purpose of the Trust;

Amounts of outstanding for more than one vear and the amounts written off if any;

Whether any money of the public trust has been invested contrary to the provisions of applicable Act which
have come to the notice of the Auditor

Ascertain all cases of irreqular, illegal or improper expenditure, or failure or omission to recover monies or
other property belonging to the public trust or of loss or waste of money or other property thereof, and
whether such 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 donations 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 to bring to the notice of the Deputy or
Assistant Charity Commissioner

that should be taken into account while conducting audit of Societies

The auditor should ascertain governing legislation of society i.e. Societies Registration act, 1860 or any
applicable state law under which it has been registered.

Object of society needs to be ascertained from ts 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 special reference to donations
and various expenditures incurred.

Evaluate appropriateness of accounting policies with special reference to donations and grants.

In case some expenses incurred by society 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 working or financial condition
of society and its implications for auditor’s opinion.

Ascertain all cases of irreqular, illegal or impr expenditure or failure or omission to recover monies or
other property belonging to society or of loss or waste of money or other property thereof and whether such
expenditure was caused in consequence of breach of trust or misapplication or any other misconduct on
the part of governing body
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The most widespread banking institutions in India, that provide a number of products 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.

Regional Rural Banks

known as RRBs are the banks that have been set up in rural areas in different states of the country to cater to 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.

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.

Payments Banks

are a new type of banks which have been recently introduced by RBI. They are allowed to accept restricted deposits
but they cannot issue loans and credit cards. However , customers can open Current & Savings accounts and also.
avail the facility of ATM cum Debit cards , Internet-banking & Mobile Banking. Examples 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 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) , etc.

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, etc. Examples are:- Equitas Small Finance Bank,
AU Small Finance Bank, etc.

g ng Body - R ' f Indiz
e The functioning of the banking industry in India is regulated by the Reserve Bank of India (RBI) which acts as
the Central Bank of our country.
e RBlis responsible for
o development and supervision of the constituents of the Indian financial system (which comprises
banks and non-banking financial institutions) as well as
o for determining, in conjunction with the Central Government, the monetary and credit policies
keeping in with the need of the hour.
e Important functions of RBI are
o issuance of currency;
o requlation of currency issue,
o acting as banker to the central and state governments;
o and acting as banker to commercial and other types of banks including term-lending institutions.
e Besides, RBI has also been entrusted with the responsibility of
o regulating the activities of commercial and other banks.
o No bank can
m commence the business of banking or
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m open new branches without obtaining a licence from RBI.
o The RBI also has the power to inspect any bank.
Independent audit of financial statements of banks is important for a healthy, safe and sound banking system.

Regulatory Framework
e Reserve Bank of India Act, 1934
Banking Regulation Act, 1949.
State Bank of India Act, 1955.
Companies Act, 2013.
State Bank of India (Subsidiary Banks) Act 1959.
Banking Companies (Acquisition and Transfer of Undertakings) Act, 1970.
Regional Rural Banks Act, 1976.
Banking Companies (Acquisition and Transfer of Undertakings) Act, 1980.
Information Technology Act, 2000.
Prevention of Money Laundering Act, 2002.
Securitisation and Reconstruction of Financial Assets and Enforcement of Security Interest Act, 2002.
Credit Information Companies Regulation Act, 2005.
Payment and Settlement Systems Act, 2007.

Banking Operations - Conducted only/at Branches
Banking operations are conducted only at the branches,
- while other offices act as controlling authorities or administrative offices .
- that lay down policies, systems and internal control procedures for conduct of business, in compliance with
the statutory/ regulatory impositions and in compliance of accepted accounting principles and practices
that cover all transactions and economic events.

These controlling/ administrative offices also
- stipulate the delegation of powers and fix responsibilities and accountability and
- these are involved generally in effective supervision, monitoring and control over the business activities and

operations, including seeking faithful compliance of the bank’s laid down policies/ procedures /controls and
deal with deviations therefrom.

Some of the different features of Bank
Huge volumes and complexity of transactions,
Wide geographical spread of banks’ network,
Large range of products and services offered,
Extensive use of technology,

Strict vigilance by the banking regulator etc.

.....[a

Types of Bank/Audit Reports to be issued
Presently, the Statutory Central Auditors (SCAs) have to furnish the following reports in addition to their main audit
report:

1. Report on adequacy and operating effectiveness of Internal Controls over Financial Reporting in case of
banks which are registered as companies under the Companies Act in terms of Section 143(3)(i) of the
Companies Act, 2013 which is normally to be given as an Annexure to the main audit report as per the
Guidance Note on Audit of Internal Financial Controls over Financial Reporting issued by the ICAI.

2. Long Form Audit Report. (LFAR)

3. Report on compliance with SLR requirements. (Statutory Liquidity Ratio Statutory Liquidity Ratio or SLRis a
minimum percentage of deposits that a commercial bank has to maintain in the form of liquid cash, gold or

other securities. It is basically the reserve requirement that banks are expected to keep before offering
credit to customers.)
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4. Report on whether the treasury operations of the bank have been conducted in accordance with the
instructions issued by the RBI from time to time.

5. Report on whether the income recognition, asset classification and provisioning have been made as per the
guidelines issued by the RBI from time to time.

6. Report on whether any serious irregularity was noticed in the working of the bank which requires immediate
attention.

7. Report on status of the compliance by the bank with regard to the implementation of recommendations of
the Ghosh Committee relating to frauds and malpractices and of the recommendations of Jilani Committee
on internal control and inspection/credit system.

8. Report on instances of adverse credit-deposit ratio in the rural areas.

There is a sea change in banking
e as use of technology
e and its continuous evolution has
o enabled banks to reach their customers
o providing them the convenience and
o comfort of
m anytime-anywhere-banking
e by letting them access their information/data
o onreal time basis,
o as stored in a safe and secure environment
o onthe bank’s servers.

The transactions in banks have become voluminous and
e it needs to be ensured that in the
e system of
o recording,
o transmission and
o storage of information/ data
m is optimally maintained and
e control systems
o ensure that
o thesameis
o free of risks of
m errors, omissions, irregularities and frauds;

In the computerised environment, it is imperative that the auditor is familiar with and satisfied that all the
norms/parameters as per the latest applicable RBI guidelines are incorporated and built into the system that
generates information/data having a bearing on the classification/ provisions and income recognition.

The auditor should not go by the assumption that the system generated information is correct and can be relied
upon without evidence that demonstrates that the system driven information is based on the required parameters.

He should use Professional Skepticism and Prudence wherever he feels that something manually needs to be
performed to check the authenticity and consistency of the information obtained from the systems and document
the results of such activities performed.

oad categories based on the level of computerisation:
1. Non-computerised banks :- Transactions can be done only at bank branches during working hours using
paper and pen.
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2. Partially computerised banks :- Some transactions are computerised while major are non-computerised.
3. Fully computerised banks:- Core banking allows inter-connectivity between branches of the same bank and

with CBS , customers can operate their accounts as well as avail banking services from any branch of the
bank over the network

m t 1&
* Sub-sections (1) and (2) of section 29 of the Banking Regulations Act, 1949 deal with the form and content
of financial statements of a banking company and their authentication.

These sub-sections are also applicable to nationalised banks, State Bank of India, subsidiaries of the State
Bank of India, and Regional Rural Banks.

Every banking company is required to prepare a Balance Sheet and a Profit and Loss Account in the forms
set out in the Third Schedule to the Act or as near thereto as the circumstances admit.

Form A of the Third Schedule to the Banking Regulation Act, 1949, contains the form of Balance Sheet and

Form B contains the form of Profit and Loss Account.
Every banking company needs to comply with the dis require s under the various Accounting
Standards, as specified under section 133 of the Companies Act, 2013, read with Rule 7 of the Companies

(Accounts) Rules 2014, in so far as they apply to banking companies or the Accounting Standards issued by
the ICAI.

b-section @) ection 30 of the Act requires that the balance sheet and profit and loss account of a banking

company should be audited by a person duly qualified under any law for the time being in force to be an auditor of
companies.

e auditor of a

e banking company is to be appointed
o atthe annual general meeting of the shareholders, whereas the
auditor of a nationalised bank
o isto be appointed by the bank concerned
o acting through its_Board of Directors.
In either case, approval of the Reserve Bank is required before the appointment is made.
The auditors of the State Bank of India
o are to be appointed by the Comptroller and Auditor General of India
o in consultation with the Central Government.
e The auditors of the subsidiaries of the State Bank of India are to be appointed
o by the State Bank of India.
e The auditors of regional rural banks are to be appointed
o by the bank concerned with the approval of the Central Government.

uditor
The remuneration of an auditor of a banking company is to be fixed in accordance with the provisions of section
142 of the Companies Act, 2013 (i.e., by the company in general meeting or in such manner as the company in
general meeting may determine). The remuneration of auditors of nationalised banks and State Bank of India is to

be fixed by the Reserve Bank of India in consultation with the Central Government.
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T uditor of a banking company or of a nationalised bank, State Bank of India, a subsidiary of State Bank of
india, or a regional rural bank has the same powers as those of a company auditor in the matter of access to the
books, accounts, documents and vouchers.

Auditor’s Report ,
In the case of a nationalised bank, the auditor is required to make a report to the Central Government in which he
has to state the following:
a. whether,in his opinion,
e the balance sheetis a
o full and fair balance sheet
> containing all the necessary particulars and
> is properly drawn up
> so as to exhibit a true and fair view of the affairs of the bank,
e and in case he had called for any explanation or information,
o whether it has been given and
o whether it is satisfactory;
b. whether or not the transactions of the bank,
e which have come to hi5 notice,
o have been within the powers of that bank
c. whether or not the
e returns
o received from the offices and branches of the bank
> have been found adequate for the purpose of his audit; (Returns from branch are
adequate or not)

d. whether the
e profit and loss account
o shows a true balance of profit or loss for

> the period covered by such account; and
e. any

e other matter which
o he considers
> should be brought to the notice of the Central Government.
The report of auditors of State Bank of India is also to be made to the Central Government and is almost identical
to the auditor’s report in the case of a nationalised bank.

Format of Report
The auditors,
e central as well as branch,
o should also ensure that the audit report issued by them
m complies with the requirements of
e Standards on Auditing on Audit Report.

The auditor should ensure that
e information relating to number of unaudited branches is given
e quantification of
advances,
deposits,
interest income and
Interest expense for such unaudited branches has also been disclosed in the audit report.

]

o O O
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Long Form Audit Report

¢ Besides the audit report as per the statutory requirements discussed above, the terms of appointment of

auditors of public sector banks, private sector banks and foreign banks (as well as their branches), require
the auditors to also furnish a long form audit report (LFAR).

e The matters which the banks require their auditors to deal with in the long form audit report have been

specified by the Reserve Bank of India.

The LFAR is to be submitted before 30th June every vear.
e To ensure timely submission of LFAR, proper planning for completion of the LFAR is required.

Reporting to RBI

e The RBIissued a Circular relating to implementation of recommendations of the Committee on Legal
Aspects of Bank Frauds applicable to all scheduled commercial banks (excluding Regional Rural Banks).
Regarding liability of accounting and auditing profession, the said circular provided as under:

e “If an accounting professional, whether in the course of internal or external audit or in the process of
institutional audit finds anything susceptible to be fraud or fraudulent activity or act of excess power or
smell any foul play in any transaction, he should refer the matter to the regulator. Any deliberate failure on
the part of the auditor should render himself liable for action”,

e As per the above requirement, the member shall be required to report the kind of matters stated in the
circular to RBI.

e Auditor should also consider the provisions of SA 250, “Consideration of Laws and Regulations in an Audit
of Financial Statements”. The said Standard explains that the duty of confidentiality is over-ridden by
statute, law or courts. ‘

® SA 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.

® It must be noted that auditor is not expected to 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 to Chairman/Managing Director/Chief Executive of the
concerned bank.

Duty to report on Frauds under the Companies Act, 2013
® As per sub-section 12 of section 143 of the Companies Act, 2013, 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 involving such
amount or amounts as may be prescribed, 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 may be prescribed.

e The member shall be required to report the matters to RBI.

e It must be noted that auditor is not expected to look into each and every transaction but to evaluate the
system as a whole

e Therefore, if the auditor while performing his normal duties comes across any instance, he should report the
matter to the RBI in addition to Chairman/Managing Director/Chief Executive of the concerned bank.

Drawing an Audit Plan
An audit plan should be drawn up based on -
- the nature and level of operations,
- level of compliance based on previous reports and
- audit risks based on inadequacy in or breach of internal controls and the familiarisation exercise carried out

Control Environment at the Bank
o Check whether the bank have appropriate controls to mitigate its risks, including
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effective segregation of duties (particularly, between front and back offices),
accurate measurement and reporting of positions,

verification and approval of transactions,

reconciliation of positions and results,

reporting and approval of exceptions,

physical security and

contingency planning.

o 0O O O 0O O O ©°

The following are certain common questions /steps, which have to be kept in mind while undertaking/ performing
control activities

[who e Who performs the control?
e Does the above person have requisite knowledge and authority to perform the
control?
What e What evidence is available to demonstrate /prove that the control is performed?
When e When and with what frequency is the control performed?
e |Is the frequency enough to prevent, detect and correct?
Where o Where is the evidence of performance of the control retained?

For how long is the evidence retained?
Is the evidence accessible/ available for audit?

Why e Why is the control being performed?
e What type of errors are prevented or detected through the performance of the
control?
How How is the control performed?

What are the control activities? (SOD, Approval, Reconciliation etc)
Can these activities be bypassed?

Can the bypass, if any, be detected?

How are exceptions / deviations resolved on identification?

What is the time frame for resolving the exceptions

Engagement Team Discussions '
e All personnel performing an engagement, including any experts contracted by the firm in connection with
that engagement are known to be the “ Engagement Team”.

e The engagement team should hold discussions
o to gain better understanding of the bank and its environment, including internal control, and also
o to assess the potential for material misstatements of the financial statements.

e All these discussions should be appropriately documented for future reference.

e These discussions are ordinarily done at the pfanning stage of an audit.

Engagement team discussion ordinarily includes

The engagement team discussion ordinarily includes a discussion of the following matters:
a. Errors that may be more likely to occur;

Errors which have been identified in prior years;

c. Method by which fraud might be perpetrated by bank personnel or others within particular account balances
and/or disclosures;

d. Audit responses to Engagement Risk, Pervasive Risks, and Specific Risks;

e. Need to maintain professional skepticism throughout the audit.

f. Need to alert for information or other conditions that indicate that a material misstatement may have
occurred (e.g., the bank's application of accounting policies in the given facts and circumstances).

=
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Advantages of such a discussion :-

® Specific emphasis can be provided to the susceptibility of the bank’s financial statements to material
misstatement due to fraud, that enables the engagement team to consider an appropriate response to fraug
risks, including those related to engagement risk, pervasive risks, and specific risks.

e It further enables the audit engagement partner to delegate the work to the experienced engagement team
members, and to determine the procedures to be followed when fraud is identified.

¢ Further, audit engagement partners may review the need for specialists to address the issues relating to
fraud.

2 A1
The audit of banks or their branches involves the following stages —

Initial consideration by the statutory auditor
Declaration of Indebtedness
e The RBI has advised that the banks, before appointing their statutory central/branch auditors,
o should obtain a declaration of indebtedness.
¢ Indebtedness refers to the situation of owing money to the bank in any case, whatsoever.

Internal Assignments in Banks by Statutory Auditors

The RBI decided that the audit firms should not undertake statutory audit assignment while they are associated
with internal assignments in the bank during the same year , like Concurrent audits (Internal Audit of Banks
conducted monthly during the year)

Planning
Standard on Auditing (SA) 300, “Planning an Audit of Financial Statements” requires that the auditor shall undertake
the following activities prior to starting an initial audit
e Performing procedures required by SA 220, "Quality Control for Audit Work” regarding the acceptance of the
client relationship and the specific audit engagement; and

® Establish understanding of terms of engagement as per SA 210, “Agreeing the Terms of Audit
Engagements”.

Communication with Previous Auditor

reasons.

Terms of Audit Engagements

SA 210, “Terms of Audit Engagements” requires that for each period to be audited, the auditor should agree on the
terms of the audit engagement with the bank before beginning significant portions of fieldwork.

Initial Engagements
® The auditor needs to perform the audit procedures as mentioned in SA 510 “Initial Audit
Engagements-Opening Balances” and '
e if after performing that procedures,
o the auditor concludes that the opening balances contain misstatements which materially affect the
financial statements for the current period and :
m the effect of the same is not properly accounted for and
m adequately disclosed,
® the auditor should éxpress a gualified opinion or an adverse opinion, as appropriate.
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pssessment of Engagement Risk
e The assessment of engagement risk
o s a critical part of the audit process and
o should be done prior to the acceptance of an audit engagement
m since it affects the decision of accepting the engagement and
m also in planning decisions if the audit is accepted.

Establish the Engagement experienced Team

The assignment of qualified and experienced professionals is an important component of managing engagement
risk. The size and composition of the engagement team would depend on size, nature and complexity of the bank's
operation.

Understanding the Bank and its Environment

SA 315 “Identifying and Assessing the Risks of Material Misstatement Through Understanding the Entity and Its
Environment” lays down that the auditor should obtain an understanding of the entity and its environment, including
its internal control, sufficient to identify and assess the risks of material misstatement of the financial statements
whether due to fraud or error and sufficient to design and perform further audit procedures.

Identifying and Assessing the Risks of Material Misstatements

SA 315 requires the auditor to identify and assess the risks of material misstatement at the financial statement
level and the assertion level for classes of transactions, account balances and disclosures to provide a basis for
designing and performing further audit procedures.

Understanding the Bank and Its Environment including Internal Control
An understanding of the bank and its environment, including its internal control, enables the auditor:
e toidentify and assess risk;
e to develop an audit plan so as to determine the operating effectiveness of the controls and to address the
specific risks.

Understanding the Bank's Accounting Process
The accounting process produces financial and operational information for management’s use and it also
contributes to the bank'’s internal control.

Thus, understanding of the accounting process is necessary to identify and assess the risks of material
misstatement whether due to fraud or not and to design and perform further audit procedures.

Understanding the Risk Management Process
Management develops controls and uses performance indicators to aid in managing key business and financial
risks.

An effective risk management system in a bank generally requires the following:
1. Oversight and involvement in the control process by those charged with governance (Control Environment)
> Those charged with governance (Board of Directors/Managing Director) should approve written risk
management policies.
> The policies should be consistent with the bank’s business objectives and strategies, capital
strength, management expertise, regulatory requirements and the types and amounts of risk it
regards as acceptable.

2. Identification, measurement and monitoring of risks (Risk assessment)
> Risks that could significantly impact the achievement of a bank's goals should be identified,
measured and monitored against pre-approved limits and criteria.
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3. Control activities

> A bank should have appropriate controls to mitigate its risks including effective segregation of dutieg
(particularly between front and back offices), accurate measurement and reporting of positions,
verification and approval of transactions, reconciliation of positions and results, setting up limits,
reporting and approval of exceptions, physical security and contingency planning.

4. Monitoring activities
> Risk management models, methodologies and assumptions used to measure and mitigate risk

should be regularly assessed and updated. This function may be conducted by the independent ris
management unit,

5. Reliable information systems
> Banks require reliable information systems that provide adequate 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’ risk profile.

Engagement Team Discussions

The engagement team should hold discussions to gain better understanding of banks and its environment,
including internal control, and also to assess the potential for material misstatements of the financial statements,
Establish the Overall Audit Strategy
SA 300 "Planning an Audit of financial Statements” states that the objective of the auditor is to plan the audit so
that it will be performed in an effective manner. Forthis purpose, the audit engagement partner should:

® establish the overall audit strateqy, prior to the commencement of an audit; and

e involve key engagement team members and other appropriate specialists while establishing the overall

audit strategy, which depends on the characteristics of the audit engagement.

Develop the Audit Plan

SA 300 deals with the auditor’s responsibility to plan an audit of financial statements in an effective manner. It
requires the involvement of all the key members of the engagement team while planning an audit.

Audit Planning Memorandum
The auditor should summarise the audit plan by preparing an audit planning memorandum in order to:
® Describe the expected scope and extent of the audit procedures to be performed by the auditor.

e Highlight all significant issues and risks identified during their planning and risk assessment activities, as
well as the decisions concerning reliance on controls.

¢ Provide evidence that they have planned the audit engagement appropriately and have responded to
engagement risk, pervasive risks, specific risks, and other matters affecting the audit engagement.

Determine Audit Materiality

The auditor should consider the relationship between the audit materiality and audit risk when conducting an audit.
The determination of audit materiality is a matter of professional judgement and depends upon the knowledge of
the bank, assessment of engagement risk and the reporting requirements for the financial statements.

Consider Going Concern

While obtaining an understanding of the bank, the auditor should consider whether there are events and conditions
which may cast significant doubt on the bank's ability to continue as a going concern.

Assess the Risk of Fraud including Money Laundering

As per SA 240 "The Auditor's Responsibilities Relating to Fraud in an Audit of Financial Statements”, the auditor’s
objective is

® toidentify and assess the risks of material misstatement in the financial statements due to fraud,

Neeraj Arora | www.edu91.org 10.10




Chapter 10 - Audit of Banks

e to obtain sufficient appropriate audit evidence on those identified misstatements and to respond
appropriately.

The attitude of professional skepticism should be maintained by the auditor so as to recognise the possibility of
misstatements due to fraud.

The RBI has from time to time issued guidelines (“Knew Your Customer Guidelines — Anti Money Laundering
Standards”), requiring banks to establish policies, procedures and controls to deter and to recognise and report
money laundering activities.

Assess Specific Risks
The auditors should identify and assess the risks of material misstatement at the financial statement level which
refers to risks that relate pervasively to the financial statements as a whole and potentially affect many assertions.

Risk Associated with Outsourcing of Activities

The modern day banks make extensive use of outsourcing as a means of both reducing costs as well as making
use of services of an expert not available internally. There are, however, a number of risks associated with
outsourcing of activities by banks and therefore, it is quintessential for the banks to effectively manage those risks.

Response to the Assessed Risks

SA 330 "The Auditor's Responses to Assessed Risks” requires the auditor to design and implement overall
responses to address the assessed risks of material misstatement at the financial statement level. The auditor
should design and perform further audit procedures whose nature, timing and extent are based on and are
responsive to the assessed risks of material misstatement at the assertion level.

Stress Testing

Stress testing is a software testing activity that determines the robustness of software by testing beyond the limits
of normal operation. Stress testing is particularly important for "mission critical" software, but is used for all types
of software. (Source ~ Wikipedia)

RBI has required that all commercial banks shall put in place a Board approved 'Stress Testing framework’ to suit
their individual requirements which would integrate into their risk management systems.

BASEL Ill framework

The set of agreements by the BCBS (Basel Committee on Banking Super\)ision ), which mainly focuses on risks to
banks and the financial system are called Basel accord.

The Basel Committee on Banking Supervision (BCBS) and the Financial Stability Board (FSB) has undertaken an
extensive review of the regulatory framework in the wake of the subprime crisis.

In the document titled ‘Basel lll: A global regulatory framework for more resilient banks and banking systems’,
released by the BCBS in December 2010, it has inter alia proposed certain minimum set of criteria for inclusion of
instruments in the new definition of regulatory capital. (Items to be included while calculating the capital adequacy
ratio)

Reliance on / review of other reports
The auditor should take into account the adverse comments, if any, on advances appearing in the following-
[ ]
Previous year's audit reports.
Latest internal inspection reports of bank officials.
Rese : inspection report.
Concurrent / Internal audit report.
Report on verification of security.
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e Any other internal reports specially related to particular accounts.
® Manager’s charge-handing-over report when incumbent is changed.

The above reports should be reviewed in detail The Statutory Central Auditors must review the Annual Financial

mMrelating to the bank and ensure that the variations in provisions, etc. reported by RBI have
been properly considered by the bank management.

Substantive procedures

In carrying out his substantive procedures,
e the auditor should examine all farge advances while 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 jnsignificant.
e The extent of sample checking would also depend on the auditor’s assessment of efficacy of internal
controls,

What constitutes a ‘large advance’ would need to be determined in the context of volume of operations of the
branch e.g. an advance may be considered to be a large advance if the year-end balance is in excess of ¥ 2 crore or
5% of the aggregate year-end advances of the branch, whichever is less.

What are advances?
- Advances are amounts of money or credit, given as a loan from a bank to another party with an agreement .
that the money will be repaid.
- Bank charges interest on advances as the consideration for advances.
- Biggest item on the asset side.
- Major source of income for banks

Auditor’s View
Auditors must have sound knowledge of the

- various functional areas of the bank/branches,

- Its processes, procedures, systems

- Guidelines, rules and regulation and

- prevailing internal controls with regard to advances.
Type of Advances

- Funded

- Non-Funded
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Types of Advances

Term Loans

Cash Credit is a short term loan approved by banks for
businesses, financial institutions and companies to meet
their working capital requirements. The borrowing company
can take money, even without a credit balance.

Cash Credits

Funded actual transfer of Overdraft
funds —

Demand Loan

Bills Discounted

Participation on risk sharing basis

Interest bearing staff loan

Non- Funded do not involve such

Examples of non-funded loans are Letters of credit, Bank guarantees, etc.
transfer

Classification of Advances

SECTOR WISE

Priority Sector

RBI issues common guidelines for lending to the Priority Sector which banks are required to follow. These ‘
guidelines cover rate of interest; service charges, receipt, sanction, rejection, disbursement Register; issue of Loan
Application Acknowledgement. RBI also issues targets for banks for lending to the Priority Sector.

Examples of Priority Sectors are Agriculture , MSME , Education , Housing , etc.

SECURITY WISE
Banks ask Security or Collateral while lending to assure that the Borrower will return the money to bank in
prescribed time else the Banks have legal authority to sell the collateral to recover its money.

rimar ri

Primary security refers to the security offered by the borrower for bank finance or the one against which credit has
been extended by the bank. This security is the principal security for an advance.

Collateral security

It is an additional security. Security can be in any form i.e. tangible or intangible asset, movable or immovable
asset.

Examples of Security
Examples of most common types of securities accepted by banks are the following:
- Personal Security of Guarantor
- Goods/Stocks/Debtors/Trade Receivables
- Gold Ornaments and Bullion
- Immovable Property
- Plantations (For Agricultural Advances) Third Party Guarantees
. Bankers General Lien The term lien refers to a legal claim or legal right which is made against the assets that are held as security for satlsfying a debt
- Life Insurance Policies
- Stock Exchange Securities and Other Instruments.
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Mode of Creation of Security

Depending on the nature of the item concerned, creation of security may take the form of a mortgage, pledge,
hypothecation, assignment, set-off or lien.

Mortgage

Mortgages are of several kinds but the most important are the
e Registered Mortgage and
e Equitable Mortgage.

® Registered Mortgage

o It can be affected by a registered instrument called the 'Mortgage Deed' signed by the mortgagor.
o Itregisters the property to the mortgagee as a security.

° Equitable Mortgage. (Equitable mortgage is also known as Mortgage by deposit of title deeds )

o Equitable mortgage, on the other hand, is effected by a mere delivery of title deeds or other
documents of title with intent to create security thereof.

Pledge
- Apledge involves bailment or delivery of goods by the borrower to the lending bank with the intention of
creating a charge thereon as security for the advance.

- The legal ownership of the goods remains with the pledger while the lending banker gets certain defined
interests in the goods.

- The pledge of goods constitutes a specific (or fixed) charge.

Hypothecation

- The hypothecation is the creation of an equitable charge, in favour of the lending bank by execution of
hypothecation agreement in respect of the moveable securities belonging to the borrower.

- Neither ownership nor possession is transferred to the bank

- However, the borrower holds the physical possession of the goods as an agent/trustee of the bank.

- The borrower periodically submits statements regarding quantity and value of hypothecated assets (stocks,
debtors, etc.) 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 debt, right or property belonging to a person in favor of
another person.

Only actionable claims (i.e., claim to any debt other than a debt secured by a mortgage of immovable property or by
hypothecation or pledge of moveable property) such as book debts and life insurance policies are accepted by
banks as security by way of assignment.

An assignment gives the assignee absolute right over the money/debts assigned to him.

Set-off

Set-off is a statutory right of a creditor to adjust, wholly or parily, the debit balance in the debtor’s account against
any credit balance lying in another account of the debtor.

The right of set-off enables a bank to combine two accounts (a deposit account and a loan account) of the same
person provided both the accounts are in the same name and same right (i.e., the capacity of the account 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
exercised in respect of time-barred debts also.
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Lien
Lien is creation of a legal charge with consent of the owner, which gives the lender a legal right to seize and dispose
/ liquidate the asset under lien.

grudentlah norms on Income Recognition, Asset Classification and Provisioning pertaining to Advances
Non-performing Assets
An asset becomes an NPA when it ceases to generate income for the Bank.

A non-performing asset (NPA) is a loan or an advance where -:

- interest and/ or instalment of principal remain overdue for a period of more than 90 days in respect of a
term loan;

- the account remains ‘out of order’ in respect of an Overdraft/Cash Credit (OD/ CC);
- the bill remains overdue for a period of more than 90 days in the case of bills purchased and discounted,

Out of order

An account should be treated as 'out of order' if the outstanding balance remains continuously in excess of the
sanctioned limit/drawing power for 90 days.

In cases where the outstanding balance in the principal operating account is less than the sanctioned limit/drawing
power, but

- there are po credits continuously for 90 days as on the date of Balance Sheet or
- credits are not enough to cover the interest debited during the same period, these accounts should be
treated as 'out of order'.

Overdue
Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the due date fixed by the bank.

Provision Requirement
Any amount due to the bank under any credit facility is ‘overdue’ if it is not paid on the due date fixed by the bank.

Categories of Non-Performing Assets Provision required
e Substandard Assets:
Would be one, which has remained NPA for a period less than or equal to 12 15%
months.

e Doubtful Assets:
Would be one, which has remained in the substandard category for a period of 12
months. (Secured + Unsecured)

Sub-categories:

Doubtful up to 1 Year (D1) 25% + 100%
Doubtful 1 to 3 Years (D2) 40% + 100%
Doubtful more than 3 Years (D3) 100% + 100%

e |oss Assets:
Would be one, where loss has been identified by the bank or internal or external 100%
auditors or the RBI inspection but the amount has not been written off wholly.

Other points w.r.t Provisioning

Basis of classification

e Classification as NPA should be based on the record of recovery. Availability of security or net worth of

borrower/guarantor is not to be faken into account for the purpose of treating an advance as NPA or
otherwise.
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Borrower-wise and not facility-wise
e Asset classification would be borrower-wise and not facility-wise.
e For Example :- Mr. Raman has availed two Loan facilities - a Car Loan as well as a Housing Loan from Xyz
Bank Ltd. He is regular in depositing the Housing loan EMI but has not deposited the last 4 EMI's of the Car
Loan due to paucity of funds. Hence , in this case , not only the Car loan but the Housing Loan would also he
treated as an NPA, although it is going good and there are no irregularities because the NPA classification jg
Borrower wise (Mr. Raman) and not Facility wise ( Car & Housing Loan individually). -

Accounts regularised near the Balance Sheet Date
e The asset classification of borrower accounts where a solitary or a few credits are recorded before the
balance sheet should be handled with care and without scope for subjectivity. Where the account indicates
inherent weakness on the basis of the data available, the account should be deemed as NPA.

Government Guaranteed advances
e Central Govt. guaranteed Advances, where the guarantee is not invoked/ repudiated would be classified as
Standard Assets, but regarded as NPA for [ncome Recognition purpose.
e The situation would be different if the advance is guaranteed by the State Government, where advance is to
be considered NPA if it remains overdue for more than 90 days for both Provisioning and Income
recognition purposes.

Advances under consortium
Basics
Consortium advances mean advancing loans to a borrower by two or more Banks jointly by forming a Consortium:

This will help the Banks
e to consolidate the appraisal benefit of different Banks and
e reduce the risks and
e also help the Banks to keep the exposure within the permissible limit

Joint appraisal, control and monitoring will facilitate for exchange of valuable information among the Banks
Usually, a Bank with a higher share will lead the consortium. It will be called - Lead Bank:

Asset classification

e Asset classification of accounts under consortium should be based on the record of recovery of the
individual member banks.

e Where the remittances by the borrower under consortium lending arrangements are pooled with one bank
and/or where the bank receiving remittances is not parting with the share of other member banks, the
account will be treated as not serviced in the books of the other member banks and therefore, be treated as
NPA.

e The banks participating in the consortium should, therefore, arrange to get their share of recovery
transferred from the lead bank or get an express consent from the lead bank for the transfer of their share
of recovery, to ensure proper asset classification in their respective books.

Drawing Power
e The Lead Bank would be responsible for computing the drawing power (DP) of the borrower and allocate the
same to member banks.
e In certain special circumstances, at the request of the Borrower, the Lead Bank may allot a higher or lower
share of drawing power to the member bank, as against their share of advances
Accounts where there is erosion in the value of security / frauds com borrowers
Erosion means the gradual destruction or diminution of something. It should be stralght-away classmed as doubtful
or loss asset as appropriate as follows :-
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Realisable value of the security is less than 50 per cent

Erosion in the value of security can be reckoned as significant when the realisable value of the security is

less than 50 per cent of the value assessed by the bank or accepted by RBI at the time of last inspection, as

the case may be.

- Such NPAs may be straight-away classified under doubtful category and provisioning should be made as
applicable to doubtful assets.

- Realisable value of the security is less than 10 per cent of the outstanding in the borrowal accounts

- If the realisable value of the security, as assessed by the bank/ approved valuers/ RBI is less than 10

percent of the outstanding in the borrowal accounts, the existence of security should be ignored and the

asset should be straight-away classified as loss asset. It may be either written off or fully provided for by the
bank.

Advances Against Term Deposits, NSCs, KVPs/ IVPs, etc.
Advances against Term Deposits, NSCs eligible for surrender, KVP/IVP and life policies need not be treated as
NPAs, provided adeguate margin is available in the accounts.

Agricultural Advances Affected by Natural Calamities

Master Circular issued by the RBI deals elaborately with the classification and income recognition issues due to
impairment caused by natural calamities.

Banks may decide on their own relief measures for example

- conversion of the short term production lean into a term loan or

- reschedulement of the repayment period and the sanctioning of fresh short term loan,
subject to the guidelines contained in RBI's latest Master Circular on Prudential Norms on Income Recognition,
Asset Classification and provisioning pertaining to Advances.

In such cases, the NPA classification would be governed by such rescheduled terms.

Interest-bearing staff advances as a banker should be included as part of the advances portfolio of the bank.

In the case of housing loan or similar advances granted to staff members where interest is payable after recovery
of principal, interest need not be considered as overdue from the first instalment onwards.

Such loans/advances should be classified as NPA only when there is a default in repayment of instalment of
principal or payment of interest on the respective due dates.

The staff advances by a bank as an employer and not as a banker are required to be included under the sub-head

‘Others’ under the schedule of Other Assets.

Agricultural/Advances

As per the guidelines, Agricultural Advances are of two types: '
1. Agricultural Advances for “long duration” crops; and

2. Agricultural Advances for “short duration” crops.

The “long duration” crops would be crops with a ¢crop season longer than one vear 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 te harvesting of the crops raised. would be determined
by the State Level Bankers’ Committee in each State.

The following NPA norms would apply to agricultural advances (including Crop Term Loans);
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- 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.

Audit of Advances
Advances generally constitute the major part of the assets of the bank. There are a large number of borrowers to
whom a variety of advances are granted. The audit of advances requires the major attention from the auditors.

In carrying out audit of advances, the auditor is primarily concerned with obtaining evidence about the following
1. Amounts included in the balance sheet in respect of advances are outstanding at the date of the balance
sheet.

2. Advances represent the amount due to the bank.

3. There are no unrecorded advances,

4. The stated basis of valuation of advances is appropriate and properly applied, and that the recoverability of
advances is recognised in their valuation.

5. Amounts due to the bank are appropriately supported by Loan documents and other documents as
applicable to the nature of advances.

6. Appropriate provisions towards advances have been made as per the RBI norms, Accounting Standards and
generally accepted accounting practices.

7. The advances are disclosed, classified and described in accordance with recognised accounting policies
and practices and relevant statutory and regulatory requirements.

8. Internal controls for sanctioning advances and reviewing them are designed, operating effectively,
throughout the period.

9. Carrying out appropriate analytical procedures.

In carrying out his substantive procedures, the auditor should examine all large advances while 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 commented on by RBI inspéction team,
concurrent auditors, bank's internal inspection, etc. should generally be included in the auditor’s review.

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 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.
Evaluat

of Internal Controls over Advances:

The auditor should examine the efficacy of various internal controls over advances to determine the nature, timing
and extent of his substantive procedures.

ion of

In general, the internal controls over advances should include, inter alia, the following:
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CREDIT WORTHINESS and Sanction

The bank should make an advance only after satisfying itself as to the credit worthiness of the borrower and after
obtaining sanction from the appropriate authorities of the bank.

DOCUMENTS

All the necessary documents (e.g., agreements, demand promissory notes, letters of hypothecation, etc.) should be
executed by the parties before advances are made.

COMPLIANCE
The compliance with the terms of sanction and end use of funds should be ensured.
SUFFICIENT MARGIN
o Sufficient margin as specified in the sanction letter should be kept against securities taken so as to cover
for any decline in the value thereof.
e The availability of sufficient margin needs to be ensured at regular intervals.

SECURITIES OWNERSHIP
If the securities taken are in the nature of shares, debentures, etc., the ownership of the same should be transferred
in the name of the bank and the effective control of such securities be retained as a part of documentation.

SECURITIES REGISTRATION

All securities requiring registration should be registered in the name of the bank or otherwise accompanied by
documents sufficient to give title to the bank.

CONTENTS OF THE PACKAGE
In the case of goods in the possession of the bank, contents of the packages should be tested at the time of

receipt. The godowns should be frequently inspected by responsible officers of the branch concerned, in addition to
the inspectors of the bank.

DRAWING POWER REGISTER

Drawing Power Register should be updated every month to record the value of securities hypothecated. These
entries should be checked by an officer.

LIMIT
The accounts should be kept within both the drawing power and the sanctioned limit.

IRREGULAR ACCOUNTS

All the accounts which exceed the sanctioned limit or drawing power or are otherwise irreqular should be brought
to the notice of the controlling authority regularly.

REVIEW

The operation of each advance account should be reviewed at least once a year, and at more frequent intervals in
the case of large advances.

® 'Drawmg Power generally addressed as “DP” is an important concept for Cash Credit (CC) facility available
from banks and financial institutions.

e Drawing power is the limit up to which a firm or company can withdraw from the working capital limit
sanctioned.

Sanctioned limit is the total exposure

e 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 etc.

Neeraj Arora | www.edu91.org 10.19



Chapter 10 - Audit of Banks

. . . ‘___“-&____
Drawing Power = value of primary security less margin

e Drawing Power refers to the amount calculated based on primary security less margin as on a particular
date.

e All accounts should be kept within both the drawing power and the sanctioned limit at all times. The
accounts which exceed the sanctioned limit or drawing power or are against unapproved securities or are
otherwise irregular should be brought to the notice of the Management/Head office regularly.

Ensure drawings are covered by the adequacy of the current assets

- Banks should ensure that drawings in the working capital account are covered by the adequacy of the
current assets.

- Drawing power is required to be arrived at based on the current stock statement.
- However, considering the difficulties of large borrowers, stock statements relied upon by the banks for
determining drawing power should not be older than three months otherwise it will be deemed as irregular,

Auditor’s Concern
- The stock statements, quarterly returns and other statements submitted by the borrower to the bank should
be scrutinised in detail.
- The audited Annual Report submitted by the borrower should be scrutinised properly.
- The audited statements and records submitted by the borrower should be compared and the reasons for
deviations, if any, should be ascertained.

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.

Stock Audit
- The stock audit should be carried out by the bank for all accounts having funded exposure of more than 5
crores.
- 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 banks in the cases where the Bank is not the
leader of the consortium of working capital. '
- Thereport submitted by the stock auditors should be reviewed during the course of the audit and special

focus should be given to the comments made by the stock auditors on valuation of security and calculation
of drawing power.

Audit of Revenue ltems (Income)

Items which are included in the income of the bank
Interest Earned
- Interest/Discount on Advances/Bills
- Interest Income on Investments
- Interest on Balances with RBI and Other Inter-bank Funds
- Others: This includes any other interest/discount income not included in the above heads

Other Income
- Commission, Exchange and Brokerage - This item comprises of the following:
- Commission on bills for collection.
- Commission/exchange on remittances and transfers, e.g. demand drafts, NEFT, RTGS, etc.
- Commission on letters of credit and guarantees, letter of comforts.
- Loan processing, arranger and syndication fees.
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- Mobile banking fees.
- Credit/Debit card fee income including annual fee income, merchant acquiring income, interchange
fees, etc.
- Rent from letting out of lockers
- Commission on Government business.
- Commission on other permitted agency business including consultancy and other services. (j)
Brokerage on securities.
- Fee oninsurance referral.
- Commission on referral of mutual fund clients.
- Service/transaction banking charges including charges levied for transaction at other branches.
- Income from rendering other services like custodian, demat, investment advisory, management and
other based services.
Profit on Sale of Investments
Profit/Loss on Revaluation of Investments
Profit on sale of Land, Buildings and Other Assets:
Profit/Loss on Revaluation of Fixed Assets
Profit on exchange transactions
Income earned by way of dividends, etc.
Miscellaneous income.

In carrying out audit of income, the auditor is primarily concerned with obtaining reasonable assurance that the
recorded income arose from transactions, which took place during the relevant period and pertained to the bank,
there is no unrecorded income and the income is recorded at appropriate amounts.

RBI's Directions - Accrual basis and Receipt Basis.

- RBI has advised that in respect of any income which exceeds one percent of the total income of the bank if
the income is reckoned on a gross basis or one percent of the net profit before faxes if the income is
reckoned net of costs, should be considered on accrual as per Accounting Standard 9.

- Other income may be recognised when received and the auditors need not qualify their report in that
situation.

Materiality:
e If any item of income is not considered to be material as per the above norms, it may be recognised when
received and the auditors need not gualify their report in that situation.

Revenue Certainty:

e Banks recognise income (such as interest, fees and commission) on accrual basis, i.e., as it is earned. It is
an essential condition for accrual of income that it should not be unreasonable to expect its ultimate
collection.

e In modern day banking, the entries for interest income on advances are automatically generated through a
batch process in the CBS system.

Revenue Uncertainty:

e In view of the significant uncertainty regarding ultimate collection of income arising in respect of
non-performing assets, the guidelines require that banks should not recognize income on non performing
assets until it is actually realised.

e 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 realized should be reversed or
provided for.

e This will apply to Government guaranteed accounts also.
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Renegotiations:

e Fees and commissions earned by the banks as a result of re-negotiations or rescheduling of outstanding
debts should be recognised on an acerual basis over the period of time covered by the re-negotiated or
rescheduled extension of credit.

e Test check the interest earned by the banks for the sample selected. Test check the fees and !
earned by the banks made for commission on bills for collection, letters of credit and bank guarantees

NPA

- Banks should not recognize income on non performing assets until it is actually realised.
- This will apply to Government guaranteed accounts also,

Advances against Securities
Interest on advances against Term Deposits, National Savings Certificates (NSCs), Indira Vikas Patras (IVPs), Kisan

Vikas Patras (KVPs) and Life policies may be taken to income account on the due date, provided adequate margin
is available in the accounts.

Bills Purchased
- Inthe case of bills purchased outstanding at the close of the year the discount received thereon should be
properly accounted for in the carrect accounting periods.
- Interest (discount) component paid by Bank/Branch on rediscount of bills from other financial institutions, is
ot to be netted off from the discount earned on bills discounted.

Bills for Collection
= Inthe case of bills for collection, the auditor should also examine the procedure for crediting the party on
whose behalf the bill has been collected.
- The procedure is usually such that the customer’s account is credited only after the bill has actually been
collected from the drawee either by the bank itself or through its agents, etc.
- The commission of the branch becomes due only when the bill has been collected.

Rescheduling of outstanding debts
- Fees and commissions earned by the banks as a result of re-negotiations or rescheduling of outstanding
debts should be recognised on an acerual basis over the period of time covered by the re-negotiated or
rescheduled extension of credit.
- Test check the interest earned by the banks for the sample selected.
- Test check the fees and commissions earned by the banks made for commission on bills for collectjon,
letters of credit and bank guarantees,

Reversal of Income:

If any advance, including bills purchased and discounted, becomes NPA as at the close of any year, the entire
interest accrued and credited to income account in the past periods, should be reversed or provided for if the same
is not realised. This will apply to G_Qiiemmgm,u_uamfgeg_amumﬁ also.

In respect 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 uncollected.
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On leased assets

The component of finance income (as defined in AS 19 Leases) on the leased asset which was accrued and
credited to the income account before the asset became non-performing and remaining unrealised, should be
reversed or provided for in the current accounting period.

On Take-out finance
- Atakeout loan is a method of financing whereby a loan that is procured later is used to replace the initial
loan.
- Takeout loans are commonly used in property development ( Source - Investopedia) In the case of take-out
finance, if based on record of recovery, the account is classified by the lending bank as NPA, it should not
recognize income unless realised from the borrower/taking-over institution (if the arrangement so provides).

All types of borrowers can get a take-out loan from a credit issuer to pay off past debts. Take-out loans can be used
as a long-term personal loan to pay off previous outstanding balances with other creditors. They are most
commonly used in real estate construction to help a borrower replace a short-term construction loan and obtain
more-favourable financing terms. The take-out loan's terms can include monthly payments or a one-time balloon
payment at maturity.

Take-out loans are an important way of stabilising your financing by replacing a short-term, higher-interest-rate loan
with a long-term, lower-interest-rate one.

Example of a Take-Out Loan - Note for exams. - Source Investopedia

Assume XYZ company has received approval for plans to build a commercial real estate office building over 12 to
18 months. It may obtain a short-term loan for the financing it needs to build the property, with full repayment
required in 18 months. The property plans are achieved ahead of schedule and the building is completed in 12
months. XYZ now has more negotiating power, because the fully complete property is able to be used as collateral.
Thus, it decides to obtain a take-out loan, which provides it with the principal to pay off the previous loan six
months early.

The new loan allows XYZ to make monthly payments over 15 years at an interest rate that is half of that of the
short-term loan. With the take-out loan, it can repay its short-term loan six months early, saving on interest costs.
XYZ now has 15 years to pay its new take-out loan at a much lower rate of interest, using the completed property as
collateral. ‘

Income Recognition On Partial Recoveries in NPAs:
e Interest partly/fully realised in NPAs can be taken to income.
e It should be ensured that the credits towards interest in the relevant accounts are not out of fresh/additional
credit facilities sanctioned to the borrowers concerned.
e In the absence of a clear agreement between the bank and the borrower for the purpose of appropriation of
recovenes in NPAs (i.e, towards pr|n0|pal or mterest due) banks are reamred to adopt an accounting policy

° The approprlate policy to be folIowed is to recognise income as per AS 9 when certalnty attaches to
realisation and accordingly amount reversed/derecognised or not recognised in the past should be
accounted for.

Memorandum Account
- Onan account turning NPA, banks should reverse the interest already charged and not collected by debiting
Profit and Loss account and stop further application of interest.
- However, banks may continue to record such accrued interest in a Memorandum account in their books for
control purposes.
- For the purpose of computing Gross Advances, interest recorded in the Memorandum account should not
be taken into account.
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Income from Investments
Interest Income on Investments
This includes all income derived from Government securities, bonds and debentures of corporates and other
investments by way of interest and dividend, except income earned by way of dividends, etc., from subsidiaries ang
joint ventures abroad/in India. (Such dividends from subsidiaries are shown separately and not as income from
investments.)

Profit on Sale of Investments

Investments are dealt in the course of banking activity and hence the net profit or loss on sale of investments is
taken to profit and loss account.

Profit/Loss on Revaluation of Investments
In terms of guidelines issued by the RBI, investments are to be valued at periodical intervals and depreciation or
appreciation in valuation should be recognised and taken to profit and loss account.

Categories
Expenditure is to be shown under three broad heads:
1. Interest expense.
2. Operating expense.
3. Provisions and contingencies.

Audit Approach and Procedures Interest Expense
In carrying out an audit of interest expense, the auditor is primarily concerned with
- Reasonableness of amount of interest.
- Assessing the overall reasonableness of the amount of interest expense
- by analysing
- ratios of interest paid on different types of deposits and borrowings
- tothe average quantum of the respective liabilities during the year.

- 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 (Rate of interest for different categories).

- The auditor may then compare this rate with the actual average rate of interest paid on the relevant
deposits.

- If any material difference is found material then it should be further enquired into by the auditor.

- Comparison with previous year interest

- auditor should also compare the average rate of interest paid on the relevant deposits with the

corresponding figures for the previous Years and analyse any material differences.
- Comparison with budget

- The auditor should also compare the interest expenses with the budgeted figures and should enquire
into material differences.

- Auditors should also obtain understanding of the budgeting procedures.

- Verify the calculation of Interest
- The auditor should, on a test check basis, verify the calculation of interest and ensure that:

- Interest has been provided on all deposits upto the date of the balance sheet;

- Interest rates are in accordance with the bank's internal regulations, the RBI directives and
agreements with the respective deposit holder:

- Interest amounts credited on various deposits are in accordance with the rules framed by the
bank/RBI on this behalf.

- Interest on inter—branch balances has been provided at the rates prescribed by the head
office/RBI.
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- Changes in the interest rate
- The auditor should ascertain whether there are any changes in interest rate on saving accounts and
term deposits during the period.
- The auditor should obtain the interest rate card for various types of deposits and analyse the interest
cost for the period accordingly.
- Completeness
- The auditor should examine the completeness that interest has been accrued on the entire
borrowing portfolio and the same should agree with the general ledgers.

Operating expenses
For audit of operating expenses, the auditor should
- ICc
- Study and evaluate the system of internal control relating to expenses, including authorization
procedures in order to determine the nature, timing and extent of his other audit procedures.

- Changing Trends
- The auditor should examine whether there are any changing trends in respect of major items of
expenses.

- Substantive analytical procedures in respect of expenses
- The auditor should perform substantive analytical procedures in respect of these expenses. e.g.
assess the reasonableness of expenses by working out their ratio to total operating expenses and
comparing it with the corresponding figures for previous years.
- Verify expenses from documents and check calculations
- The auditor should also verify expenses with reference to supporting documents and check the
calculations wherever required.

Audit of Provisions and contingencies
- Ensure compliance with regulatory requirements
- The auditor should ensure that the compliances for various regulatory requirements for provisioning
as contained in the various circulars have been fulfilled.
Understanding the computation of provision and classification of assets
- The auditor should obtain an understanding as to how the bank computes provision on standard
assets and non-performing assets.
- It will primarily include checking the basis of classification of loans and receivables into standard,
sub-standard, doubtful, loss and nonperforming assets.
Verify the classification on sampling basis
- The auditor may verify the loan classification on a sample basis.
- The auditor should obtain the detailed breakup of standard loans, nonperforming loans and agree
the outstanding balances with the general ledger.
Check the computation of Tax Provision
- The auditor should obtain the tax provision computation from the bank’s management and verify the
nature of items debited and credited to the profit and loss account to ascertain that the same are
appropriately considered in the tax provision computation.
- Examining other provisions
- The other provisions for expenses should be examined according in the light of
- circumstances warranting the provisioning and
- the adequacy of the same
- by discussing and obtaining the explanations from the bank’s management.

Expenditure is to be shown under three broad heads:
e Interest expense
o Interest on Deposits
o Interest on Reserve Bank of India/Inter-Bank Borrowings
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o Others
® Operating expense
o Payments to and Provisions for Employees
Rent, Taxes and Lighting
Printing and Stationery
Depreciation on Bank's Property
Directors’ Fees, Allowances and Expenses
Auditors’ Fees and Expenses
Legal expenses,
Postage, Telegrams, Telephones, etc.
Repairs and Maintenance
Insurance
Marketing Expenses
o Other Expenses
e Provisions and contingencies
© Provisions made in respect of the Non-performing assets.
o Provisions for Taxation
©  Provisions for Diminution in the value of investments
o Provisions for contingencies

© 0O 0 0 0 0 0 0 0 0

Disclosure of the prior period items
Since the format of the profit and loss accounts of banks prescribed in Form B under Third Schedule to the Banking
Regulation Act, 1949 does not specifically provide for disclosure of the impact of prior period items on the current
year's profit and loss, such disclosures, wherever warranted, may be given.
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Chapter 11 - Ethics and Terms of Audit Engagements

Meaning of Ethics
e Moral principles which govern a persen’s behaviour or his conducting of an activity. It is the branch of
knowledge that deals with moral principles.

e FEthical behavior stems from personal values and must become a habit to create a strong ethical culture.
e These principles impose obligations on individuals.

Need for Professional Ethics For CAs

The auditing profession, like law and medicine, adheres to a strict code of ethics. This is crucial as society,

governments, clients, taxing authorities, employees, investors, and the business community place immense trust in
Chartered Accountants’ services.

Professional ethics, based on morality, are vital for a profession's respect and confidence. Adhering to these ethics
through self-discipline protects the profession's interests and commands respect.

Chartered Accountants, in practice or service, must follow the Code of Ethics. Deviating from ethical
responsibilities triggers disciplinary actions like fines, suspension, or removal of membership.

Principles Based Approach Vs|Rules Based Approach
Principles-based approach
e Compliance with the spirit.
e Use of professional judgement.
e Flexible, so can be applied to new, unusual or rapidly changing situations.
e Principles may be applied across national boundaries where laws may not.

Rule Based Approach
e Strictly follows clearly established rules.
e Lead to a narrow outlook and spirit of ethics may be overlooked while strictly adhering to rules.

e Further, rules- based approach is somewhat rigid as it may not be possible to deal with every practical
situation relying upon rules.

e Therefore, it is necessary that spirit of code is followed.

Fundamental Principles of Professional Ethics
The fundamental principles of ethics establish the standard of behaviour expected of a professional accountant. A
professional accountant shall comply with each of the fundamental principles. The fundamental principles of
professional ethics are as under: -
e Integrity
Objectivity
Professional competence and due care
Confidentiality

Professional Behaviour

Integrity
e A professional accountant shall comply with the principle of integrity, which requires an accountant to be
straightforward and honest in all professional and business relationships.
e Integrity implies fair dealing and truthfulness.
e A professional accountant shall not knowingly be associated with reports, returns, communications or other
information where the accountant believes that the information:
o Contains a materially false or misleading statement;
o Contains statements or information provided negligently; or
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o Omits or obscures required information where such omission or obscurity would be misleading.
e If a professional accountant provides a modified report in respect of such a report, return, communication
or other information, the accountant is not in breach.
e When a professional accountant becomes aware of having been associated with information as described
the accountant shall take steps to be disassociated from that information.

Objectivity
e A professional accountant shall comply with the principle of objectivity, which requires an accountant not to
compromise professional or business judgment because of bias, conflict of interest or undue influence of
others.
® A professional accountant shall pot undertake a professional activity if a circumstance or relationship
unduly influences the accountant's professional judgment regarding that activity.

Professional Competence and Due Care
e A professional accountant shall comply with the principle of professional competence and due care, which
requires an accountant to;
©  Aftain and maintain professional knowledge and skill at the level required to ensure that a client or

employing organization receives competent professional service, based on current technical and
professional standards and relevant legislation; and

¢ Act diligently in accordance with applicable technical and professional standards.

¢ Maintaining professional competence requires a continuing awareness and an understanding of relevant
technical, professional and business developments.

¢ Diligence includes the responsibility to act in accordance with the requirements of an assignment, carefully,
thoroughly and on a timely basis.

® Aprofessional accountant shall take reasonable steps to ensure that those working in a professional
capacity under the accountant's authority have appropriate training and supervision.

e Where appropriate, a professional accountant shall make clients, the employing organization, or other users
of the accountant's professional services or activities, aware of the limitations inherent in the services or
activities.

Confidentiality

e Confidentiality principle requires a professional accountant to respect the confidentiality of information
acquired as a result of professional or business relationships.

* Confidentiality serves the public interest because it facilitates the free flow of information from the
professional accountant's client or employing organization to the accountant with the understanding that
the information will not be disclosed to a third party.

e However, such confidential information may be disclosed, for example,

o when it is required by law,
o when it is permitted by law and is authorised by the client or employer or there is a professional duty
or right to disclose when not prohibited by law

Professional Behaviour
® It requires an accountant to comply with relevant laws and regulations and avoid any conduct that the
accountant knows or should know might discredit the profession.
e A professional accountant shall not knowingly engage in any employment, occupation or activity that
Impairs or might impair the integrity, objectivity or good reputation of the profession, and as a result would
be incompatible with the fundamental principles.

® The auditor's independence safeguards the auditor's ability to form an audit opinion without being affected
by any influences,
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e Independence enhances the auditor’s ability to act with integrity, to be objective and to maintain an attitude
of professional skepticism.

Independence implies that the judgement of a person is not subordinate to the wishes or direction of another
person who might have engaged him.

It is not possible to define “independence” precisely. Rules of professional conduct dealing with independence are
framed primarily with a certain objective. The rules themselves cannot create or ensure the existence of
independence. Independence is a condition of mind as well as personal character. It should not be confused with
the superficial and visible standards of independence which are sometimes imposed by law.

There are two interlinked perspectives of independence of auditors,
. independence of mind; and two,
2. independence in appearance.

The Code of Ethics for Professional Accountants issued by International Federation of Accountants (IFAC) defines
the term ‘Independence’ as follows:
“Independence is:
(a) Independence of mind - the state of mind that permits the
e provision of an opinion without being affected by influences
e allowing an individual to act with
o integrity, and
o exercise objectivity and
o professional skepticism; and

(b) Independence in appearance

the avoidance of facts and circumstances

that are so significant

that a third party would reasonably conclude

an auditor’s integrity, objectivity or professional skepticism
o had been compromised.

Independence of the auditor has not only to exist in fact, but it should also appear to exist to all reasonable

persons. ( 81T 8f =nfed, et iy enfedr)

The Code of Ethics for Professmnal Accountants, prepared by the International Federation of Accountants (IFAC)
identifies five types of threats. These are:

Self-interest threats
Occur when an auditing firm, its partner or associate could benefit from a financial interest in an audit client.
Examples include
e direct financial interest or materially significant indirect financial interest in a client,
loan or guarantee to or from the concerned client,
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.
audit firm unduly relies on fees from a client, it may result in threat to self interest of auditor and he may not
work objectively for the fear of losing client.
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Self-review threats
e Where non-audit work is provided to an audit client and is then subject to audit, the auditor will be unlikely tq
admit to errors in their own work or may not identify the errors in their own work.
® or when a member of the audit team was previously a director or senior employee of the client.
® Instances where such threats come into play are
o when an auditor having recently been a director or senior officer of the company, and
o when auditors perform services that are themselves subject matters of audit.

Advocacy threats
e Promoting the position of a client or representing them in some way would mean the audit firm is seen to be

‘taking sides’ with the client.

* Example - when an auditor deals with shares or securities of the audited company, or becomes the client's
advocate in fitigation and third party disputes.

e Insuch situations, auditor can be perceived as backing and championing causes of auditee clients and it
may lead to belief that the auditor is not acting and working objectively.

e Remember that auditor has not only to be independent but also appear to be acting so.

Familiarity threats
Familiarity threats are self-evident, and occur when auditors form relationships with the client where they end up

being too sympathetic to the client's interests.

This can occur in many ways

close refative of the audit team working in a senior position in the client company,

former partner of the audit firm being a director or senior employee of the client,

long association between specific auditors and their specific client counterparts, and
acceptance of significant gifts or hospitality from the client company, its directors or employees.

Intimidation threats

* Intimidation threats, which occur when auditors are deterred from acting objectively with an adequate
degree of professional skepticism. Basically, these could happen because of threat of replacement over
disagreements with the application of accounting principles, or pressure to disproportionately reduce work
in response to reduced audit fees or being threatened with litigation. Such threats attempt to intimidate
auditors to deter them from acting objectively. '

e Safeguards are actions, individually or in combination, that the professional accountant takes that
effectively reduce threats to comply with the fundamental principles to an acceptable level.
e To address the issue, the following guiding principles are to be applied: -
o Forthe public to have confidence in the quality of audit, it is essential that auditors should always be
and appears to be independent of the entities that they are auditing.
o Before taking on any work, an auditor must conscientiously consider whether it involves threats to
his independence.
o When such threats exist, the auditor should either desist from the task or eliminate the threat or at
the very least, put in place safequards which reduce the threats to an acceptable level.
o All such safeguards measures need to be recorded in a form that can serve as evidence of
compliance with due process.

o Ifthe auditor is unable to fully implement credible and adequate safequards, then he must not accept
the work.

Ll LLL
The auditor is responsible for maintaining an attitude of professional skepticism throughout the audit. Do you agree
with the statement?
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As per SA 200, "Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance with
Standards on Auditing",

e Professional skepticism is an attitude that includes a guestioning mind,
e being alert to conditions which may indicate possible misstatement due to error or fraud,
e and a critical assessment of audit evidence.

This includes
e Questioning
o contradictory audit evidence and - 3 f&@T
the reliability of documents and - St f&@r
responses to inquiries and - it &g,
Condition that may indicate possible fraud - SV g3
Circumstances that suggest the need for audit procedures in addition to those required by the SAs.

e

(Critical assessment of audit evidence) Checking whether audit evidence obtained by auditor is sufficient and
appropriate as per the circumstance.

O O O O

Why Professional Skepticism?
(Risk Y & YT TTEa & 1) @it & Risk &1 - Overlooking and Over Generalising and inappropriate assumptions &
Risk @r
e Maintaining professional skepticism throughout the audit is necessary to reduce the risks of
o QOverlooking unusual circumstances,
o Over generalising when drawing conclusions.
o Using inappropriate assumptions in determining the nature, timing, and extent of the audit
procedures and evaluating the results thereof.
e Further, while obtaining reasonable assurance, the auditor is responsible for maintaining professional
skepticism throughout the audit,

o considering the potential for management override of controls and (&1 #H#¢ override A &l FX
TEY hgleol i)
o recognizing the fact that audit procedures that are effective for detecting error may not be effective
in detecting fraud. (TR A IS Tehd & olfheT IS 7ART)
e Therefore, we do agree with the statement.
e The auditor cannot be expected to_disregard past experience of the honesty and integrity of the entity's
management and those charged with governance. 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 or allow the auditor to be satisfied with less-than-persuasive audit evidence when
obtaining reasonable assurance.

0 - Agreeing the terms of Audit Engagement

Theo jec ive e auditor is to accept or continue an audit engagement only when the basis upon which it is to be
performed has been agreed, through:

a. Establishing whether the preconditions for an audit are present and

b. Confirming that there is a common understanding between the auditor and management and, where
appropriate, those charged with governance of the terms of the audit engagement.

In orderto estabhsh whether the preconditions for an audit are present, the auditor shall:
a. Determine whether the financial reporting framework is acceptable and
b. Obtain the agreement of management that it acknowledges and understands its responsibility:
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i.  Forthe preparation of the financial statements in accordance with the applicable ﬂnancim
framework including where relevant their fair representation;
ii.  For such internal control as management considers necessary to enable the preparation of financig)
statements that are free from material misstatement, whether due to fraud or error; and
iii.  To provide the auditor with: —
> Access to all information of which management is aware that is relevant to the preparation of
the financial statements such as records, documentation and other matters; T
> Additional information that the auditor may request from management for the purpose of the
audit; and
> Unrestricted access to persons within the entity from whom the auditor determines it
necessary to obtain audit evidence.

If the preconditions for an audit are not present, the auditor shall discuss the matter with management. Unless
required by law or regulation to do so, the auditor shall not accept the proposed audit engagement

e [tisimportant, for the auditor and client, that each party should be clear about the nature of the
engagement. [t must be reduced to writing and should exactly specify the scope of the work.
The audit engagement letter is sent by the auditor to his client,

¢ According to SA 210 “Agreeing the Terms of Audit Engagements”, the auditor shall agree the terms of the
audit engagement with management or those charged with governance, as appropriate.

* Inthe case of partnerships, a few more precautions are needed, The appointment of the auditor is normally
governed by the partnership deed. The accountant, when he is approached for undertaking a professional
assignment by a firm or a partner of a firm, should first get a clear idea of the nature of the service required
and then ensure, with reference to the terms of partnership agreement that his appointment is valid.

" The ag eed terms of the audit ehgagment shall be recorded in an audit engagement fetter or other suitable form of
written agreement and shall include:

e The objective and scope of the audit of the financial statements
e The responsibilities of the auditor

e The responsibilities of management
[ J

Identification of the applicable financial reporting framework for the preparation of the financial statements

and

® Reference to the expected form and content of any reports to be issued by the auditor and a statement that
there may be circumstances in which a report may differ from its expected form and content.

If law or regulation prescribes in sufficient detail the terms of the audit engagement, the auditor need not record
them in a written agreement, except for the fact that such [aw or regulation applies and that management
acknowledges and understands its responsibilities.

management or those charged with governance
impose a limitation on the scope of the auditor's waork
in the terms of a proposed audit engagement
such that the auditor believes the limitation will result in the auditor disclaiming an opinion on the financial
statements,
o the auditor
o shall net accept such a limited engagement as an audit engagement,
©  unless required by law or regulation to do so.
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ptance of a change in engagement

If prlor to completing the audit engagement,
e the auditor is requested to change the audit engagement
e 1o an engagement that conveys a lower level of assurance,
e the auditor shall determine whether there is
e Reasonable justification for doing so.

If auditor concludes that there is reasonable justification for changing the terms of audit engagement then auditor

must do his work as per the new terms of engagement and must issue a report in accordance with the new terms
of engagement.

(A change in circumstances that affects the entity's requirements or a misunderstanding concerning the nature of the service
originally requested may be considered a reasonable basis for requesting a change in the audit engagement)

The report would not include reference to
e the original engagement; or
e any procedures that may have been performed in the original engagement.

If the terms of the audit engagement are changed, the auditor and management shall agree on and record the new
terms of the engagement in an engagement letter or other suitable form of written agreement.

The auditor should not agree to a change of engagement where there is no reasonable justification for doing so.

(a change may not be considered reasonable if it appears that the change relates to information that is incorrect, incomplete or
otherwise unsatisfactory.

e An example might be where the auditor is unable to obtain sufficient appropriate audit evidence regarding receivables

and the entity asks for the audit engagement to be changed to a review engagement to avoid a qualified opinion or a
disclaimer of opinion.)

If the auditor is unable to agree to a change of the terms of the audit engagement and is not permitted by
management to continue the original audit engagement, the auditor shall:
-> Withdraw from the audit engagement where possible under applicable law or regulation; and
-> Determine whether there is any obligation, either contractual or otherwise, to report the cncumstances to
other parties, such as those charged with governance, owners or regulators.

A request from the client for the auditor to change the engagement may result from-
e achange in circumstances affecting the need for the service,
e amisunderstanding as to the nature of an audit or related service originally requested.

e arestriction on the scope of the engagement, whether imposed by management or caused by
circumstances.

On recurrlng audlts the adltor 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 not to send a new audit engagement letter or other written agreement each period.
However, in the following situations it is appropriate to revise the terms of the audit engagement or to remind the
entity of existing terms
e 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 [egal or regulatory requirements.

Neeraj Arora | www.edu91.org 11.7



Chapter 11 - Ethics and Terms of Audit Engagements

® A change in the financial reporting framework adopted in the preparation of the financial statements.
e Achange in other reporting requirements,

Standard on Quality Control (sQc) 1
Quality Control for Firms that Perform
e Audits and
® Reviews of Historical Financial Information, and
e Other Assurance and Related Services Engagements.

The firm should establish a system of quality control designed to provide it with reasonable assurance
e that the firm and its personnel comply with
o professional standards and
© regulatory and legal requirements, and
o that reports issued by the firm or éngagement partner(s) are appropriate in the circumstances.

Elements of a System of Quality Control
1. Leadership responsibilities for quality within the firm.
Ethical requirements.
Acceptance and continuance of client relationships and specific engagements.
Human resources.
Engagement performance.
Monitoring

oA wN

SA 220 - Quality Control For An Audit Of Financial Statements
SA 220 applies to audit engagements only.

SQC 1- Quality Control for Firms that Perform Audits and Reviews of
Historical Financial Information, and Other Assurance and Related Services
Engagements.
Leadership resg lities for quality within the firm
he firm' policies and procedures must be designed to create an internal culture which promotes guality as
essential in performing engagements to achieve the following objectives
o Perform work that complies with professional standards and regulatory and legal requirements; and
o Issue reports that are appropriate in the circumstances.
® Such policies and procedures should require the firm's chief executive officer (or equivalent) or, if
appropriate, the firm's managing partners (or equivalent), to assume ultimate responsibility for the firm's
system of quality control.
® Any person or persons assigned operational responsibility for the firm's quality control system by the firm's

chief executive officer or managing board of partners should have sufficient and appropriate experience and
ability, and the hecessary authority, to assume that responsibility.

e The firm should establish policies and procedures designed to provide it with reasonable assurance that the
firm and its personnel comply with relevant ethical requirements contained in the Code of ethics issued by
ICAL

® The Code establishes the fundamental principles of professional ethics which include integrity, objectivity,
professional competence and due care, confidentiality and professional behaviour.
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Such policies and procedures should enable the firm to:
a. Communicate its independence requirements to its personnel and (Independence Requirement)
b. Identify and evaluate circumstances and relationships that create threats to independence, (Identification
and evaluation of threat)
c. Take appropriate action to eliminate those threats or reduce them to an acceptable level by applying
safeguards, or, if considered appropriate, to withdraw from the engagement.(Action to eliminate and reduce)

There should exist a mechanism in the firm by which engagement partners provide the firm with relevant
information about client engagements and personnel of firm promptly notify firm of circumstances and
relationships that create a threat to independence. All breaches of independence should be promptly notified to firm
for appropriate action. lts objective is to ensure that independence requirements are satisfied.

At least annually, the firm should obtain written confirmation of compliance with its policies and procedures on
independence from all firm personnel required to be independent in terms of the requirements of the Code.

1d Continuance of Client Relationships and Specific Engagements
The ﬂrm should establish policies and procedures for the acceptance and continuance of client relationships and
specific engagements, designed to provide it with reasonable assurance that it will undertake or continue
relationships and engagements only where it:
a. Has considered the integrity of the client and
> does not have information that would lead it to conclude that the client lacks integrity;
b. Is
> competent to perform the engagement and
> has the capabilities, time and
> resources to do so; and
c. Can comply with the ethical requirements.
Where issues have been identified, and the firm decides to accept or continue the client relationship or a specific
engagement, it should document how the issues were resolved.

Matters to be considered with regard to integrity of the client
With regard to the integrity of a client, matters that the firm considers include, for example
e The identity and business reputation of the client's principal owners, key management, related parties and
those charged with its governance.
e Information concerning the attitude of the client's principal owners, key management and those charged

with its governance towards such matters as aggressive interpretation of accounting standards and the
internal control environment.

e The nature of the client's operations, including its business practices.

Whether the client is aggressively concerned with maintaining the firm's fees as low as possible. Indications
of an inappropriate limitation in the scope of work.

o Indications that the client might be involved in money laundering or other criminal activities.
e The reasons for the proposed appointment of the firm and non-reappointment of the previous firm.

The extent of knowledge a firm will have regarding the integrity of a client will generally grow within the context of
an ongoing relationship with that client.

If there is any conflict of interest between the firm and client, it should be properly resolved before accepting the
engagement.

Information that would have caused it to decline an engagement
Where the firm obtains information that would have caused it to decline an engagement if that information had

been obtainable earlier, policies and procedures on the continuance of the engagement and the client relationship
should include consideration of:
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e The professional and legal responsibilities that apply to the circumstances, including whether there is a

requirement for the firm to report to the person or persons who made the appointment or, in some cases, to
regulatory authorities: and

e The possibility of withdrawing from the engagement or from both the engagement and the client

relationship.

The firm should establish policies and procedures designed to provide it with reasonable assurance that it has
sufficient personnel with the capabilities, competence, and commitment to ethical principles necessary to perform
its engagements in accordance with professional standards and regulatory and legal requirements, and to enable
the firm or engagement partners to issue reports that are appropriate in the circumstances.
Such policies and procedures address the following personnel issues:

(a) Recruitment;

(b) Performance evaluation;

(c) Capabilities;

(d) Competence;

(e) Career development;

(f) Promotion;

(g) Compensation; and

(h) Estimation of personnel needs.

Addressing these issues enables the firm to ascertain the number and characteristics of the individuals required for
the firm's engagements. The firm's recruitment processes include procedures that help the firm select individuals of

integrity as well as the capacity to develop the capabilities and competence necessary to perform the firm's work.

he firm should establish policies and procedures designed to provide it with reasonable assurance that
engagements are performed in accordance with professional standards and regulatory and legal requirements, and
that the firm or the engagement partner issues reports that are appropriate in the circumstances.

Through its policies and procedures, the firm seeks to establish consistency in the quality of engagement
performance. This is often accomplished through written or electronic manuals, software tools or other forms of
standardized documentation, and industry or subject matter- specific guidance materials.

Matters to be considered to ensure the achievement of objective of Engagement Performance
Matters addressed include the following-
e How engagement teams are briefed on the engagement to obtain an understanding of the objectives of
their work.
Processes for complying with applicable engagement standards,
Processes of engagement supervision, staff training and coaching.
Methods of reviewing the work performed, the significant judgments made and the form of report being
issued.

® Appropriate documentation of the work performed and of the timing and extent of the review.
Processes to keep all policies and procedures current.

Following things are covered in Engagement Performance
e Supervision

Review

Consultation

Difference of Opinion

Engagement Quality control review

Enagagement Documentation

Neeraj Arora | www.edu91.org 11.10



Chapter 11 - Ethics and Terms of Audit Engagements

Supervision
Supervision includes the following:
e Tracking the progress of the engagement
e Considering the capabilities and competence of individual members of the engagement team
e Addressing significant issues arising during the engagement
e Identifying matters for consultation or consideration by more experienced engagement team members
during the engagement.

Review
Review responsibilities are determined on the basis that more experienced engagement team members, including
the engagement partner, review work performed by less experienced team members. Reviewers consider whether
a. The work has been performed in accordance with professional standards and regulatory and legal
requirements;
b. Significant matters have been raised for further consideration;
c. Appropriate consultations have taken place and the resulting conclusions have been documented and
implemented;
There is a need to revise the nature, timing and extent of work performed;
The work performed supports the conclusions reached and is appropriately documented;
The evidence obtained is sufficient and appropriate to support the report; and
The objectives of the engagement procedures have been achieved.

e ~oa

Consultation
The firm should establish policies and procedures designed to provide it with reasonable assurance that:
a. Appropriate consultation fakes place on difficult or contentious matters;
b. Sufficient resources are available to enable appropriate consultation to take place;
c. The nature and scope of such consultations are documented; and
d. Conclusions resulting from consultations are documented and implemented.

Differences of Opinion

The firm should establish policies and procedures for dealing with and resolving differences of opinion
e within the engagement team,
e with those consulted and, where applicable,
e between the engagement partner and the engagement quality control reviewer.

Conclusions reached should be documented and implemented.

Engagement Quality Control Review
The firm should establish policies and procedures requiring, an engagement quality control review that provides an
objective evaluation of the significant judgments made by the engagement team and the conclusions reached in
formulating the report. Such policies and procedures should:
e Require an engagement quality control review for all audits of financial statements of listed entities
e Set out criteria against which all other audits and reviews of historical financial information, and other
assurance and related services engagements should be evaluated to determine whether an engagement
quality control review should be performed.
e Require an engagement quality control review for all engagements meeting the criteria as set-out by the
firm.
The firm's policies and procedures should require the completion of the engagement quality control review before
the report is issued.
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Engagement Documentation

® The firm should establish policies and procedures for engagement teams to complete the assembly of final
engagement files on a timely basis after the engagement reports have been finalized.

e The firm should establish policies and procedures designed to maintain the confidentiality, safe custody,
[ntegrity, accessibility and retrievability of engagement documentation.

® The firm should establish policies and procedures for the retention of engagement documentation for a
period sufficient to meet the needs of the firm or as required by law or regulation.

® Inthe specific case of audit engagements, the retention period ordinarily is no shorter than 7 years from the
date of the auditor's report, or, if later, the date of the group auditor's report.
Unless otherwise specified by law or regulation, engagement documentation is the property of the firm.

® The firm may, at its discretion, make portions of, or extracts from, engagement documentation available to
clients, provided such disclosure does not undermine the validity of the work performed, or, in the case of
assurance engagements, the independence of the firm or its personnel.

The ﬁri; should establish policies and procedures designed to pravide it with reasonable assurance that the

policies and procedures relating to the system of quality control are relevant, adequate, operating effectively and
complied with in practice.

The purpose of monitoring compliance with quality control policies and procedures is to provide an evaluation of:
® Adherence to professional standards and regulatory and legal requirements:
e Whether the quality control system has been appropriately designed and effectively implemented;
® Whether the firm's quality control policies and procedures have been appropriately applied, so that reports
that are issued by the firm or engagement partners are appropriate in the circumstances,

® Follow-up by appropriate firm personnel so that necessary modifications are promptly made to the quality
control policies and procedures.

SA 220 - Quality Control For An Audit Of Financial Statements
gl

This Standard on Auditing (SA) deals with the specific responsibilities of the auditor regarding quality control
procedures for an audit of financial statements.

It also addresses, where applicable, the responsibilities of the engagement quality control reviewer. This SA is to be
read in conjunction with relevant ethical requirements

System of Quality Control and Role of Engagement Teams
® Quality control systems, policies and procedures are the responsibility of the audit firm.
e Under SQC 1, the firm has an obligation to establish and maintain a system of quality control to provide it
with reasonable assurance that
©  The firm and its personnel comply with professional standards and regulatory and legal
requirements; and
o The reports issued by the firm or éngagement partners are appropriate in the circumstances

SA 220 is modelled on lines of SQC 1. It describes responsibilities of engagement partner in relation to following
matters:

Leadership responsibilities for quality on audits

Relevant ethical requirements

Acceptance and continuance of client relationships and audit engagements

Assignment of engagement teams

Engagement performance

Monitoring

P o0 o
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Leadership Responsibilities for Quality on Audits
As per SA 220 “Quality Control for an Audit of Financial Statements”, the engagement partner shall take
responsibility for the overall guality on each audit engagement to which that partner is assigned.

The actions of the engagement partner and his communication with the members of the engagement team should
emphasis on
1. The importance of the following in audit quality
a. Performing work that complies regulatory and legal requirements; with professional standards and
b. Complying with the firm's quality control policies and procedures as applicable;
c. Issuing auditor’s reports that are appropriate in the circumstances; and
d. The engagement team'’s ability to raise concerns without fear of reprisals; and
2. The fact that quality is essential in performing audit engagements

Relevant ethical requirements
The responsibilities of an engagement partner in relation to ethical requirements in an audit engagement are as
under: -
e Identifying a threat to independence regarding the audit engagement that safeguards may not be able to
eliminate or reduce to an acceptable level.
e Reporiing by engagement partner to the relevant persons within the firm to determine appropriate action,
which may include eliminating the activity or interest that creates the threat, or withdrawing from the audit
engagement, where withdrawal is legally permitted.

e

Acceptance and Continuance of Client Relationships and Audit Engagements
SA 220 requires the firm to obtain information before accepting an engagement. Information such as the following

assists the engagement partner in determining whether the decisions regarding the acceptance and continuance of
audit engagements are appropriate

1. The integrity of the principatl owners, key management and those charged with governance of the entity.

2. Whether the engagement team is competent to perform the audit engagement and has the necessary
capabilities, including time and resources;

3. Whether the firm and the engagement team can comply with relevant ethical requirements; and

4. Significant matters that have arisen during the current or previous audit engagement, and their implications
for continuing the relationship.

If the engagement partner obtains information that would have caused the firm to decline the audit engagement
had that information been available earlier, the engagement partner shall communicate that information promptly
to the firm, so that the firm and the engagement partner can take the necessary action.

the engagement team, collectively have the appropriate competence and capabilities to:
e Perform the audit engagement in accordance with professional standards and regulatory and legal
requirements; and
e Enable an auditor’s report that is appropriate in the circumstances to be issued.

Engagement Performance

The firm should establish policies and procedures designed to provide it with reasonable assurance that
engagements are performed in accordance with professional standards and regulatory and legal requirements, and
that the firm or the engagement partner issues reports that are appropriate in the circumstances.
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Through its policies and procedures, the firm seeks to establigh consistency in the quality of engagement
performance. This is often accomplished through written or electronic manuals software tools or other forms of
standardized documentation, and ind ustry or subject matter- specific guidance materials. Matters addressed
include the following

e How engagement teams are briefed on the engagement to obtain an understanding of the objectives of
their work.
Processes for complying with applicable engagement standards.

Processes of engagement supervision, staff training and coaching,

Methods of reviewing the work performed, the significant judgments made and the form of report being
issued.

® Appropriate documentation of the work performed and of the timing and extent of the review.
Processes to keep all policies and procedures current,

Engagement Quality Control Review
For audits of financial statements of listed entities, and those other audit éngagements, if any, for which the firm
has determined that an éngagement quality control review ig required, the engagement partner shall:
a. Determine that an engagement quality control reviewer has been agpointed.
b. Discuss significant matters arising during the audit engagement, including those identified during the
engagement quality control review, with the engagement quality control reviewer.
C. Not date the auditor’s report until the completion of the engagement quality control review.

Differences of Opinion

If differences of opinion arise within the engagement team, with those consulted or, where applicable, between the
engagement partner and the engagement quality control reviewer, the engagement team shall follow the firm’s
policies and procedures for dealing with and resolving differences of opinion

SETT=

The firm should establish policies and procedures designed to provide it with reasonable assurance that the

policies and procedures relating to the system of quality control are relevant, adequate, operating effectively and
complied with in practice.

The purpose of monitoring compliance with quality control policies and Procedures is to provide an evaluation of:
® Adherence to professional standards and regulatory and legal requirements; :
e Whether the quality control system has been appropriately designed and effectively implemented:
o  Whether the firm's quality control policies and procedures have been appropriately applied, so that reports
that are issued by the firm or engagement partners are appropriate in the circumstances.

® Follow-up by appropriate firm personnel so that necessary modifications are promptly made to the quality
control policies and procedures.

it bbb abib il
The engagement partner should document following matters pertaining to an audit engagement:
® Issues identified with respect to compliance with relevant ethical reguirements and how they were resolved.
¢ Conclusions on compliance with independence requirements that apply to the audit engagement, and any
relevant discussions with the firm that support these conclusions.

e Conclusions reached regarding the acceptance and continuance of client relationships and audit
engagements.

® The pature and scope of, and conclusions resulting from, consultations undertaken during the course of the
audit engagement.
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