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CA Inter

Auditing and Ethics

Case Study MCQ’s 2025

CASE STUDY 1
Audit of Apex Financial Services Ltd.
Background Information:

Apex Financial Services Ltd. is a mid-sized financial services company that provides
investment advisory, wealth management, and loan processing services. The company has
been in operation for over 15 years and has recently undergone significant expansion by
acquiring two smaller firms in the same industry. As part of its regulatory compliance
requirements, Apex Financial Services Ltd. must undergo an annual audit conducted by an

external auditor.

The audit engagement for the fiscal year ending March 31, 2023, was assigned to Veritas &

Co., a well-known auditing firm. The audit team consists of the following key members:

e Mr. Anil Kumar, Partner-in-Charge
e Ms. Priya Sharma, Senior Auditor

e Rahul Mehta , Assistant Auditor

During the audit process, Veritas & Co. followed the standards issued by the Institute of

Chartered Accountants of India (ICAl) to ensure compliance with professional guidelines.
Key Events during the Audit Process:
1. Audit Programme Development:

e Ms. Priya Sharma prepared a detailed audit programme outlining the procedures to be

followed during the audit. The programme included steps such as verifying financial
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statements, testing internal controls, and reviewing compliance with statutory
regulations.
e Rahul Mehta, the assistant auditor, was tasked with executing specific sections of the

audit programme, including verifying client records and reconciling accounts.

2. Unexpected Findings:

e While performing the audit procedures, Rahul noticed discrepancies in the loan
processing division. Specifically, he found that certain loans had been approved without
proper documentation or adherence to internal policies. These findings were not
explicitly covered in the original audit programme.

e Rahul reported these observations to Ms. Priya Sharma, who advised him to consult

with Mr. Anil Kumar before taking further action.

3. Compilation Engagement:

e In addition to the audit, Apex Financial Services Ltd. requested Veritas & Co. to assist in
preparing a summary report of their financial performance for internal use. This task
involved compiling financial data into a user-friendly format without providing any
assurance on the accuracy of the information.

e Veritas & Co. accepted this request under the framework of Standards on Related

Services (SRSs), ensuring compliance with applicable guidelines.

4. Agreed-Upon Procedures Engagement:

e A subsidiary of Apex Financial Services Ltd., named Summit Investments, sought
assistance from Veritas & Co. to perform specific agreed-upon procedures related to its
cash flow projections. The objective was to verify whether the projections aligned with
historical data and industry benchmarks.

e Veritas & Co. conducted this engagement in accordance with the relevant standards

issued by the ICAI Council.

MCQ’s
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Q-1 Which set of standards issued by the ICAI Council collectively includes standards for
agreed-upon procedures, compilation engagements, and other related service

engagements?

Options:

A) Standards on Assurance Engagements (SAEs).

B) Standards on Auditing (SAs).

C) Standards on Review Engagements (SREs).

D) Standards on Related Services (SRSs).

Ans- D) Standards on Related Services (SRSs).

Explanation:

The case study mentions that Veritas & Co. performed a compilation engagement for Apex
Financial Services Ltd. and an agreed-upon procedures engagement for Summit
Investments. Both types of engagements fall under the purview of Standards on Related
Services (SRSs), which provide guidance for non-assurance services like compilations,

agreed-upon procedures, and other related services. Therefore, the correct answer is D.

Q-2 What should Rahul Mehta, the assistant auditor, be encouraged to do during the audit

process?

Options:

a) Strictly follow the original audit programme without any deviations.

b) Modify the audit programme without consulting seniors.

c) Keep an open mind, report significant matters beyond the programme, and consult with

seniors.
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d) Focus only on completing the tasks outlined in the original audit programme.

Ans- c) Keep an open mind, report significant matters beyond the programme, and consult

with seniors.

Explanation:

In the case study, Rahul identified discrepancies in the loan processing division that were
not covered in the original audit programme. He reported these findings to Ms. Priya
Sharma and consulted with Mr. Anil Kumar before proceeding. This approach aligns with
best practices, as auditors are encouraged to remain observant, identify significant issues,

and seek guidance from seniors when necessary. Hence, the correct answer is C.

Q-3 Under which type of engagement did Veritas & Co. prepare a summary report of Apex

Financial Services Ltd.'s financial performance for internal use?

Options:

A) Assurance Engagement.

B) Compilation Engagement.

C) Review Engagement.

D) Agreed-Upon Procedures Engagement.

Ans- B) Compilation Engagement.

Explanation:

The case study specifies that Veritas & Co. prepared a summary report of Apex Financial
Services Ltd.'s financial performance for internal use. This task involved compiling financial
data into a user-friendly format without providing any assurance on its accuracy. Such
engagements are classified as compilation engagements, which are governed by Standards

on Related Services (SRSs). Therefore, the correct answer is B.
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Q-4 For which entity did Veritas & Co. conduct an agreed-upon procedures engagement?

Options:

A) Apex Financial Services Ltd.

B) Summit Investments

C) Veritas & Co.

D) ICAI Council

Ans- B) Summit Investments

Explanation:

The case study states that Veritas & Co. performed an agreed-upon procedures engagement
for Summit Investments, a subsidiary of Apex Financial Services Ltd. The engagement
involved verifying cash flow projections against historical data and industry benchmarks.

Thus, the correct answer is B.

Q-5 Which member of the audit team was responsible for addressing unexpected findings

during the audit process?

Options:

A) Mr. Anil Kumar

B) Ms. Priya Sharma

C) Rahul Mehta

D) All of the above

Ans- D) All of the above
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Explanation:

When Rahul Mehta identified discrepancies in the loan processing division, he reported
them to Ms. Priya Sharma, who then advised him to consult with Mr. Anil Kumar. Each
member of the audit team played a role in addressing the unexpected findings—Rahul
identified the issue, Ms. Priya provided initial guidance, and Mr. Anil Kumar made the final

decision on how to proceed. Therefore, the correct answer is D.

Summary: This case study integrates all the MCQs into a cohesive narrative, ensuring that
each question is directly linked to the events described. By providing sufficient details about
the audit process, the roles of the team members, and the nature of the engagements,

users can solve the MCQs accurately based on the information provided.

CASE STUDY 2

Audit of Prep Limited

Background Information:

Prep Limited is a mid-sized manufacturing company that specializes in producing
automotive components. The company has been expanding its operations over the past few
years, leading to an increase in transaction volumes and complexity. Nikhil, an experienced
auditor, has been appointed as the lead auditor for Prep Limited's annual audit. During the
audit, he is evaluating the internal control systems and ensuring compliance with accounting

standards.

Raju, a CA article under Nikhil, is assisting him in the audit process. One of their key tasks is
to verify whether employee benefit expenses have been fairly allocated between operating
expenses (production activities) and general administrative expenses. This task is crucial
because Prep Limited recently underwent a restructuring exercise, which led to significant

changes in employee roles and responsibilities.
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Key Facts about Prep Limited:

1. Transaction Volume: Prep Limited processes approximately 50,000 transactions per

month, including purchase orders, payroll entries, and inventory movements.

2. Automation Level: The Company uses an Enterprise Resource Planning (ERP) system for
most of its financial and operational processes. However, some manual controls are still in

place for non-recurring or unusual transactions.

3. Employee Benefit Expenses: Employee benefit expenses include salaries, bonuses,

medical benefits, and retirement contributions. These expenses are allocated between:

e Operating Expenses: Costs directly related to production activities.

e General Administrative Expenses: Overhead costs not directly tied to production.

4. Internal Control Environment:

e Automated controls are used for high-volume transactions such as payroll processing
and inventory management.
e Manual controls are applied for large, unusual, or non-recurring transactions, such as

capital expenditures or one-time bonus payments.

MCQ’s

Q-1 Suitability of Manual vs. Automated Controls

Nikhil is evaluating the suitability of manual and automated elements in internal control for
Prep Limited. In which of the following circumstances are manual control elements generally

LESS suitable compared to automated controls?

Options:

A) Large, unusual, or non-recurring transactions.

B) High volume or recurring transactions.

C) Circumstances where errors are difficult to define, anticipate, or predict.
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D) Situations requiring a control response outside the scope of an existing automated

control.

Ans- B) High volume or recurring transactions.

Reasoning:

Manual control elements are generally less suitable for high-volume or recurring
transactions because they are prone to human error and inconsistency when handling large
numbers of transactions. For example, Prep Limited processes 50,000 transactions monthly,
including payroll and inventory movements. Automated controls, such as those embedded
in the ERP system, can consistently and accurately process these transactions without

fatigue or oversight.

In contrast, manual controls are better suited for large, unusual, or non-recurring
transactions (Option A), where judgment and discretion are required. Similarly, manual
controls may be necessary in situations requiring a control response outside the scope of an
existing automated control (Option D). Errors that are difficult to define or predict (Option

C) might also require manual intervention to address unique scenarios.

Q-2 Assertion Related to Allocation of Employee Benefit Expenses

CA Raman instructed his article Raju to verify whether employee benefit expenses of Prep
Limited have been fairly allocated between operating expenses incurred in production
activities and general administrative expenses. Which of the following assertions is being

addressed by this instruction?

Options:

A) Completeness

B) Presentation and Disclosure

C) Measurement
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D) Occurrence

Ans- B) Presentation and Disclosure

Reasoning:

The instruction focuses on verifying the fair allocation of employee benefit expenses
between two categories: operating expenses (production activities) and general
administrative expenses. This relates to how the expense is presented and disclosed in

different sections of the financial statements.

e Presentation and Disclosure Assertion: This assertion ensures that transactions and
events are properly classified and described in the financial statements. In this case, the
focus is on whether employee benefit expenses are correctly categorized under the
appropriate expense heads (operating vs. general administrative).

o Completeness (Option A): This assertion ensures that all transactions that should have
been recorded are included. However, the instruction does not focus on whether all
employee benefit expenses are recorded; it focuses on their allocation.

e Measurement (Option C): While allocation involves some measurement, the primary
focus here is on the presentation of the already measured expense.

e Occurrence (Option D): This assertion ensures that recorded transactions actually took

place. The instruction assumes the expense occurred and focuses on its allocation.

Thus, the most appropriate answer is B) Presentation and Disclosure.

Q-3 Risk Assessment for High-Volume Transactions

Nikhil is assessing the risk associated with Prep Limited's high-volume transactions. Which of
the following risks is MOST likely to arise from relying solely on manual controls for these

transactions?

Options:

A) Increased risk of fraud due to lack of segregation of duties.
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B) Increased risk of errors due to human oversight.

C) Increased risk of non-compliance with regulatory requirements.

D) Increased risk of misclassification of transactions.

Ans- B) Increased risk of errors due to human oversight.

Reasoning:

High-volume transactions, such as payroll processing and inventory movements, are prone
to errors when handled manually. Human oversight, fatigue, and inconsistency are common
issues in manual processing. For example, if Prep Limited were to rely solely on manual
controls for its 50,000 monthly transactions, the likelihood of errors would significantly

increase.

e Fraud Risk (Option A): While fraud is a concern, it is not the primary risk associated
with high-volume transactions. Fraud is more likely in cases involving collusion or
intentional manipulation.

e Regulatory Compliance (Option C): Non-compliance risks are typically related to legal
or tax regulations, which are not directly tied to the volume of transactions.

e Misclassification (Option D): Misclassification is more relevant to judgment-based

allocations (e.g., employee benefit expenses) rather than high-volume transactions.

Thus, the most likely risk is B) Increased risk of errors due to human oversight.

Q-4 Effectiveness of Automated Controls

Which of the following BEST describes the advantage of using automated controls for Prep

Limited's payroll processing?

Options:

A) Automated controls allow for greater flexibility in handling unusual transactions.
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B) Automated controls ensure consistency and accuracy in processing high-volume

transactions.
C) Automated controls eliminate the need for periodic audits.
D) Automated controls reduce the need for employee training.

Ans- B) Automated controls ensure consistency and accuracy in processing high-volume

transactions.
Reasoning:

Automated controls are particularly effective for high-volume transactions like payroll
processing. They ensure consistency and accuracy by applying predefined rules and
algorithms to every transaction. For example, Prep Limited's ERP system processes payroll
for thousands of employees each month, reducing the risk of errors and ensuring timely

payments.

o Flexibility (Option A): Automated controls are less flexible than manual controls when
handling unusual transactions, which often require human judgment.

e Audit Elimination (Option C): Automated controls do not eliminate the need for audits;
they complement them by providing reliable data.

e Training Reduction (Option D): While automated controls may reduce certain training

needs, they do not eliminate the requirement for employees to understand the system.

Thus, the best advantage is B) Automated controls ensure consistency and accuracy in

processing high-volume transactions.

Q-5 Impact of Restructuring on Expense Allocation

Prep Limited recently underwent a restructuring exercise, which led to changes in employee
roles and responsibilities. How might this restructuring impact the allocation of employee

benefit expenses?

Options:
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A) It may lead to overstatement of operating expenses.

B) It may result in misclassification of expenses between operating and general

administrative categories.

C) It may reduce the overall employee benefit expenses.

D) It may increase the reliance on manual controls for expense allocation.

Ans- B) It may result in misclassification of expenses between operating and general

administrative categories.

Reasoning:

Restructuring often involves changes in employee roles, which can affect how their
expenses are classified. For example, if an employee previously involved in production
activities is reassigned to an administrative role, their benefit expenses should shift from
operating expenses to general administrative expenses. Misclassification could occur if the

changes are not accurately reflected in the financial records.

e Overstatement (Option A): While misclassification could lead to overstatement of one
category, it is not the primary impact of restructuring.

e Expense Reduction (Option C): Restructuring does not necessarily reduce employee
benefit expenses; it may reallocate them.

e Manual Control Reliance (Option D): Restructuring does not inherently increase

reliance on manual controls unless the ERP system cannot accommodate the changes.

Thus, the most likely impact is B) it may result in misclassification of expenses between

operating and general administrative category

CASE STUDY 3

XYZ Ltd. and Zenith X Software Implementation
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XYZ Ltd.,, a mid-sized manufacturing company, specializes in producing high-quality
industrial machinery. The company is headquartered in Mumbai, India, and has been
growing rapidly over the past few years. To streamline its operations and improve efficiency,
XYZ Ltd. recently acquired a state-of-the-art software called Zenith X. This software is
designed to assist in production planning, administrative tasks, and even rental services for

third-party clients.

Background Information:

1. Purpose of Acquiring Zenith X:

e Production Planning: Zenith X will be used to optimize the production process by
automating scheduling, inventory management, and quality control.

e Administrative Functions: The software will also handle payroll processing, financial
reporting, and compliance tracking.

e Rental Services: XYZ Ltd. plans to rent out Zenith X licenses to other small businesses

that require similar functionality but cannot afford the full purchase cost.

2. Cost of Zenith X:

e The total cost of acquiring Zenith X was Rs 50,00,000 (Rs 50 lakhs).
e Additional costs incurred for customization and installation amounted to Rs 10,00,000
(Rs 10 lakhs).

e Annual maintenance costs are estimated at Rs 2,00,000 (Rs 2 lakhs).

3. Audit Context:

e XYZ Ltd.'s auditor, Mr. Arjun Sharma, has been appointed to conduct the statutory audit
for the fiscal year ending March 31, 2024.

e The auditor's report was finalized on April 15, 2024.

e During the audit, Mr. Sharma reviewed the accounting treatment of Zenith X and other

related transactions.

MCQ’s
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Q-1 XYZ Ltd. should recognize Zenith X software as an intangible asset if such software.

(a) Is held for use in production or supply of goods or services

(b) Is held for administrative purposes

(c) Is held for rental to others

(d) All of the above

Ans- (d) All of the above

To determine whether Zenith X qualifies as an intangible asset, we need to refer to the
definition provided in accounting standards (e.g., Ind AS 38). An intangible asset must meet

the following criteria:

1. It is identifiable (separable or arises from contractual/legal rights).

2. It is controlled by the entity.

3. It is expected to generate future economic benefits.

From the case study:

e Zenith X is being used for production planning, which directly contributes to the supply
of goods.
e Itis also being used for administrative functions, such as payroll and financial reporting.

e Additionally, XYZ Ltd. plans to rent out licenses to third parties, generating revenue.

Since all three scenarios involve using Zenith X to generate future economic benefits, the

correct answer is:

Q-2 What is the recommended time limit, as per auditing standards, for completing the

assembly of the final audit file after the date of the auditor's report?

(@) Not more than 30 days after the date of the auditor's report.
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(b) Not more than 45 days after the date of the auditor's report.

(c) Not more than 60 days after the date of the auditor's report.

(d) Not more than 90 days after the date of the auditor's report.

Ans- (c) Not more than 60 days after the date of the auditor's report.

As per auditing standards (e.g., SA 230), the assembly of the final audit file should be
completed within 60 days after the date of the auditor's report. This timeline ensures that
all documentation is organized and finalized promptly without introducing new audit

procedures or conclusions.

From the case study:

e The auditor's report was finalized on April 15, 2024.
e Therefore, the deadline for assembling the final audit file would be June 14, 2024 (60

days later).

Q-3 If XYZ Ltd. decides to amortize Zenith X over its useful life of 5 years, what would be the

annual amortization expense?

Options:

(a) Rs 12,00,000

(b) Rs 10,00,000

(c) Rs 8,00,000

(d) Rs 6,00,000

Ans- (a) Rs 12,00,000

To calculate the annual amortization expense, we use the straight-line method:

Cost of Assets

Amortization Expense= -
Useful Life
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From the case study:

Total cost of Zenith X = Rs 50,00,000 + Rs 10,00,000 (customization/installation) = Rs
60,00,000.

Useful life = 5 years.

60,00,000

Annual Amortization Expense= =Rs 12,00,000

Q-4: Which of the following statements about Zenith X is incorrect?

Options:

(a) Zenith X can be classified as an intangible asset because it generates future economic

benefits.

(b) The annual maintenance cost of Rs 2,00,000 should be capitalized as part of the cost of

Zenith X.

(c) The total cost of Zenith X includes both the purchase price and customization/installation

costs.

(d) Zenith X should be amortized over its useful life of 5 years.

Ans- (b) The annual maintenance cost of Rs 2,00,000 should be capitalized as part of the

cost of Zenith X.

Let us analyze each statement:

e (a): Correct. Zenith X meets the criteria for recognition as an intangible asset.

e (b): Incorrect. Maintenance costs are recurring expenses and should not be capitalized;
they should be expensed in the period incurred.

e (c): Correct. Customization and installation costs are directly attributable to bringing the
asset to its intended use and should be capitalized.

e (d): Correct. Zenith X should be amortized over its useful life of 5 years.
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Q-5 If XYZ Ltd. rents out Zenith X licenses to a client for Rs 5,00,000 annually, how should

this income be recognized in the financial statements?

Options:

(a) As revenue under "Other Income."

(b) As revenue under "Operating Revenue."

(c) As a deferred liability until the rental period ends.

(d) As a reduction in the carrying amount of Zenith X.

Ans- (b) As revenue under "Operating Revenue."

Rental income from Zenith X licenses represents revenue earned from the company's core
business activities. Since XYZ Ltd. is renting out software licenses as part of its operations,

this income should be classified under Operating Revenue.

CASE STUDY 4

Financial and Operational Challenges at BrightTech Ltd.

Background of the Company:

BrightTech Ltd. is a mid-sized manufacturing company specializing in producing high-tech
electronic components for the automotive industry. The company has been in operation for
over 15 years and has established itself as a reliable supplier to major automobile
manufacturers. However, recent economic challenges, internal operational issues, and

financial constraints have raised concerns about its ability to continue as a going concern.

The company's board of directors consists of five members, including Mr. Arun (CEQ), Mr.

Rakesh (CFO), and Ms. Priya (Chief Operating Officer). BrightTech Ltd. recently appointed
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two joint auditors, Mr. Ram and Mr. Sham, from different audit firms, to conduct an

independent review of its financial statements for the fiscal year ending March 31, 2023.

Key Events and Conditions Impacting BrightTech Ltd.:

1. Loss of Key Management:

In December 2022, Ms. Priya, the Chief Operating Officer, unexpectedly resigned due to
personal reasons. Her departure left a significant void in the company’s operations, as she
was responsible for overseeing production schedules, supply chain management, and
quality control. Despite efforts to recruit a replacement, the position remains unfilled,

leading to delays in production and strained relationships with key clients.

2. Financial Challenges:

o Inability to Pay Creditors on Due Dates: BrightTech Ltd. has been struggling to meet its
short-term obligations. As of March 31, 2023, the company had outstanding dues of Rs
5 crore to its creditors, which were overdue by more than 90 days.

e Fixed-Term Borrowings Approaching Maturity: The company has a Rs 10 crore fixed-
term loan maturing in June 2023. Discussions with the lender indicate that renewal is
unlikely due to the company’s deteriorating financial health.

e Adverse Key Financial Ratios: The current ratio (current assets/current liabilities) has
fallen to 0.8, and the debt-to-equity ratio has risen to 3.5, both of which are

significantly below industry benchmarks.

3. Disagreement between Joint Auditors:

During the audit process, Mr. Ram and Mr. Sham identified several areas of concern. While
both agreed on the adverse financial ratios and inability to pay creditors, they disagreed on
whether the loss of Ms. Priya constituted a material event casting significant doubt on the
company’s ability to continue as a going concern. Mr. Ram argued that the loss of key
management without replacement was a critical operational issue, while Mr. Sham believed

it was less significant compared to the financial challenges.

MCQ’s
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Q-1 Which of the following is an example of an operating event or condition that may cast

significant doubt on an entity’s ability to continue as a going concern?

Options:

(a) Inability to pay creditors on due dates

(b) Fixed-term borrowings approaching maturity without realistic prospects of renewal

(c) Loss of key management without replacement

(d) Adverse key financial ratios

Ans- (c) Loss of key management without replacement.

To determine the correct answer, we analyze each option:

e Inability to pay creditors on due dates: This is a financial event, not an operating one. It
indicates liquidity issues but does not directly relate to operational challenges.

e (b) Fixed-term borrowings approaching maturity without realistic prospects of renewal:
This is also a financial event, highlighting refinancing risks.

e (c) Loss of key management without replacement: This is an operating event because it
directly impacts the company’s day-to-day operations, such as production schedules
and client relationships. The case study explicitly mentions that Ms. Priya’s departure
has caused delays and strained client relations, making this a valid example.

o (d) Adverse key financial ratios: These are indicators of financial distress, not

operational issues.

Q-2 Assume Mr. Ram and Mr. Sham from two different joint auditor’s firms. How should the
audit report be made in circumstances where two joint auditors have a difference of opinion

in relation to a specific issue?

Options:

(a) The view of Mr. Ram will prevail because of prudence
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(b) Joint Auditors should come at a common point and give opinion accordingly

(c) The matter should be referred to a senior joint auditor firm

(d) Mr. Ram and Mr. Sham would issue separate audit reports

Ans- (d) Mr. Ram and Mr. Sham would issue separate audit reports.

According to auditing standards, when joint auditors cannot reach a consensus on a specific
issue, they are required to issue separate audit reports. Each auditor must clearly state their

opinion and provide reasons for any disagreement. Referring to the case study:

e Mr. Ram believes the loss of Ms. Priya is a material event casting doubt on the going
concernassumption.

e Mr. Sham disagrees, focusing more on the financial challenges.

Since they cannot reconcile their differences, the appropriate course of action is for them to

issue separate audit reports.

Q-3 Based on the case study, which of the following best describes the primary reason for

BrightTech Ltd.’s inability to pay creditors on due dates?

(a) High levels of inventory

(b) Poor cash flow management

(c) Excessive dividend payments

(d) Overinvestment in fixed assets

Ans- (b) Poor cash flow management.

From the case study:

e BrightTech Ltd. has overdue creditor payments amounting to Rs 5 crore, indicating

liquidity issues.
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e There is no mention of excessive dividends or overinvestment in fixed assets.
e While inventory levels are not explicitly discussed, the primary issue appears to be poor
cash flow management, exacerbated by delayed production schedules and strained

client relationships due to Ms. Priya’s departure.

Q-4 What is the most likely impact of the fixed-term borrowings approaching maturity

without realistic prospects of renewal on BrightTech Ltd.?

Options:

(a) Improved credit rating

(b) Increased borrowing costs

(c) Immediate bankruptcy

(d) Enhanced investor confidence

Ans- (b) Increased borrowing costs.

The case study highlights that BrightTech Ltd. has a Rs 10 crore loan maturing in June 2023,
with no prospects of renewal. This situation increases the company’s refinancing risk and
could lead to higher borrowing costs if alternative funding sources are pursued. Bankruptcy
is not immediate unless the company fails to secure funds entirely. Investor confidence is

unlikely to improve given the financial distress.

Q-5: Which of the following actions would most effectively address the going concern issues

faced by BrightTech Ltd.?

Options:

(a) Hiring a new Chief Operating Officer immediately

(b) Issuing additional equity shares to raise capital
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(c) Reducing production capacity

(d) Increasing sales prices

Ans- (b) Issuing additional equity shares to raise capital.

To address the going concern issues:

e Hiring a new COO (a) would resolve operational challenges but does not directly
address the financial problems.

e Issuing additional equity shares (b) would provide much-needed capital to meet
creditor obligations and refinance the maturing loan, addressing the root cause of the
financial distress.

e Reducing production capacity (c) might save costs but could further strain client
relationships.

e Increasing sales prices (d) may not be feasible in a competitive market and could

alienate customers.

CASE STUDY 5

Sagar Finance Corporation Limited

Background Information:

Sagar Finance Corporation Limited (SFCL) is a government-owned financial institution
established in 2010 under the Companies Act, 2013. The company primarily provides loans
and financial services to small and medium enterprises (SMEs) across India. SFCL operates
under the administrative control of the Ministry of Finance, Government of India, and its
primary objective is to promote inclusive growth by financing SMEs in rural and semi-urban

areas.
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The company is classified as a "Government Company" under Section 2(45) of the
Companies Act, 2013, as more than 51% of its paid-up share capital is held by the Central
Government. Its financial statements are audited annually by statutory auditors appointed

by the Comptroller and Auditor General of India (C&AG).

Recently, SFCL has been involved in several regulatory and compliance-related issues,
including allegations of irregularities in loan disbursements and potential fraud. These issues
have drawn attention from various stakeholders, including the Reserve Bank of India (RBI),

the Ministry of Corporate Affairs (MCA), and the C&AG.

Key Stakeholders:

1. Mr. Rakesh Kumar: Managing Director of SFCL.

2. Ms. Priya Sharma: Chief Financial Officer (CFO) of SFCL.

3. Comptroller and Auditor General of India (C&AG): Responsible for auditing government

companies like SFCL.

4. Reserve Bank of India (RBI): Regulates banking and financial institutions in India.

5. Ministry of Corporate Affairs (MCA): Oversees corporate governance and compliance with

the Companies Act, 2013.

Recent Developments:

1. Supplementary Audit Concerns

In 2022, the C&AG conducted the annual statutory audit of SFCL and identified certain
discrepancies in the loan disbursement process. Specifically, the audit report highlighted
that loans worth Rs 500 crore were disbursed without proper documentation or adherence
to internal approval processes. As a result, the C&AG recommended conducting a

supplementary audit to investigate these irregularities further.

2. RBI Circular on Legal Aspects of Bank Frauds
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In response to increasing incidents of fraud in the banking sector, the RBI formed a
Committee on Legal Aspects of Bank Frauds in 2021. Based on the committee's
recommendations, the RBI issued a circular in 2023 mandating all scheduled commercial
banks to implement stricter fraud detection and reporting mechanisms. However, this

circular explicitly excludes Regional Rural Banks (RRBs) from its scope.

SFCL, being a government company, falls under the purview of the RBI's regulations. Mr.
Rakesh Kumar, the Managing Director, was tasked with ensuring compliance with the RBI

circular.

3. Loan Disbursement Process

SFCL disbursed loans totaling Rs 2,000 crore in the financial year 2022-23. Of this amount:

e Rs 1,500 crore was disbursed to SMEs in urban areas.
e Rs 500 crore was disbursed to SMEs in rural areas, including loans to farmers and

artisans.

However, during the audit, it was found that Rs 100 crore of the rural loans were sanctioned
without following the mandatory credit appraisal process. This raised concerns about

potential misuse of funds.

4. Role of External Auditors

To address the discrepancies identified by the C&AG, SFCL's board decided to appoint an
independent auditor to conduct a forensic audit. The board sought approval from the
Ministry of Corporate Affairs (MCA) for this appointment. However, the C&AG clarified that
supplementary audits of government companies must be conducted exclusively by the

C&AG or its authorized representatives.

MCQ’s

Q-1 Sagar Finance Corporation Limited is a government company. The audit of the company
is conducted by statutory auditors appointed by the Comptroller and Auditor General of
India (C&AG). Who is empowered to conduct a “supplementary audit” of Sagar Finance

Corporation Ltd.?
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Options:

(A) Central Government

(B) C&AG

(C) Another independent auditor appointed by C&AG

(D) Another independent auditor appointed by Ministry of Corporate Affairs

Ans- (B) C&AG

Explanation:

As per the case study, SFCL is a government company, and its statutory audit is conducted
by auditors appointed by the C&AG. According to Section 619 of the Companies Act, 2013,
the C&AG has the authority to conduct supplementary audits of government companies to
investigate specific issues or discrepancies. In this case, the C&AG identified irregularities in
loan disbursements and recommended a supplementary audit. Therefore, the correct

answer is (B) CRAG.

Q-2 The RBI issued a circular based on the recommendations of the Committee on Legal

Aspects of Bank Frauds. To which banks does this circular apply?

Options:

(a) All banks, including Regional Rural Banks (RRBs)

(b) Only private sector banks

(c) All scheduled commercial banks, excluding Regional Rural Banks (RRBs)

(d) Only public sector banks

Ans- (c) All scheduled commercial banks, excluding Regional Rural Banks (RRBs)

Explanation:
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The RBI circular applies to all scheduled commercial banks but explicitly excludes Regional
Rural Banks (RRBs). SFCL, being a government-owned financial institution, falls under the
category of scheduled commercial banks. Therefore, SFCL is required to comply with the

circular. The correct answer is (c).

Q-3 What is the total amount of loans disbursed by SFCL in the financial year 2022-23, and

what percentage of these loans were disbursed to rural areas?

Options:

(A) Rs 2,000 crore; 25%

(B) Rs 2,000 crore; 30%

(C) Rs 2,500 crore; 20%

(D) Rs 1,800 crore; 25%

Ans- (A) Rs 2,000 crore; 25%

Explanation:

From the case study, SFCL disbursed a total of Rs 2,000 crore in the financial year 2022-23.
Out of this, Rs 500 crore was disbursed to rural areas. To calculate the percentage of loans

disbursed to rural areas:

Loans to Rural Areas
Percentage= x 100 =
Total Loans

=29 100=25%
2000

Q-4 Which entity is responsible for appointing an independent auditor to conduct a forensic

audit of SFCL?

Options:

CATESTSERIES.ORG



(A) Central Government

(B) C&AG

(C) Ministry of Corporate Affairs (MCA)

(D) Board of Directors of SFCL

Ans- (C) Ministry of Corporate Affairs (MCA)

Explanation:

While the C&AG conducts statutory and supplementary audits of government companies,
the appointment of an independent auditor for a forensic audit requires approval from the
Ministry of Corporate Affairs (MCA). This is because the MCA oversees corporate
governance and ensures compliance with the Companies Act, 2013. Therefore, the correct

answer is (C).

Q-5 What is the primary reason for the supplementary audit recommended by the C&AG for
SFCL?

Options:

(A) Non-compliance with RBI circulars

(B) Irregularities in loan disbursements

(C) Failure to meet profit targets

(D) Mismanagement by the Board of Directors

Ans- (B) Irregularities in loan disbursements

Explanation:

The C&AG identified irregularities in the loan disbursement process, specifically loans worth

Rs 500 crore that were disbursed without proper documentation or adherence to internal

CATESTSERIES.ORG



approval processes. This led to the recommendation for a supplementary audit. Hence, the

correct answer is (B).

CASE STUDY 6

Ethical Dilemmas and Assurance Engagements at XYZ Financial Services

Background

XYZ Financial Services is a well-established financial firm providing accounting, auditing, and
advisory services to clients across industries. Sarah Johnson, a professional accountant with
over 10 years of experience, works as a senior financial analyst at the firm. She is known for
her integrity and commitment to ethical practices. Recently, XYZ Financial Services was
hired by ABC Investments, a mid-sized investment firm, to prepare its annual financial
report. The CFO of ABC Investments, Michael Roberts, has been collaborating closely with

John Smith, Sarah’s supervisor at XYZ Financial Services.

ABC Investments is undergoing a critical phase of expansion and is seeking additional
funding from external investors. To secure this funding, the company wants its financial
position to appear stronger than it actually is. As part of this engagement, John instructs
Sarah to omit certain crucial financial information related to contingent liabilities and
pending lawsuits that could negatively impact the perception of ABC Investments' financial

health.

Additionally, ABC Investments has also engaged an independent practitioner, David Lee, to
assess the effectiveness of its internal controls over financial reporting. This assessment will
be used by ABC Investments’ board of directors to make decisions regarding risk

management and compliance.

MCQ-1: Ethical Principle Upheld by Sarah

Question: Sarah believes that omitting crucial financial information would be misleading
and in violation of professional ethics. In this scenario, what ethical principle is Sarah

upholding, and what should she do?
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Options:

(a) Compliance with client requests. Sarah should follow John's instructions to maintain a

good relationship with ABC Investments.

(b) Integrity. Sarah should uphold the principle of integrity and not knowingly be associated
with misleading information. She should express her concerns to John and, if necessary,

escalate the matter within the firm.

(c) Confidentiality. Sarah should comply with John's instructions to protect the client's

confidentiality and not disclose sensitive financial details.

(d) Professional competence. Sarah should act in accordance with her professional
competence and prepare the report as instructed by John, as he likely knows what is best

for the client.

Ans- (b) Integrity. Sarah should uphold the principle of integrity and not knowingly be
associated with misleading information. She should express her concerns to John and, if

necessary, escalate the matter within the firm.

Explanation:

Sarah is upholding the principle of integrity, which requires accountants to be honest,
straightforward, and not knowingly associated with reports containing materially false or
misleading statements. By omitting crucial financial information, such as contingent
liabilities and pending lawsuits, the financial report would misrepresent ABC Investments'
financial position. This violates professional ethics as outlined by accounting standards and

codes of conduct (e.g., AICPA Code of Professional Conduct).

Sarah should first express her concerns to John, explaining the ethical implications of
omitting the information. If John insists on proceeding with the omission, Sarah must
escalate the matter to higher authorities within XYZ Financial Services, such as the

compliance department or senior management, to ensure adherence to ethical principles.
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MCQ-2: Three Parties in the Assurance Engagement

Question: ABC Corp. (a subsidiary of ABC Investments) has hired an independent
practitioner to assess the effectiveness of their internal controls over financial reporting.
The practitioner will provide a report based on their assessment. The CFO of ABC Corp.,
Michael Roberts, is responsible for preparing the internal control documentation, while the
report will be used by the company's board of directors to make decisions regarding risk

management.

In this assurance engagement, who are the three parties involved?

Options:

(a) Practitioner: CFO, Responsible Party: Board of Directors, Intended Users: Practitioner

(b) Practitioner: Independent Assessor, Responsible Party: CFO, Intended Users: Board of

Directors

(c) Practitioner: Board of Directors, Responsible Party: CFO, Intended Users: Independent

Assessor

(d) Practitioner: CFO, Responsible Party: Independent Assessor, Intended Users: Board of

Directors

Ans- (b) Practitioner: Independent Assessor, Responsible Party: CFO, Intended Users: Board

of Directors

Explanation:

In an assurance engagement, there are three key parties:

1. Practitioner: The independent assessor (David Lee) who conducts the assessment and

provides the report.

2. Responsible Party: The person or group accountable for the subject matter being
assessed. Here, the CFO (Michael Roberts) is responsible for preparing the internal control

documentation.
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3. Intended Users: The individuals or groups who rely on the assurance report to make
decisions. In this case, the board of directors of ABC Corp. will use the report for risk

management decisions.

The other options are incorrect because they misalign these roles:

e Option (a): Incorrectly identifies the CFO as the practitioner and the board as the
responsible party.

e Option (c): Incorrectly places the board as the practitioner and the independent
assessor as the intended users.

e Option (d): Incorrectly swaps the roles of the CFO and the independent assessor.

MCQ-3: Ethical Responsibility of the Independent Practitioner

Question: David Lee, the independent practitioner assessing ABC Corp.'s internal controls,
discovers significant deficiencies in the design and implementation of controls. However,
Michael Roberts, the CFO, pressures David to downplay these findings to avoid alarming the

board of directors. What should David do in this situation?

Options:

(a) Comply with Michael’s request to maintain a good working relationship with ABC Corp.

(b) Report the deficiencies accurately and objectively, regardless of Michael’s pressure.

(c) Exclude the deficiencies from the report but mention them verbally to the board of

directors.

(d) Resign from the engagement to avoid being associated with unethical behavior.

Ans- (b) Report the deficiencies accurately and objectively, regardless of Michael’s pressure.

Explanation:
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As an independent practitioner, David Lee has a professional responsibility to report his
findings accurately and objectively. Downplaying or omitting significant deficiencies in
internal controls would compromise the integrity of the assurance engagement and mislead

the board of directors.

David should document the deficiencies clearly in his report and provide supporting
evidence. If Michael continues to pressure him, David should escalate the matter to higher
authorities within ABC Corp., such as the audit committee or board of directors. Resigning

(Option d) should only be considered as a last resort if all other avenues fail.

MCQ-4: Materiality and Omission of Information

Question: Sarah determines that the omitted contingent liabilities amount to $5 million,
which represents 8% of ABC Investments' total liabilities. According to accounting standards,

this omission is considered material. What should Sarah conclude about the omission?

Options:

(a) The omission is immaterial and can be ignored.

(b) The omission is material and must be disclosed in the financial report.

(c) The omission is material, but Sarah can justify it if John agrees.

(d) The omission is immaterial since it does not exceed 10% of total liabilities.

Ans- (b) The omission is material and must be disclosed in the financial report.

Explanation:

Materiality is a fundamental concept in accounting that determines whether information is
significant enough to influence the decisions of users of financial statements. Generally, an
item is considered material if its omission or misstatement could reasonably be expected to

affect decisions.
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In this case, the contingent liabilities of $5 million represent 8% of ABC Investments' total
liabilities. While there is no strict threshold for materiality, 8% is significant enough to be
considered material under most accounting frameworks (e.g., GAAP, IFRS). Therefore, Sarah
must disclose the contingent liabilities in the financial report to ensure transparency and

accuracy.

MCQ-5: Role of the Board of Directors

Question: The board of directors of ABC Corp. receives the assurance report from David Lee,
highlighting significant deficiencies in internal controls. What is the board’s primary

responsibility upon receiving this report?

Options:

(a) Dismiss the report as it may harm the company’s reputation.

(b) Take corrective actions to address the deficiencies and improve internal controls.

(c) Blame the CFO for the deficiencies and demand his resignation.

(d) Ignore the report since the deficiencies do not directly impact profitability.

Ans- (b) Take corrective actions to address the deficiencies and improve internal controls.

Explanation:

The board of directors has a fiduciary duty to act in the best interests of the company and its
stakeholders. Upon receiving the assurance report, their primary responsibility is to address

the identified deficiencies in internal controls to mitigate risks and ensure compliance.

Ignoring the report (Options A and d) or focusing solely on blaming the CFO (Option c)
would fail to address the root cause of the deficiencies and could expose the company to
greater risks in the future. Instead, the board should work with management to implement

corrective measures and monitor progress to enhance the effectiveness of internal controls.
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CASE STUDY 7

Audit Engagement for TechNova Solutions Ltd.

Background Information:

TechNova Solutions Ltd. is a mid-sized technology company specializing in software
development and IT services. The company has been in operation for over a decade and
serves clients across various industries, including healthcare, finance, and retail. Due to its
rapid growth and expansion into international markets, the company’s financial transactions
have become increasingly complex. As part of regulatory compliance, TechNova Solutions
Ltd. engages an external audit firm, "Precision Auditors LLP," to conduct its annual statutory

audit.

Key Personnel Involved:

1. Ramesh Kumar: Senior Auditor at Precision Auditors LLP, leading the audit engagement

for TechNova Solutions Ltd.

2. Yogesh Patel: Junior Auditor assisting Ramesh in assessing risks and conducting

substantive procedures.

3. Mr. Anil Sharma: CFO of TechNova Solutions Ltd., responsible for providing all necessary

financial data and explanations during the audit process.

Audit Planning Phase

Ramesh Kumar, as the lead auditor, has prepared a detailed audit program for the
engagement. The program outlines the scope, objectives, timelines, and procedures to be
followed by the audit team. Given the complexity of TechNova's operations, Ramesh
emphasizes the importance of periodic reviews of the audit program to ensure its adequacy

and relevance throughout the engagement.

During the planning phase, Ramesh also identifies several areas of heightened risk:
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e Revenue Recognition: Due to TechNova's subscription-based revenue model, there is a
risk of improper recognition of revenue.

e Foreign Currency Transactions: With operations in multiple countries, foreign exchange
fluctuations pose significant risks.

e Inventory Valuation: The company maintains large inventories of hardware

components, which could be subject to obsolescence or misvaluation.

To address these risks, Ramesh assigns Yogesh Patel to focus on assessing audit risk using

the audit risk model.

Risk Assessment Phase

Yogesh conducts a thorough assessment of the risks associated with TechNova's financial

statements. He gathers the following information:

1. Inherent Risk (IR): Yogesh estimates inherent risk to be 80%, considering the complexity
of TechNova's business model and the susceptibility of certain accounts (e.g., revenue) to

material misstatements.

2. Control Risk (CR): Based on his evaluation of TechNova's internal controls, Yogesh
determines control risk to be 60%, as some deficiencies were identified in the company's

revenue recognition policies and inventory management systems.

3. Detection Risk (DR): To maintain an acceptable level of audit risk, Yogesh calculates that

detection risk must be limited to 25%.

Using this data, Yogesh applies the audit risk model to determine the overall audit risk.

Substantive Procedures Phase

During the substantive testing phase, Yogesh identifies discrepancies in the valuation of

TechNova's inventory. Specifically:

e The recorded value of inventory is Rs 5,000,000.
e Upon physical verification, Yogesh finds that obsolete items worth Rs 800,000 were not

written off.
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e Additionally, foreign currency translation errors resulted in an overstatement of Rs

300,000 in revenue.

Yogesh raises these issues with Mr. Anil Sharma, who agrees to adjust the financial

statements accordingly.

MCQ’s

Q-1 Periodic Review of the Audit Program

Ramesh is an experienced auditor working on the audit engagement for TechNova Solutions
Ltd. He has prepared a detailed audit program to guide the audit team throughout the
engagement. According to the principles of audit planning, what should Ramesh consider

regarding the periodic review of the audit program?

Options:

A. Periodic review of the audit program is unnecessary as it may introduce rigidity.

B. The audit program should be reviewed periodically to ensure its adequacy.

C. The audit program should never be updated once it is established.

D. The audit program should only be reviewed if there is a change in the audit team.

Ans- B) The audit program should be reviewed periodically to ensure its adequacy.

Explanation:

The periodic review of the audit program is essential to assess its adequacy and relevance in
obtaining the necessary knowledge and evidence about the client's transactions. In this
case, Ramesh has identified high-risk areas such as revenue recognition, foreign currency
transactions, and inventory valuation. Without periodic reviews, changes in TechNova's
business policies or operations (e.g., new revenue models or foreign currency exposure)
may not be adequately considered, potentially leading to negligence in the audit process.

Therefore, option B is the correct choice as it aligns with best audit practices.
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Q-2 Audit Risk Formula

Yogesh, an auditor, is conducting an audit engagement for TechNova Solutions Ltd. He is
considering how to assess audit risk effectively. Which formula accurately represents the

relationship between audit risk, inherent risk, control risk, and detection risk?

Options:

A) Audit risk = Risks of material misstatement x Control risk

B) Audit risk = Risks of material misstatement x Inherent risk

C) Audit risk = Inherent risk x Control risk x Detection risk

D) Audit risk = Inherent risk x Control risk + Detection risk

Ans- C) Audit risk = Inherent risk x Control risk x Detection risk

Explanation:

The correct formula that accurately represents the relationship between audit risk, inherent

risk, control risk, and detection risk is:

Audit risk = Inherent risk x Control risk x Detection risk

From the case study, we know:

e Inherent Risk (IR) =80% = 0.8
e Control Risk (CR) = 60% = 0.6
e Detection Risk (DR) = 25% = 0.25

Substituting these values into the formula:
Audit Risk =0.8 x 0.6 x 0.25=0.12 or 12%
This calculation demonstrates how the three components combine to determine the overall

audit risk. Therefore, option C is the correct answer.
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Q-3 Adjustments to Financial Statements

During the audit of TechNova Solutions Ltd., Yogesh identifies discrepancies in the valuation
of inventory and foreign currency translation. What adjustments should be made to the

financial statements to correct these errors?

Options:

A) Reduce inventory by Rs 800,000 and reduce revenue by Rs 300,000.

B) Increase inventory by Rs 800,000 and increase revenue by Rs 300,000.

C) Reduce inventory by Rs 800,000 and increase revenue by Rs 300,000.

D) No adjustments are required as the errors are immaterial.

Ans- A) Reduce inventory by Rs 800,000 and reduce revenue by Rs 300,000.

Explanation:

From the case study:

e Obsolete inventory worth Rs 800,000 was not written off, so inventory must be reduced
by this amount.
e Foreign currency translation errors resulted in an overstatement of revenue by Rs

300,000, so revenue must also be reduced by this amount.

These adjustments ensure that the financial statements present a true and fair view of

TechNova's financial position. Therefore, option A is the correct answer.

Q-4: Materiality Threshold
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Assume that the materiality threshold for TechNova Solutions Ltd. is set at 5% of net profit.
If the company's net profit before adjustments is Rs 10,000,000, are the identified errors

material?

Options:

A) Yes, both errors are material.

B) Only the inventory error is material.

C) Only the revenue error is material.

D) Neither error is material.

Ans- A) Yes, both errors are material.

Explanation:

Materiality threshold = 5% of net profit = 5% x Rs 10,000,000 = Rs 500,000.

e Inventory error = Rs 800,000 > Rs 500,000 - Material.
e Revenue error = Rs 300,000 < Rs 500,000 - Not material individually, but combined

errors exceed the threshold.

Since the total impact of the errors (Rs 800,000 + Rs 300,000 = Rs 1,100,000) exceeds the
materiality threshold, both errors are considered material. Therefore, option A is the correct

answer.

Q-5 Audit Opinion

After making the necessary adjustments, assume that no further significant issues are
identified during the audit. What type of audit opinion should Ramesh issue for TechNova

Solutions Ltd.?
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Options:

A) Adverse Opinion

B) Qualified Opinion

C) Unqualified Opinion

D) Disclaimer of Opinion

Ans- C) Unqualified Opinion

Explanation:

An unqualified opinion is issued when the financial statements are free from material
misstatements and present a true and fair view of the company's financial position. In this
case, after identifying and correcting the inventory and revenue errors, no further
significant issues remain. Therefore, Ramesh should issue an unqualified opinion. Option C is

the correct answer.

CASE STUDY 8

TechNova Innovations Ltd.

Background:

TechNova Innovations Ltd. is a mid-sized technology company specializing in developing
cutting-edge software solutions for the healthcare industry. The company has been in
operation for over a decade and recently embarked on a new project to develop an Al-
powered diagnostic tool called "MediScan." This project involves significant research and
development (R&D) efforts, with expenditures incurred during both the research and

development phases.

The finance team at TechNova, led by Chief Financial Officer (CFO) Mr. Rajiv Sharma, is

responsible for ensuring compliance with accounting standards and preparing financial
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statements. The audit team, led by Senior Auditor Ms. Anjali Kapoor, is conducting an audit
of the company's financial statements for the fiscal year ending March 31, 2023. During the
audit, several questions arise regarding the treatment of expenditures related to the

MediScan project and the reliability of data used for analytical procedures.

Key Details of the Case:

1. Project Overview:

e Research Phase: TechNova spent Rs 50 lakhs on market research, feasibility studies, and
initial concept development for MediScan from April 2022 to September 2022.

e Development Phase: From October 2022 to March 2023, the company incurred Rs 80
lakhs on coding, testing, and refining the Al algorithms. These activities meet the
criteria for capitalization as per Accounting Standard (AS) 26.

e Expected Benefits: The Company expects MediScan to generate significant revenue

starting from FY 2024-25.

2. Analytical Procedures:

e During the audit, Ms. Anjali Kapoor uses substantive analytical procedures to verify the
accuracy of the financial statements. She relies on internal and external data sources,
including:

o Internal Data: Monthly expense reports prepared by the finance team.
o External Data: Industry benchmarks obtained from independent market research
firms.

e The finance team maintains robust controls over the preparation of internal reports,

ensuring completeness, accuracy, and validity.

3. Audit Findings:

e Ms. Kapoor identifies discrepancies in the comparability of internal and external data
due to differences in reporting periods.

e She also notes that some internal reports include irrelevant information, such as
aspirational goals for future projects, which are not directly related to the current

financial statements.
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MCQ’s

Q-1 Which of the following factors is NOT relevant when determining the reliability of data

for designing substantive analytical procedures?

Options:

A) Source of the information available, such as whether it comes from independent sources

outside the entity.

B) Comparability of the information with other data, considering if it needs to be adjusted to

be comparable.

C) Nature and Irrelevance of the information, such as whether it represents expected results

or goals.

D) Controls over the preparation of the information that are designed to ensure its

completeness, accuracy, and validity.

Ans- C) Nature and Irrelevance of the information, such as whether it represents expected

results or goals.

Explanation:

To assess the reliability of data for substantive analytical procedures, relevant factors

include:

e Source of Information: Internal data from the finance team and external benchmarks
from independent market research firms are both considered reliable if they come from
credible sources.

e Comparability: Adjustments may be required to align internal and external data due to
differences in reporting periods.

e Controls over Preparation: The finance team’s robust controls ensure the completeness,

accuracy, and validity of internal reports.

Option C introduces "irrelevance," which is not a valid factor in determining data reliability.

The correct consideration is the "Nature and relevance" of the information. Irrelevant data,
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such as aspirational goals, does not contribute to the reliability of data for analytical

procedures.

Q-2 The following expenditure should not be capitalized with respect to the intangible

assets:

Options:

(a) Expenditure during Development Phase.

(b) Expenditure during Research Phase.

(c) None of the above.

(d) Botha & b.

Ans- (b) Expenditure during Research Phase

Explanation:

As per AS 26:

e Research Phase Expenditure: Expenditures incurred during the research phase, such as
Rs 50 lakhs spent on market research and feasibility studies, cannot be capitalized.
These costs are expensed as incurred because there is no certainty of future economic
benefits.

e Development Phase Expenditure: Expenditures during the development phase can be
capitalized if specific criteria are met. In this case, Rs 80 lakhs spent on coding, testing,

and refining the Al algorithms meets the criteria for capitalization.

Thus, only the expenditure during the research phase should not be capitalized.

Q-3 What is the total amount of expenditure that should be capitalized for the MediScan
project as of March 31, 2023?
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Options:

(a) Rs 50 lakhs

(b) Rs 80 lakhs

(c) Rs 130 lakhs

(d)RsO

Ans- (b) Rs 80 lakhs

Explanation:

e Research Phase Expenditure (Rs 50 lakhs): As discussed earlier, these costs are
expensed as incurred and cannot be capitalized.

e Development Phase Expenditure (Rs 80 lakhs): These costs meet the criteria for
capitalization under AS 26 and are therefore included in the balance sheet as part of the

intangible asset.

Thus, the total capitalized expenditure is Rs 80 lakhs.

Q-4 Which of the following best describes the role of controls over the preparation of

internal data in ensuring reliability for analytical procedures?

(a) Controls ensure that data is sourced from external parties only.

(b) Controls ensure the completeness, accuracy, and validity of the data.

(c) Controls eliminate the need for comparability adjustments.

(d) Controls focus solely on the relevance of aspirational goals.

Ans- (b) Controls ensure the completeness, accuracy, and validity of the data.

Explanation:
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Robust controls over the preparation of internal data play a critical role in ensuring its

reliability for analytical procedures. These controls:

e Ensure completeness, meaning all relevant transactions are recorded.
e Ensure accuracy, meaning the data reflects true values without errors.

e Ensure validity, meaning the data is appropriate for the intended purpose.

Options A, C, and D are incorrect because:

e Option A incorrectly states that controls require data to come only from external
parties.

e Option C falsely claims that controls eliminate the need for comparability adjustments.

e Option D incorrectly focuses on aspirational goals, which are irrelevant for analytical

procedures.

Q-5: Why must adjustments be made to align internal and external data in this case?

Options:

(a) Because internal data includes irrelevant aspirational goals.

(b) Because external data is always more reliable than internal data.

(c) Because differences in reporting periods affect comparability.

(d) Because controls over internal data are insufficient.

Ans- (c) Because differences in reporting periods affect comparability.

Explanation:

In this case, discrepancies between internal and external data arise due to differences in

reporting periods. For example:

e Internal monthly expense reports may not align with annual benchmarks provided by

external market research firms.
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e To ensure comparability, adjustments must be made to reconcile these differences.

Options A, B, and D are incorrect because:

e Option A incorrectly attributes the issue to irrelevant goals, which do not affect
comparability.
e Option B falsely assumes that external data is inherently more reliable.

e Option D incorrectly blames insufficient controls, which are robust in this case.

CASE STUDY 9

Audit of Potter Ltd. and Rowling Ltd.

Background Information:

Potter Ltd. is a mid-sized manufacturing company that specializes in producing high-quality
ceramic products. It has been in operation for over 15 years and has consistently shown
strong financial performance. The company is currently planning to expand its production
capacity by setting up a new plant, which requires significant capital investment. To fund
this expansion, Potter Ltd. has applied for a loan from Gringotts Bank, which has granted

"in-principle" approval for the loan.

Rowling Ltd., the parent company of Potter Ltd., is a large conglomerate with diversified
interests in manufacturing, real estate, and technology. Rowling Ltd. holds a 70% stake in
Potter Ltd. Due to its size and complexity, Rowling Ltd. faces stringent regulatory scrutiny,
including recent search and seizure operations initiated by the Income Tax Department. The
Central Government has also requested specific information regarding the financials of
Rowling Ltd. and its subsidiaries, including Potter Ltd., to assess compliance with certain

statutory requirements.

CA. Harry is the statutory auditor of Potter Ltd., while CA. Bean serves as the statutory
auditor of Rowling Ltd. Both auditors are governed by the Standards on Auditing (SAs),
particularly SA 230 "Audit Documentation," which outlines the requirements for maintaining

audit documentation.
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MCQ 1: Factors Affecting Form, Content, and Extent of Audit Documentation

Question: Which of the following does not affect the form, content, and extent of audit

documentation?

Options:

(a) Size and complexity of the entity

(b) Nature of the audit team who will perform the audit

(c) Identified Risk of material misstatement

(d) Audit methodology and tools to be used

Ans-

To answer this question, we need to refer to SA 230, which specifies the factors influencing

the form, content, and extent of audit documentation.

(a) Size and complexity of the entity: Larger and more complex entities require more
detailed documentation to address their intricate operations and risks. This factor directly

affects audit documentation.

(b) Nature of the audit team who will perform the audit: While the skills and experience of
the audit team are critical for conducting the audit effectively, they do not directly influence
the requirements for audit documentation. The documentation must meet professional

standards regardless of the team's composition.

(c) Identified Risk of material misstatement: Higher risk areas necessitate more thorough

documentation to ensure that the auditor has adequately addressed these risks.

(d) Audit methodology and tools to be used: Different methodologies and tools may require

varying types and levels of documentation.
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Thus, the correct answer is (b) Nature of the audit team who will perform the audit, as it

does not directly affect the form, content, or extent of documentation.

MCQ 2: Evaluation of Going Concern Assumption

Question: CA X is nearing completion of audit procedures during the course of an audit of a
company. He has found nothing unusual so far. The company is earning handsome profits
since last many years and has little debt burden. It is also in the process of expanding its
business by taking a loan from a bank, which has granted "in-principle" approval for lending
money to the company. Which of the following statements is most appropriate in evaluating

the going concern assumption being followed by management?

(a) Appropriateness of management’s assessment in relation to the going concern
assumption may be made by the auditor without performing detailed evaluation

procedures.

(b) Appropriateness of management’s assessment in relation to the going concern

assumption would be made by the auditor by performing detailed evaluation procedures.

(c) Appropriateness of the going concern assumption would be made by the auditor directly

by skipping management’s assessment.

(d) Appropriateness of the going concern assumption would be made by the auditor by

necessarily examining cash flow forecasts.

Ans-

Based on the case study:

e Potter Ltd. has been consistently profitable, has low debt, and has secured "in-
principle" approval for a loan to fund its expansion. These factors indicate no apparent

threats to the going concern assumption.
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e SA 570 "Going Concern" states that if there are no indications of significant doubt about
the entity's ability to continue as a going concern, the auditor may rely on

management's assessment without performing detailed evaluation procedures.

Given the absence of any unusual findings or red flags, the auditor can conclude that the

going concern assumption is appropriate without extensive procedures.

Thus, the correct answer is (a) Appropriateness of management’s assessment in relation to
the going concern assumption may be made by the auditor without performing detailed

evaluation procedures.

MCQ 3: Sharing of Audit Working Papers

Question: The auditor of Rowling Ltd. (parent company) has requested CA. Harry, the
auditor of Potter Ltd. (subsidiary), to share the working papers of Potter Ltd. for
commenting on a requirement of the Central Government. According to SA 230, which of

the following is true regarding sharing audit working papers?

Options:

(a) Audit working papers cannot be shared under any circumstances.

(b) Audit working papers can be shared only with the permission of the client.

(c) Audit working papers can be shared only with the permission of the Central Government.

(d) Audit working papers can be shared freely as they are public documents.

Ans-

SA 230 emphasizes that audit working papers are the property of the auditor but contain

confidential information belonging to the client. Therefore:

e Sharing audit working papers requires the client's consent unless mandated by law or

regulatory authority.
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e In this case, the request comes from the auditor of the parent company for a Central
Government requirement. However, CA. Harry must obtain permission from Potter Ltd.

before sharing the working papers.

Thus, the correct answer is (b) Audit working papers can be shared only with the permission

of the client.

MCQ 4: Disclosure of Audit Working Papers to Regulatory Authorities

Question: CA. Bean, the auditor of Rowling Ltd., was asked by the Income Tax Department
to provide the working papers of the company on the directions and permission of CIT (A).

According to SA 230, which of the following is true?

Options:

(a) The auditor must refuse to share the working papers as they are confidential.

(b) The auditor must share the working papers only if the client consents.

(c) The auditor must share the working papers if required by law or regulatory authority.

(d) The auditor must destroy the working papers to avoid disclosure.

Ans-

SA 230 allows for the disclosure of audit working papers under specific circumstances:

e If required by law or a regulatory authority, the auditor must comply with such
requests.
e In this case, the CIT (A) has directed CA. Bean to provide the working papers, which

constitutes a legal obligation.

Thus, the correct answer is (c) The auditor must share the working papers if required by law

or regulatory authority.
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MCQ 5: Retention Period of Audit Documentation

Question: According to SA 230, what is the minimum retention period for audit

documentation?

Options:

(a) 3 years from the date of the auditor’s report

(b) 5 years from the date of the auditor’s report

(c) 7 years from the date of the auditor’s report

(d) Indefinitely

Ans-

SA 230 mandates that audit documentation must be retained for a minimum period of 5
years from the date of the auditor’s report. This ensures that sufficient records are available

for review, inspection, or investigation purposes.

Thus, the correct answer is (b) 5 years from the date of the auditor’s report.

CASE STUDY 10

XYZ Corporation and Local Government Grants

Background Information:

XYZ Corporation is a leading manufacturing company in India, specializing in the production
of heavy machinery. The company operates in multiple states and has recently expanded its
operations to include partnerships with local government bodies for infrastructure
development projects. The company’s financial year ends on March 31st, and its auditor,

Mr. Y, has been appointed to conduct the audit for the fiscal year 2022-23.
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The company has also received various grants from state administrations to support its

collaboration with local bodies. These grants are crucial for funding specific projects and

compensating for revenue losses incurred due to changes in taxation policies.

Financial and Operational Details:

1. Financial Statements of XYZ Corporation:

Revenue for FY 2022-23: Rs 500 crore

Net Profit: Rs 75 crore

Total Assets: Rs 1,200 crore

Liabilities: Rs 400 crore

A significant portion of the revenue (Rs 100 crore) comes from contracts with local
governments.

During the audit, no material misstatements were identified in the financial statements.

2. Grants Received by XYZ Corporation:

General Purpose Grants: Rs 20 crore, used for overall operational expenses.

Specific Purpose Grants: Rs 30 crore, allocated for building roads and bridges.

Statutory and Compensatory Grants: Rs 15 crore, received as compensation for the loss
of property tax revenue when the state government took over this tax collection from
local bodies.

Performance-Based Grants: Rs 10 crore, awarded based on achieving milestones in

infrastructure projects.

3. Audit Report:

Auditor Mr. Y has formed an unmodified opinion on the financial statements.

However, during the audit, Mr. Y noted that certain disclosures related to the statutory
and compensatory grants were not adequately highlighted in the notes to the financial
statements. He considered adding an Emphasis of Matter Paragraph to draw attention

to these disclosures.

4. Local Government Context:
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e The state government introduced a new policy in FY 2022-23 where it took over the
collection of property taxes from local bodies. This led to a revenue loss for local
governments, which was compensated through statutory and compensatory grants.

e XYZ Corporation partnered with several local bodies to execute infrastructure projects

funded by these grants.

MCQ’s

Q-1 Auditor Y has formed an unmodified opinion on the financial statements of XYZ
Corporation. According to SA 706 (Revised), what is the primary objective of the auditor

when considering the inclusion of an Emphasis of Matter Paragraph in the auditor's report?

Options:

A) To highlight any material misstatements identified during the audit.

B) To draw users' attention to matters that are fundamental to their understanding of the

financial statements.

C) To emphasize the auditor's independence and ethical responsibilities.

D) To provide additional information about the entity's management team.

Ans- B) To draw users' attention to matters that are fundamental to their understanding of

the financial statements.

Explanation:

According to SA 706 (Revised), an Emphasis of Matter Paragraph is included in the auditor's
report to highlight matters that are already disclosed in the financial statements but are
considered fundamental to users' understanding. In this case, the statutory and
compensatory grants received by XYZ Corporation are crucial for understanding the financial
position and performance of the company. Since these disclosures were not adequately
highlighted in the notes, Mr. Y considered adding this paragraph to ensure users are aware

of their significance.
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Q-2 In the context of grants received by local bodies from the state administration, which
type of grant is intended to compensate local bodies for revenue loss when a tax is taken

over by the state government from the local government?

Options:

A) General purpose grants

B) Specific purpose grants

C) Statutory and compensatory grants

D) Performance-based grants

Ans- C) Statutory and compensatory grants

Explanation:

As per the case study, the state government introduced a policy where it took over the
collection of property taxes from local bodies. This resulted in a revenue loss for local
governments, which was compensated through statutory and compensatory grants. XYZ
Corporation received Rs 15 crore under this category to offset the impact of the policy

change. Therefore, option C is correct.

Q-3 XYZ Corporation received Rs 30 crore as a specific purpose grant during FY 2022-23.

Which of the following best describes the use of such grants?

Options:

A) They are unrestricted and can be used for general operational expenses.

B) They are restricted to specific projects or activities as defined by the grantor.

C) They are awarded based on the performance of the recipient.

D) They are provided as compensation for revenue losses due to policy changes.
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Ans- B) They are restricted to specific projects or activities as defined by the grantor.

Explanation:

Specific purpose grants are allocated for designated projects or activities. In this case, the Rs
30 crore received by XYZ Corporation was specifically earmarked for building roads and
bridges. These grants cannot be used for general purposes unless explicitly permitted by the

grantor. Hence, option B is correct.

Q-4 If XYZ Corporation had not received the statutory and compensatory grants of Rs 15

crore, what would have been the impact on its net profit for FY 2022-23?

Options:

A) Net profit would have increased by Rs 15 crore.

B) Net profit would have decreased by Rs 15 crore.

C) Net profit would have remained unchanged.

D) Net profit would have decreased by Rs 30 crore.

Ans- B) Net profit would have decreased by Rs 15 crore.

Explanation:

The statutory and compensatory grants of Rs 15 crore directly contributed to the company’s
revenue. If these grants were not received, the revenue would have decreased by Rs 15
crore, leading to a corresponding decrease in net profit (assuming no other changes).

Therefore, the correct answer is option B.

Q-5 Which of the following statements is true regarding the auditor's responsibility in

relation to the grants received by XYZ Corporation?
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Options:

A) The auditor must verify that all grants are utilized for their intended purposes.

B) The auditor is only responsible for ensuring that grants are disclosed in the financial

statements.

C) The auditor must assess whether the grants are material and appropriately classified.

D) The auditor has no responsibility to review grants as they are external funds.

Ans- C) The auditor must assess whether the grants are material and appropriately

classified.

Explanation:

The auditor’s responsibility includes assessing whether the grants are material to the
financial statements and whether they are appropriately classified and disclosed. For
example, the statutory and compensatory grants must be correctly categorized and
disclosed in the notes. While verifying utilization is typically the responsibility of
management, the auditor ensures compliance with accounting standards. Hence, option Cis

correct.

Conclusion: This case study provides a comprehensive overview of XYZ Corporation’s
financial operations, including its reliance on grants from state administrations. By analyzing
the data and applying relevant auditing and accounting principles, users can confidently

solve the MCQs while understanding the interconnections between the questions.

CASE STUDY 11

ABC & Co. — Statutory Audit of XYZ Bank Ltd.

Background Information:
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ABC & Co., a 15-year-old Chartered Accountant firm, has been appointed as the Statutory
Auditors for one of the major branches of XYZ Bank Ltd., a Public Sector Bank. The
appointment was made following the proper procedure for auditor appointments under the

Companies Act, 2013, and relevant banking regulations.

The Engagement Partner, CA Anil Sharma, leads the audit team and holds discussions with
his engagement team to plan, initiate, and conclude the statutory bank audit. He
emphasizes the importance of these discussions to ensure compliance with auditing
standards and regulatory requirements. Additionally, CA Anil discusses the professional
remuneration for this assignment with other partners in the firm, as determined by the

Reserve Bank of India (RBI) in consultation with the Central Government.

During the audit process, the engagement team encounters two significant issues:

1. Fraud Detection: The team identifies a suspected fraud involving an amount of INR 3
crores at the Bank branch. They report this to the Bank’s Board of Directors (BOD).

However, they receive no response from the BOD despite repeated follow-ups.

2. Loan Classification Issues: The team observes that over 75% of the Bank Branch’s
advances consist of Real Estate Loans. Furthermore, more than 85% of the remaining
advances are overdue between 91 to 120 days but have not been categorized as Non-

Performing Assets (NPAs) as per RBI guidelines.

Upon concluding the audit, the team prepares various reports, including the Statutory

Report and the Long Form Audit Report (LFAR), as required under banking regulations.

MCQ 1: Professional Remuneration

Question: As per CA Anil’s discussions with other partners of the firm, their Professional

Remuneration for the assignment is determined by:

(a) The Shareholders of the Bank at their AGM.

(b) The Reserve Bank of India in consultation with the Central Government.

(c) The Bank through its Board of Directors.
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(d) The Central Government.

Ans- (b) The Reserve Bank of India in consultation with the Central Government.

Explanation:

For statutory audits of public sector banks, the professional remuneration is standardized
and determined by the Reserve Bank of India (RBI) in consultation with the Central
Government. This ensures uniformity and fairness across all public sector banks. The
shareholders or the Bank’s Board of Directors do not have discretion in setting the auditor’s

remuneration in such cases.

MCQ 2: Disclosure of Confidential Information

Question: Under which of the following circumstances can a professional accountant

disclose confidential information acquired during a professional engagement?

(a) Only when the client or employer gives verbal consent.

(b) When required by law or when there is a professional duty or right to disclose, as long as

it is not prohibited by law.

(c) Confidential information can never be disclosed under any circumstances.

(d) When the accountant believes it is in the best interest of the public to disclose, without

needing legal or client consent.

Ans- (b) When required by law or when there is a professional duty or right to disclose, as

long as it is not prohibited by law.

Explanation:

According to the Code of Ethics for Chartered Accountants, confidential information

acquired during a professional engagement cannot be disclosed unless:

1. Required by law (e.g., reporting suspected fraud to regulatory authorities).
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2. Permitted by law with authorization from the client or employer.

3. There is a professional duty or right to disclose, provided it is not prohibited by law.

In the case study, the engagement team reported the suspected fraud to the Bank’s Board
of Directors as part of their legal obligation. If the BOD fails to act, the auditors may escalate

the matter further to the appropriate regulatory authority, as required by law.

MCQ 3: Reporting Suspected Fraud

Question: After detecting a suspected fraud involving INR 3 crores, the engagement team
reports it to the Bank’s Board of Directors (BOD). However, they receive no response from

the BOD. What should the auditors do next?

Options:

(a) Ignore the issue since the BOD has not responded.

(b) Report the matter to the Reserve Bank of India (RBI) or other appropriate regulatory

authority.

(c) Wait indefinitely for a response from the BOD before taking any further action.

(d) Resign from the audit assignment citing non-cooperation from the BOD.

Ans- (b) Report the matter to the Reserve Bank of India (RBI) or other appropriate

regulatory authority.

Explanation:

As per the Companies Act, 2013, and the Institute of Chartered Accountants of India (ICAI)
guidelines, auditors have a legal and professional duty to report suspected frauds to the
appropriate authorities if the management or Board of Directors fails to take corrective
action. In this case, since the BOD did not respond, the auditors must escalate the matter to

the RBI or another relevant regulatory authority to fulfill their obligations.
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MCQ 4: Loan Classification Issue

Question: The audit team finds that over 75% of the Bank Branch’s advances consist of Real
Estate Loans, and more than 85% of the remaining advances are overdue between 91 to 120

days but have not been categorized as NPAs. What should the auditors do in this situation?

Options:

(a) Accept the Bank’s classification of loans as it is their internal policy.

(b) Highlight the issue in the Long Form Audit Report (LFAR) and recommend corrective

action.

(c) Ignore the issue since loan classification is the responsibility of the Bank’s management.

(d) Advise the Bank to write off all overdue loans immediately.

Ans- (b) Highlight the issue in the Long Form Audit Report (LFAR) and recommend corrective

action.

Explanation:

Auditors are responsible for ensuring compliance with applicable laws and regulations,
including RBI guidelines on loan classification. Overdue loans between 91 to 120 days must
be classified as Doubtful Assets or NPAs as per RBI norms. Since the Bank has not
categorized these loans correctly, the auditors must highlight the issue in the LFAR and

recommend corrective action to align with regulatory requirements.

MCQ 5: Types of Reports Issued

Question: At the conclusion of the audit, which of the following reports are issued by the

auditors?

Options:
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(a) Only the Statutory Report.

(b) Both the Statutory Report and the Long Form Audit Report (LFAR).

(c) Only the Internal Audit Report.

(d) A Special Audit Report submitted directly to the Central Government.

Ans- (b) Both the Statutory Report and the Long Form Audit Report (LFAR).

Explanation:

For statutory audits of banks, auditors are required to issue two primary reports:

1. Statutory Report: This report provides an opinion on the financial statements of the Bank.

2. Long Form Audit Report (LFAR): This detailed report includes observations on compliance

with RBI guidelines, internal controls, and other regulatory requirements.

In the case study, CA Anil Sharma informs the engagement team about the need to prepare

both the Statutory Report and the LFAR after completing the audit.

Summary: This case study provides a comprehensive overview of the statutory audit
process conducted by ABC & Co. for XYZ Bank Ltd. It highlights key aspects such as
professional remuneration, confidentiality, fraud detection, loan classification, and
reporting requirements. By addressing these elements, the case study ensures that users

can solve the MCQs accurately based on the provided information.

CASE STUDY 12

Audit and Review of AlphaTech Solutions Ltd.

Background:
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AlphaTech Solutions Ltd. is a mid-sized IT services company based in Mumbai, India. The
company specializes in providing software development, cloud solutions, and cyber security
services to clients across various industries. For the financial year ending March 31, 2023,
the company's management prepared its financial statements, which include a Profit before
Tax (PBT) of Rs 5 lakhs. The financial statements also reflect a depreciation expense of Rs 10
lakhs on the company's building as per the Schedule of Property, Plant, and Equipment
(PPE).

The company appointed Mr. Arjun Verma, a certified chartered accountant, as the external
auditor for the financial year 2022-23. Mr. Verma conducted an audit of the financial
statements to ensure compliance with applicable accounting standards and regulations.
During the audit, Mr. Verma identified discrepancies in the computation of depreciation on
the building. He determined that the correct depreciation amount should have been Rs 25

lakhs instead of Rs 10 lakhs.

Additionally, the company's CFO, Ms. Priya Sharma, requested Mr. Verma to conduct a
review engagement for the interim financial statements for the quarter ending December
31, 2022. This was intended to provide limited assurance to the board of directors before

the annual audit.

MCQ’s

Q-1: What is the key difference between an audit and a review in the context of financial

statements?

Options:

a) An audit provides limited assurance, while a review provides reasonable assurance.

b) An audit provides reasonable assurance, while a review provides limited assurance.

c) An audit and a review provide the same level of assurance.

d) An audit involves fewer procedures compared to a review.

Ans- b) An audit provides reasonable assurance, while a review provides limited assurance.
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Explanation:

An audit is a comprehensive examination of financial statements designed to provide a high
level of assurance (reasonable assurance) that the financial statements are free from
material misstatement. It involves extensive procedures such as verification of records,
testing, and evaluating internal controls. In contrast, a review is less rigorous and provides
only limited assurance. It primarily involves inquiry and analytical review rather than

detailed testing.

In this case, Mr. Arjun Verma conducted an audit for the financial year ending March 31,
2023, to provide reasonable assurance, while he conducted a review for the interim
financial statements for the quarter ending December 31, 2022, to provide limited

assurance.

Q-2 During the course of the audit of AlphaTech Solutions Ltd., it is noticed by Mr. Arjun
Verma that the Profit before Tax (PBT) of the company is Rs 5 lakhs. The depreciation on the
building reflected in the Schedule of PPE forming part of the financial statements has been
computed as Rs 10 lakhs. However, according to Mr. Verma, the correct depreciation should

be Rs 25 lakhs. The above description as a whole is an example of ?

Options:

(a) Misstatement

(b) Assertion

(c) Sampling method

(d) Audit risk

Ans- (a) Misstatement

Explanation:
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A misstatement refers to an error or omission in the financial statements that causes them
to be materially incorrect. In this case, the depreciation expense on the building is
understated by Rs 15 lakhs (Rs 25 lakhs - Rs 10 lakhs). This discrepancy results in an
overstatement of profit before tax (PBT) by the same amount, leading to inaccurate

financial reporting.

Working:

Correct Depreciation = Rs 25 lakhs

Recorded Depreciation = Rs 10 lakhs

Difference = Rs 25 lakhs - Rs 10 lakhs = Rs 15 lakhs

Since depreciation is an expense, understating it by Rs 15 lakhs increases the PBT from Rs 5
lakhs to Rs 20 lakhs (Rs 5 lakhs + Rs 15 lakhs). This discrepancy is a clear example of a

misstatement in the financial statements.

Q-3 If the correct depreciation of Rs 25 lakhs is considered, what would be the revised Profit

before Tax (PBT) for AlphaTech Solutions Ltd.?

Options:

(a) Rs 5 lakhs

(b) Rs 20 lakhs

(c) Rs (-10) lakhs

(d) Rs (-5) lakhs

Ans- (c) Rs (-10) lakhs

Explanation:
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To calculate the revised PBT, we need to adjust the recorded PBT by the difference in

depreciation.

Working:

Recorded PBT = Rs 5 lakhs

Understated Depreciation = Rs 15 lakhs

Revised PBT = Recorded PBT - Understated Depreciation

Revised PBT = Rs 5 lakhs - Rs 15 lakhs = Rs (-10) lakhs

Thus, the revised PBT would be a loss of Rs 10 lakhs if the correct depreciation is considered.

Q-4 Which of the following best describes the role of Mr. Arjun Verma during the audit of
AlphaTech Solutions Ltd.?

Options:

(a) To prepare the financial statements

(b) To ensure compliance with accounting standards and detect material misstatements

(c) To manage the company's.internal controls

(d) To assist the CFO in preparing interim financial statements

Ans- (b) To ensure compliance with accounting standards and detect material

misstatements

Explanation:

The primary role of an auditor is to examine the financial statements and ensure they
comply with applicable accounting standards and regulations. The auditor also identifies
material misstatements, whether due to errors or fraud, and provides an opinion on the

fairness of the financial statements.
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In this case, Mr. Arjun Verma identified a material misstatement in the depreciation
calculation and highlighted it to the management. His role was not to prepare the financial
statements (which is the responsibility of the company's management) or to manage
internal controls but to independently verify the accuracy and fairness of the financial

statements.

Q-5: If the board of directors of AlphaTech Solutions Ltd. decides to rely solely on the review
engagement conducted by Mr. Arjun Verma for the quarter ending December 31, 2022,

what level of assurance can they expect?

Options:

(a) High level of assurance

(b) Reasonable assurance

(c) Limited assurance

(d) Absolute assurance

Ans- (c) Limited assurance

Explanation:

A review engagement provides limited assurance, which is significantly lower than the
reasonable assurance provided by an audit. A review involves inquiry and analytical

procedures but does not include detailed testing or verification of records.

In this case, the board of directors can expect limited assurance from the review
engagement conducted by Mr. Arjun Verma for the quarter ending December 31, 2022. This
means that while the review may identify significant issues, it does not guarantee the

absence of material misstatements.
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CASE STUDY 13

Audit Engagement at ABC Electronics Ltd.

Background:

ABC Electronics Ltd. is a mid-sized electronics manufacturing company based in Mumbai,
India. The company specializes in producing consumer electronics such as smartphones,
smartwatches, and home appliances. It has been listed on the Bombay Stock Exchange (BSE)
for the past five years. The company’s annual turnover for the financial year 2022-23 was Rs

500 crores, with a net profit of Rs 40 crores.

Prachi Mehta, a seasoned auditor with over 15 years of experience, has been assigned to
lead the audit engagement for ABC Electronics Ltd. for the financial year 2022-23. Prachi is
part of PQR & Co., a reputed audit firm known for its meticulous approach to audits. The
audit team consists of four members, including Prachi, who will be responsible for planning,

executing, and finalizing the audit.

Key Details from the Case Study:

1. Audit Objective:

The primary objective of the audit is to express an opinion on whether the financial
statements of ABC Electronics Ltd. are free from material misstatements and comply with

Indian Accounting Standards (Ind AS).

2. Critical Areas ldentified During Planning:

e Revenue Recognition: The company has recently introduced a new sales policy that
allows customers to return products within 30 days. This has raised concerns about
potential revenue overstatement.

e Inventory Valuation: The company holds inventory worth Rs 120 crores, which includes
slow-moving items. There is a risk of inventory obsolescence.

e Accounts Receivable: The accounts receivable balance is Rs 80 crores, with a significant

portion being overdue by more than 90 days.
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3. Audit Procedures Planned:

e Revenue Testing: A sample of 50 customer invoices will be selected to verify compliance
with the new sales policy.

e Inventory Sampling: A random sample of 200 inventory items will be physically verified
to ensure proper valuation.

e Receivables Confirmation: Positive confirmations will be sent to 30 key customers

whose balances exceed Rs 1 crore each.
4. Sampling Methodology:

e For revenue testing, systematic sampling will be used.
e For inventory verification, stratified sampling will be applied, with strata based on
inventory categories (e.g., raw materials, work-in-progress, finished goods).

e For receivables confirmation, random sampling will be employed.
5. Audit Risk Assessment:

e Inherent Risk: High due to the complexity of revenue recognition policies.
e Control Risk: Moderate, as internal controls are documented but not consistently
enforced.

e Detection Risk: Low, as the audit team plans extensive substantive procedures.
MCQ’s

Q-1 Why is planning an audit necessary for Prachi and her team at PQR & Co. while auditing

ABC Electronics Ltd.?
Options:
A. Planning an audit is not necessary; auditors can perform the audit without it.

B. Planning an audit is necessary to meet regulatory requirements but offers no other

benefits.
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C. Planning an audit is essential as it ensures an effective and efficient audit process and

helps reduce audit risk.

D. Planning an audit is only necessary for large companies, not for smaller ones.

Ans- C) Planning an audit is essential as it ensures an effective and efficient audit process

and helps reduce audit risk.

Explanation:

Planning is a critical step in any audit engagement. In this case, Prachi identified critical
areas such as revenue recognition, inventory valuation, and accounts receivable during the
planning phase. By focusing on these areas, the audit team can allocate resources
effectively, identify potential risks, and design appropriate audit procedures. For example,
the decision to use systematic sampling for revenue testing and stratified sampling for
inventory verification was made during the planning stage. This ensures that the audit is
conducted efficiently and reduces the likelihood of missing material misstatements, thereby

lowering audit risk.

Q-2 Which of the following best defines a "sampling unit" in the context of the audit of ABC

Electronics Ltd.?

Options:

A) The total number of items in a population.

B) The individual items that are selected and audited to draw conclusions about the entire

population.

C) The entire population from which a sample is drawn.

D) The method used to select a sample from the population.

Ans- B) The individual items that are selected and audited to draw conclusions about the

entire population.
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Explanation:

In the case study, the audit team plans to test a sample of 50 customer invoices for revenue
recognition. Each invoice represents a "sampling unit." Similarly, for inventory verification,
each inventory item selected for physical verification is a sampling unit. These individual
units are examined to make inferences about the entire population (e.g., all customer
invoices or all inventory items). Options A, C, and D are incorrect because they refer to the
population size, the entire population, and the sampling method, respectively, none of

which define a sampling unit.

Q-3 What is the most appropriate sampling method for verifying the valuation of inventory

at ABC Electronics Ltd.?

A) Random Sampling

B) Systematic Sampling

C) Stratified Sampling

D) Block Sampling

Ans- C) Stratified Sampling

Explanation:

The case study mentions that the inventory is valued at Rs 120 crores and includes different
categories such as raw materials, work-in-progress, and finished goods. Stratified sampling
is the most appropriate method here because it divides the population into distinct strata
(categories) and selects samples from each stratum. This ensures that all inventory
categories are adequately represented in the sample. Random sampling (Option A) does not
account for the differences between categories, while systematic sampling (Option B) and

block sampling (Option D) are less suitable for heterogeneous populations like inventory.
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Q-4 Based on the information provided, what is the detection risk for the audit of ABC

Electronics Ltd.?

Options:

A) High

B) Moderate

C) Low

D) Cannot be determined

Ans-C) Low

Explanation:

Detection risk refers to the risk that the auditor’s procedures will fail to detect a material
misstatement. In this case, the audit team plans extensive substantive procedures, such as
testing 50 customer invoices, verifying 200 inventory items, and sending positive
confirmations to 30 key customers. These detailed procedures indicate that the detection
risk is low. Additionally, the inherent risk is high, and the control risk is moderate, which

further justifies the need for a low detection risk to compensate for the overall audit risk.

Q-5 If the total population of customer invoices for ABC Electronics Ltd. is 500, and the audit
team decides to use systematic sampling to select 50 invoices, what is the sampling

interval?

Options:

A)5

B) 10

C) 20
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D) 25
Ans-B) 10
Explanation:

The sampling interval is calculated using the formula:

Sampling Interval= T2 opulation
PINg - Sample Size

Here, the total population of customer invoices is 500, and the sample size is 50.

Substituting the values:

Sampling Interval= 55% =10
Thus, the audit team will select every 10th invoice from the population after determining a

random starting point.

Conclusion: This case study demonstrates how planning, sampling, and risk assessment are
integral to an audit engagement. By understanding the specific needs of ABC Electronics
Ltd., Prachi and her team can execute a thorough and effective audit, ensuring compliance

with standards and minimizing audit risk.

CASE STUDY 14
Audit Engagement of ABC Corp. for the Year Ended March 31, 2024

ABC Corp. is a publicly listed company operating in the manufacturing sector. The company
has appointed Mr. John, a certified public accountant (CPA) and independent auditor, to
perform an audit of its financial statements for the year ended March 31, 2024. The
financial statements have been prepared by the company's management under the

leadership of Mr. David, the Chief Financial Officer (CFO). These financial statements will be
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used by various stakeholders, including shareholders, creditors, and regulators, to make

informed decisions.

Mr. John leads an engagement team consisting of three members: Ms. Sarah (a senior
auditor with 8 years of experience), Mr. Alex (a junior auditor with 2 years of experience),
and Ms. Emma (an intern pursuing her CPA certification). The audit engagement began on

April 15, 2024, and was completed on June 10, 2024.

During the audit process, Mr. John documented the overall audit strategy, which included
the scope, timing, and nature of the audit procedures. He also prepared a detailed audit
plan outlining specific steps to gather sufficient and appropriate audit evidence. During the
engagement, significant changes were made to the audit plan due to the discovery of
material misstatements in the inventory valuation. Mr. John documented these changes

along with the reasons for such modifications.

The audit team performed substantive testing on key accounts, including revenue
recognition, inventory valuation, and accounts receivable. They identified that the company
had overstated its inventory value by $500,000 due to errors in physical stock counts. After
discussions with management, the error was corrected, and the financial statements were

adjusted accordingly.

Finally, Mr. John issued an unqualified opinion on the financial statements, stating that they
were presented fairly, in all material respects, in accordance with the applicable financial
reporting framework. The audit report was submitted to the board of directors on June 15,

2024.

MCQ’s

Q-1 Who is the practitioner in this scenario?

Options:

A. ABC Corp.

B. Management of ABC Corp.
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C. Mr. John (the independent auditor)

D. Shareholders, creditors, and regulators

Ans- C) Mr. John (the independent auditor)

Explanation:

In the context of an assurance engagement, the practitioner is the individual or entity
responsible for providing assurance on the subject matter. Here, Mr. John, as the
independent auditor, is tasked with auditing the financial statements of ABC Corp. to
express an opinion on their fairness and accuracy. Therefore, he is the practitioner in this

scenario.

Q-2 Which of the following is NOT required to be documented by the auditor during an

audit engagement?

A) The overall audit strategy.

B) The audit plan.

C) The qualifications and experience of the engagement team members.

D) Any significant changes made during the audit engagement to the overall audit strategy

or the audit plan, and the reasons for such changes.

Ans- C) The qualifications and experience of the engagement team members.

Explanation:

According to auditing standards, the auditor is required to document the overall audit
strategy, the audit plan, and any significant changes made to these documents along with
the reasons for such changes. However, there is no specific requirement to document the
qualifications and experience of the engagement team members. While it may be useful for

internal purposes, it is not mandatory for audit documentation.
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Q-3 What type of opinion did Mr. John issue on the financial statements of ABC Corp.?

Options:

A) Qualified opinion

B) Adverse opinion

C) Unqualified opinion

D) Disclaimer of opinion

Ans- C) Unqualified opinion

Explanation:

An unqualified opinion is issued when the auditor concludes that the financial statements
are presented fairly, in all material respects, in accordance with the applicable financial
reporting framework. In this case, after correcting the material misstatement related to
inventory valuation, Mr. John determined that the financial statements were free from

material misstatements and issued an unqualified opinion.

Q-4 What was the material misstatement identified during the audit, and how was it

resolved?

Options:

A) Overstatement of revenue by $500,000; resolved by adjusting journal entries.

B) Understatement of accounts receivable by $500,000; resolved by management review.

C) Overstatement of inventory by $500,000; resolved by correcting physical stock counts.

D) Understatement of liabilities by $500,000; resolved by revising estimates.

CATESTSERIES.ORG



Ans- C) Overstatement of inventory by $500,000; resolved by correcting physical stock

counts.

Explanation:

During the audit, the engagement team identified that ABC Corp. had overstated its
inventory value by $500,000 due to errors in physical stock counts. This issue was discussed
with management, who subsequently corrected the error by revising the inventory records.
The adjustment ensured that the financial statements were free from material

misstatements.

Q-5 Which stakeholder group would primarily rely on the auditor’s report to assess the

reliability of ABC Corp.’s financial statements?

Options:

A) Employees of ABC Corp.

B) Shareholders, creditors, and regulators

C) Suppliers of raw materials

D) Competitors in the same industry

Ans- B) Shareholders, creditors, and regulators

Explanation:

The primary purpose of an auditor’s report is to provide assurance to stakeholders who rely
on the financial statements to make informed decisions. In this case, shareholders,
creditors, and regulators are the key stakeholders who would use the auditor’s report to
assess the reliability of ABC Corp.’s financial statements. Employees, suppliers, and

competitors are less likely to directly rely on the auditor’s report for decision-making.
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Summary of Key Points from the Case Study:

1. Practitioner: Mr. John, the independent auditor, is the practitioner responsible for

conducting the audit.

2. Audit Documentation: The overall audit strategy, audit plan, and significant changes to
these documents must be documented, but the qualifications of the engagement team are

not required to be documented.

3. Audit Opinion: An unqualified opinion was issued after resolving the material

misstatement in inventory valuation.

4. Material Misstatement: Inventory was overstated by $500,000 due to errors in physical

stock counts, which-were corrected by management.

5. Stakeholders: Shareholders, creditors, and regulators are the primary users of the

auditor’s report.

This case study provides a comprehensive context for solving the MCQs while ensuring

consistency and alignment with the provided data.

CASE STUDY 15

"We, the People" NGO

Background of the Organization:

"We, the People" is a prominent non-governmental organization (NGO) based in India. It
was founded in 2010 by Mr. Ankit Sharma, a social activist with over two decades of
experience in grassroots activism. The NGO focuses on advocating for citizens' rights,
particularly in areas such as environmental protection, women's empowerment, and anti-
corruption campaigns. Over the years, it has gained significant recognition due to its active

participation in agitations and protests that often acquire political overtones.
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The NGO operates across multiple states in India and has a network of over 500 volunteers.
Its funding primarily comes from domestic contributions, but it also receives substantial
donations from international trusts and organizations based in countries like the United
States, the United Kingdom, and Switzerland. These foreign funds are routed through the
Foreign Contribution Regulation Act (FCRA), which has recently been tightened by the Indian

government to ensure stricter compliance.

Key Personnel:

1. Mr. Arun Verma: Head of Finance and Accounts Department

e A former volunteer and activist who joined the NGO in 2012. While he has extensive
experience in managing finances for NGOs, he lacks formal professional qualifications in

accounting or law.

2. CA Naveen Kumar: Newly Appointed Auditor

o A Chartered Accountant with five years of experience in auditing corporate entities.
This is his first time auditing an NGO, and he is unfamiliar with the complexities of FCRA

regulations and NGO-specific financial reporting.

3. Ms. Priya Singh: Chief Operating Officer (COO)

e Responsible for overseeing day-to-day operations and ensuring compliance with

regulatory requirements.

Financial and Operational Details:

e Annual Budget: Rs 5 crore (approximately $650,000 USD).

e Foreign Contributions: Rs 2 crore (40% of total budget) received from overseas trusts.

e Domestic Contributions: Rs 3 crore (60% of total budget) collected through individual
donors and fundraising events.

e Expenditure Breakdown:
o Program Activities: Rs 3.5 crore (70%)

o Administrative Expenses: Rs 1 crore (20%)
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o Fundraising Costs: Rs 0.5 crore (10%)

The NGO maintains detailed records of all transactions but faces challenges in adhering to
stringent FCRA guidelines, especially regarding documentation and reporting timelines.
Additionally, the finance team occasionally struggles with reconciling discrepancies between

bank statements and ledger entries.

Regulatory Environment:

In response to growing concerns about misuse of foreign funds, the Indian government

introduced amendments to the FCRA in 2020. Key changes include:

1. Mandatory submission of quarterly reports detailing fund utilization.

2. Enhanced scrutiny of expenditures related to program activities.

3. Penalties for non-compliance, including suspension of FCRA registration.

These changes have increased pressure on NGOs like "We, the People" to maintain accurate

and transparent financial records.

Audit Scenario:

CA Naveen Kumar has been appointed as the auditor for the fiscal year ending March 31,

2023. During his preliminary assessment, he identifies several red flags:

1. Lack of expertise in the finance department led by Mr. Arun Verma.

2. Incomplete documentation for certain foreign-funded projects.

3. Delays in submitting mandatory FCRA reports to the authorities.

4. Instances of unexplained variances in expenditure categories during interim reviews.

To address these issues, CA Naveen decides to adopt robust sampling techniques while
examining transaction records. He aims to ensure that every item in the population has an

equal chance of selection to minimize bias and achieve representativeness.
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Q-1 What is the level of audit risk associated with auditing "We, the People" NGO?

Options:

(a) Audit risk in the above situation is low.

(b) The situation does not provide quantitative data. Therefore, it is not possible to make a

precise measurement of audit risk.

(c) Audit risk in the above situation is high.

(d) The situation does not provide information affecting all components of audit risk.

Therefore, inference cannot be made properly.

Ans- (c) Audit risk in the above situation is high.

Explanation:

The following factors contribute to high audit risk:

1. Nature of Activities: The NGO engages in politically sensitive activities, increasing the

likelihood of regulatory scrutiny and non-compliance risks.

2. Foreign Funding: Receiving Rs 2 crore from overseas sources adds complexity to financial
operations and increases the risk of misstatements due to non-compliance with FCRA

regulations.

3. Lack of Expertise: Mr. Arun Verma’s lack of professional qualifications raises concerns

about errors or misstatements in financial reporting.

4. New Auditor Appointment: CA Naveen Kumar’s unfamiliarity with NGO-specific audits

heightens the risk of undetected material misstatements.

Q-2 Which sampling method should CA Naveen use if the population consists of a large
number of homogeneous items, and he wants each item to have an equal chance of

selection?
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Options:

A. Haphazard Sampling

B. Monetary Unit Sampling (MUS)

C. Simple Random Sampling

D. Stratified Sampling

Ans- (C) Simple Random Sampling

Explanation:

1. Haphazard Sampling relies on convenience and lacks structure, making it unsuitable for

ensuring representativeness.

2. Monetary Unit Sampling (MUS) is value-weighted and better suited for populations with

varying monetary values, which is not applicable here since the items are homogeneous.

3. Simple Random Sampling ensures that each item has an equal probability of being

selected, aligning perfectly with the requirement stated in the question.

4. Stratified Sampling divides the population into subgroups, which is unnecessary for

homogeneous populations.

Thus, Simple Random Sampling is the most appropriate choice.

Q-4 What is the primary reason for the increased regulatory scrutiny faced by "We, the

People"?

Options:

A. Participation in politically sensitive activities.

B. High reliance on domestic contributions.
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C. Tightened FCRA regulations for foreign-funded NGOs.

D. Appointment of a new auditor.

Ans (C) Tightened FCRA regulations for foreign-funded NGOs.

Explanation:

While participation in politically sensitive activities (Option A) contributes to scrutiny, the
primary driver is the tightened FCRA regulations aimed at foreign-funded NGOs. Domestic
contributions (Option B) do not attract similar levels of oversight. The appointment of a new

auditor (Option D) is unrelated to regulatory scrutiny.

Q-5 How might CA Naveen mitigate the identified audit risks effectively?

A. By relying solely on management representations.

B. By conducting surprise inspections of project sites.

C. By implementing advanced analytical procedures and testing controls.

D. By delegating responsibilities to junior staff without supervision.

Ans- (C) By implementing advanced analytical procedures and testing controls.

Explanation:

Relying solely on management representations (Option A) is insufficient for verifying
accuracy. Surprise inspections (Option B) may help but are impractical for addressing
systemic risks. Delegating tasks without supervision (Option D) increases the likelihood of
errors. Advanced analytical procedures and control testing (Option C) offer a structured

approach to identifying and mitigating risks effectively.

CASE STUDY 16
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Audit Engagement of LMN Inc. by GHI Audit Firm

Background Information:

LMN Inc. is a mid-sized manufacturing company specializing in the production of industrial
machinery. The company has been in operation for over 15 years and has shown steady
growth over the past decade. Recently, LMN Inc. underwent an audit conducted by GHI
Audit Firm, a reputable auditing firm known for its adherence to international auditing
standards. The lead auditor for this engagement was John Smith, a seasoned professional

with over 20 years of experience in financial audits.

During the audit process, several key areas were scrutinized, including the classification and
utilization of reserves, compliance with regulatory requirements, and the retention of audit
documentation. Below are the details of the audit findings and related questions that arose

during the engagement.

Financial Position of LMN Inc.:

The balance sheet of LMN Inc. as of December 31, 2022, showed substantial amounts
classified under "Reserves and Surplus.” These reserves included both revenue reserves and

capital reserves. The following breakdown was provided:

e Revenue Reserves: $500,000
o General Reserve: $300,000
o Dividend Equalization Reserve: $200,000
e Capital Reserves: $800,000
e Revaluation Surplus: $400,000
e Capital Redemption Reserve: $200,000
e Profit on Sale of Fixed Assets: $200,000

The audit team noted that the management of LMN Inc. had used some of these reserves
for various purposes, including financing business expansion and augmenting working
capital. However, concerns were raised regarding the appropriateness of using capital

reserves for such activities.
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Audit Documentation Retention Policy:

GHI Audit Firm adheres strictly to the guidelines outlined in Standard on Quality Control
(5QC) 1, which mandates specific policies and procedures for the finalization and retention
of audit documentation. During the audit engagement, John ensured that all working
papers, including risk assessments, testing procedures, and conclusions, were meticulously
documented. He also emphasized the importance of retaining these documents for the

required period as per SQC 1.

Key Questions Arising from the Audit Engagement:

Q-1 During the audit of LMN Inc., the audit team found that the company has substantial
amounts classified under "Reserves and Surplus" in its Balance Sheet. The audit team wants
to ensure that these reserves are accurately classified and used appropriately according to
their nature. They specifically note that some reserves are revenue reserves intended to
strengthen the company’s financial position, while others are capital reserves. Which of the
following best explains the appropriate use of capital reserves in the financial statements of

LMN Inc.?

Options:

a) To supplement divisible profits in lean years.

b) To finance an extension of business operations.

c) To augment the working capital of the business.

d) To utilize for certain limited purposes, not free for distribution.

Ans- d) To utilize for certain limited purposes, not free for distribution.

Explanation:

Capital reserves are created from non-operational profits, such as revaluation surpluses or
capital gains. These reserves are subject to specific restrictions and cannot be freely
distributed to shareholders or used for general business purposes like financing expansion

or augmenting working capital. For example, the Revaluation Surplus of $400,000 and the
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Capital Redemption Reserve of $200,000 in LMN Inc.'s balance sheet are meant for limited
purposes, such as meeting future capital obligations or offsetting capital losses. Using them
for other purposes would violate accounting standards and regulations. Hence, option (d)

correctly describes the nature and appropriate use of capital reserves.

Q-2 GHI Audit Firm recently completed an audit engagement for LMN Inc. The lead auditor,
John, is responsible for the finalization and retention of audit documentation. The firm
adheres to SQC 1 guidelines and has established policies and procedures for these
processes. What is the minimum recommended retention period for audit documentation

for audit engagements, as per SQC 1?

Options:

a) Three years from the date of the auditor's report

b) Five years from the date of the auditor's report

c) Seven years from the date of the auditor's report

d) Ten years from the date of the auditor's report

Ans- c¢) Seven years from the date of the auditor's report

Explanation:

According to Standard on Quality Control (SQC) 1, the minimum recommended retention
period for audit documentation is seven years from the date of the auditor's report. This
ensures that sufficient documentation is retained to support the audit opinion and comply
with regulatory and legal requirements. In the case of LMN Inc., John ensured that all audit
documentation, including risk assessments, testing procedures, and conclusions, was

retained for at least seven years to meet SQC 1 guidelines.
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Q-3 During the audit, the team noted that LMN Inc. had utilized part of its capital reserves
to finance the construction of a new factory. The total cost of the project was $600,000, of
which $200,000 was funded using the Profit on Sale of Fixed Assets reserve. Is this usage

compliant with accounting standards?

Options:

a) Yes, because capital reserves can be used for any business expansion activity.

b) No, because capital reserves are restricted to specific purposes and cannot be used for

business expansion.
c) Yes, because the Profit on Sale of Fixed Assets reserve is a type of revenue reserve.

d) No, because the Profit on Sale of Fixed Assets reserve must be transferred to retained

earnings first.

Ans- b) No, because capital reserves are restricted to specific purposes and cannot be used

for business expansion.

Explanation:

Capital reserves, including the Profit on Sale of Fixed Assets reserve, are subject to specific
restrictions and cannot be used for general business purposes like financing business
expansion. While the Profit on Sale of Fixed Assets reserve is a component of capital
reserves, it must be utilized only for limited purposes, such as meeting future capital
obligations or offsetting capital losses. Using it to fund the construction of a new factory

violates accounting standards. Therefore, the correct answer is (b).

Q-4 LMN Inc. plans to distribute dividends to its shareholders in the upcoming fiscal year.
The company intends to use part of its General Reserve (5300,000) and Revaluation Surplus
(S400,000) to fund the dividend payout. Which of the following statements is true regarding

this decision?

a) Both reserves can be used to fund the dividend payout.
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b) Only the General Reserve can be used to fund the dividend payout.

c) Neither reserve can be used to fund the dividend payout.

d) Only the Revaluation Surplus can be used to fund the dividend payout.

Ans- b) Only the General Reserve can be used to fund the dividend payout.

Explanation:

Revenue reserves, such as the General Reserve, are freely available for distribution as
dividends since they are created from operational profits. However, capital reserves, such as
the Revaluation Surplus, are restricted and cannot be used for dividend payouts. In this
case, LMN Inc. can only use the $300,000 from the General Reserve to fund the dividend
payout. The Revaluation Surplus must remain untouched for its designated purposes.

Hence, the correct answer is (b).

Q-5 During the audit, John discovered that LMN Inc. had not retained audit documentation
from a previous audit engagement conducted five years ago. According to SQC 1, what

action should John recommend to ensure compliance with retention requirements?

Options:

a) Destroy the old documentation as it is no longer relevant.

b) Extend the retention period for all future audits to ten years.

c) Retrieve and retain the missing documentation for at least two more years.

d) Ignore the issue as the documentation is already older than five years.

Ans- c) Retrieve and retain the missing documentation for at least two more years.

Explanation:
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Under SQC 1, audit documentation must be retained for a minimum of seven years from the
date of the auditor's report. Since the missing documentation is only five years old, it falls
short of the required retention period by two years. John should recommend retrieving and
retaining the missing documentation to ensure compliance with SQC 1 guidelines.

Therefore, the correct answer is (c).

CASE STUDY 17

Auditing and Governance at GreenTech Solutions Ltd.

Background of the Company:

GreenTech Solutions Ltd. is a -mid-sized renewable energy company based in India. The
company specializes in manufacturing solar panels and wind turbines for both domestic and
international markets. It operates under a corporate governance structure that includes a
board of directors, an executive management team, and external auditors. The company
has recently expanded its operations by acquiring two smaller companies—SolarBright Pvt.
Ltd. (a component focused on solar panel manufacturing) and WindWave Energy Ltd. (a

component specializing in wind turbine production).

Key Personnel:

1. Board of Directors:

e Mr. Arun Kapoor (Chairman of the Board)
e Ms. Priya Sharma (Independent Director and Chair of the Audit Committee)

e Mr. Rakesh Mehta (Non-Executive Director)

2. Executive Management Team:

e Mr. Vikram Singh (Chief Executive Officer)
e Ms. Anjali Desai (Chief Financial Officer)

3. External Auditors:
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e Principal Auditor: M/s Veritas & Co. (led by Mr. Rajiv Kumar, Senior Partner)

e Component Auditor for SolarBright Pvt. Ltd.: M/s Accura Auditors (led by Ms. Neha
Patel)

e Component Auditor for WindWave Energy Ltd.: M/s Precision Auditors (led by Mr.
Sanjay Gupta)

4, Internal Audit Team:

e Mr. Rahul Mishra (Head of Internal Audit)

Recent Developments:

GreenTech Solutions Ltd. is preparing its consolidated financial statements for the fiscal year
ended March 31, 2023. The financial statements include the financial information of
SolarBright Pvt. Ltd. and WindWave Energy Ltd., which are significant components of the
company. M/s Veritas & Co., as the principal auditor, is responsible for issuing the audit
opinion on the consolidated financial statements. However, they have relied on the work
performed by the component auditors (M/s Accura Auditors and M/s Precision Auditors) for

the respective subsidiaries.

The board of directors, particularly the audit committee chaired by Ms. Priya Sharma, plays
a critical role in overseeing the financial reporting process and ensuring compliance with
applicable laws and regulations. The internal audit team, led by Mr. Rahul Mishra, provides
assurance on internal controls and operational efficiency but does not participate in the

external audit process.

MCQ’s

Q-1 In the context of GreenTech Solutions Ltd.'s governance structure, who are typically

considered "those charged with governance"?

a) Only the executive management team

b) The shareholders of the entity
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c) Individuals or organizations responsible for overseeing the strategic direction and
accountability, including financial reporting, which may include a board of directors,

supervisory board, or owner-manager

d) Only external auditors

Ans- c) Individuals or organizations responsible for overseeing the strategic direction and
accountability, including financial reporting, which may include a board of directors,

supervisory board, or owner-manager

Explanation:

In the case of GreenTech Solutions Ltd., "those charged with governance" include the board
of directors, particularly the audit committee chaired by Ms. Priya Sharma. These individuals
are responsible for overseeing the strategic direction of the company and ensuring
accountability, including financial reporting. The executive management team (e.g., Mr.
Vikram Singh and Ms. Anjali Desai) executes the day-to-day operations but does not fall
under the definition of "those charged with governance." Shareholders and external

auditors also do not qualify as "those charged with governance."

Q-2 In the context of auditing GreenTech Solutions Ltd., who is defined as the auditor with
responsibility for reporting on the financial information of the entity when that financial
information includes the financial information of one or more components audited by

another auditor?

a) Component auditor

b) Principal auditor

c) Other auditor

d) Internal auditor

Ans- b) Principal auditor
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Explanation:

As per SA 600, the principal auditor is the auditor responsible for reporting on the financial
information of the entity as a whole. In this case, M/s Veritas & Co., led by Mr. Rajiv Kumar,
is the principal auditor. They are responsible for issuing the audit opinion on the
consolidated financial statements of GreenTech Solutions Ltd., which include the financial
information of SolarBright Pvt. Ltd. and WindWave Energy Ltd. The component auditors
(M/s Accura Auditors and M/s Precision Auditors) perform audits on the individual

components but do not issue the final opinion on the consolidated financial statements.

Q-3 Who among the following is responsible for performing work on the financial
information of SolarBright Pvt. Ltd., which will be used as audit evidence by the principal

auditor?

a) Principal auditor

b) Component auditor

c) Internal auditor

d) Those charged with governance

Ans- b) Component auditor

Explanation:

The component auditor is responsible for performing work on the financial information of a
component that will be used as audit evidence by the principal auditor. In this case, M/s
Accura Auditors, led by Ms. Neha Patel, is the component auditor for SolarBright Pvt. Ltd.
Their work is reviewed and evaluated by the principal auditor (M/s Veritas & Co.) to ensure

sufficient appropriate audit evidence is obtained for the consolidated financial statements.
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Q-4 Which of the following statements is true regarding the role of the internal audit team

at GreenTech Solutions Ltd.?

a) The internal audit team is responsible for issuing the audit opinion on the consolidated

financial statements.

b) The internal audit team performs independent audits of the financial statements of the

components.

¢) The internal audit team provides assurance on internal controls and operational efficiency

but does not participate in the external audit process.

d) The internal audit team acts as the principal auditor for the consolidated financial

statements.

Ans- ¢) The internal audit team provides assurance on internal controls and operational

efficiency but does not participate in the external audit process.

Explanation:

The internal audit team, led by Mr. Rahul Mishra, focuses on providing assurance on internal
controls and operational efficiency within GreenTech Solutions Ltd. They do not participate
in the external audit process or issue opinions on the financial statements. This role is
exclusively performed by the external auditors (principal auditor and component auditors).

Therefore, options (a), (b), and (d) are incorrect.

Q-5 In the context of GreenTech Solutions Ltd., who is ultimately responsible for expressing

an opinion on the consolidated financial statements of the entity as a whole?

a) Component auditor

b) Internal auditor

c) Principal auditor
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d) Those charged with governance

Ans- c) Principal auditor

Explanation:

The principal auditor, M/s Veritas & Co., is ultimately responsible for expressing an opinion
on the consolidated financial statements of GreenTech Solutions Ltd. While the component
auditors (M/s Accura Auditors and M/s Precision Auditors) perform audits on the individual
components, their work is reviewed and integrated into the principal auditor's opinion. The
internal audit team and those charged with governance do not express opinions on the

financial statements.

Conclusion: This case study demonstrates the roles and responsibilities of various
stakeholders in the governance and auditing processes of GreenTech Solutions Ltd. By
aligning the questions with the case study, users can understand how these concepts apply

in a real-world scenario.

CASE STUDY 18

Financial Compliance and Rural Banking in India

Background

In the year 2022, a government-appointed auditor named Mr. Arun Kumar was tasked with
conducting an audit of Punjab Gramin Bank (PGB), a Regional Rural Bank (RRB) operating in
rural Punjab. The bank primarily serves small farmers, artisans, and micro-enterprises in
rural areas. PGB has been operational for over two decades and plays a crucial role in
providing basic banking services, credit facilities, and financial inclusion to underserved

communities.

Recently, concerns were raised about certain irregularities in the bank's financial

transactions. These concerns included:
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1. Non-compliance with statutory enactments and financial regulations.

2. Misallocation of funds meant for specific rural development schemes.

3. Overlooking proper sanctioning procedures for loans exceeding Rs 5 lakhs.

4. Inadequate monitoring of expenditures related to government-sponsored welfare

programs.

Mr. Arun Kumar was assigned to investigate these issues and ensure that all financial
activities adhered to the relevant rules, regulations, and guidelines. His findings would be

submitted to the Reserve Bank of India (RBI) and the Ministry of Finance.

Key Facts from the Audit Report

1. Expenditure on Welfare Programs:

e PGB received Rs 5 crores under the "Pradhan Mantri Awas Yojana" (PMAY) scheme to
construct affordable housing units in rural areas. However, during the audit, it was
discovered that Rs 80 lakhs were spent on unrelated activities such as office
renovations and staff bonuses.

e Statutory provisions clearly state that PMAY funds must only be utilized for housing-

related purposes.

2. Loan Sanction Procedures:

e QOut of 200 loans disbursed by PGB in the last fiscal year, 15 loans exceeding Rs 5 lakhs
did not have proper approval from higher authorities or the Loan Approval Committee
(LAC). These loans amounted to Rs 1 crore collectively.

e RBI guidelines mandate that loans above Rs 5 lakhs require explicit sanctions from the

LAC.

3. Compliance with Rules and Orders:

e During the audit, multiple instances of non-compliance with statutory enactments were

identified. For example:
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o Rs 20 lakhs were spent without obtaining prior administrative approvals.

o Certain expenditures lacked supporting documentation, violating financial regulations.

4. Role of Regional Rural Banks (RRBs):

e PGB operates across 10 districts in Punjab, serving approximately 5 lakh customers. It
offers savings accounts, loans, insurance products, and other financial services tailored
to rural needs.

e Its primary objective is to bridge the gap between urban and rural banking

infrastructure while ensuring financial inclusion.

MCQ’s

Q-1 Which type of audit focuses on ensuring that expenditure conforms to the relevant

provisions of statutory enactments and financial regulations?

A) Audit against rules and orders

B) Audit of sanctions

C) Audit against provision of funds

D) Propriety audit

Ans- A) Audit against rules and orders

Explanation:

The case study highlights that Mr. Arun Kumar identified several instances where PGB failed
to comply with statutory enactments and financial regulations. For instance, Rs 80 lakhs
allocated for PMAY were misused for unrelated activities, and Rs 20 lakhs were spent
without prior administrative approvals. Such discrepancies fall under the purview of an
audit against rules and orders, which ensures compliance with established rules and

procedures governing financial transactions.
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Q-2 Which type of bank primarily serves the basic banking and financial needs of rural

communities and operates in rural areas across different states of India?

a) Regional Rural Banks (RRBs)

b) Payments Banks

c) Development Banks

d) Co-operative Banks

Ans- a) Regional Rural Banks (RRBs)

Explanation:

As per the case study, Punjab Gramin Bank (PGB) is explicitly mentioned as a Regional Rural
Bank (RRB) that caters to the banking and financial requirements of rural areas in Punjab.
RRBs are designed to provide basic banking services, credit facilities, and financial inclusion
to underserved rural populations. Examples provided in the case include PGB offering
savings accounts, loans, and insurance products to approximately 5 lakh customers across

10 districts in Punjab.

Q-3 What type of audit examines whether expenditures are made within the limits of

available funds and ensures no overspending occurs?

A) Audit against rules and orders

B) Audit of sanctions

C) Audit against provision of funds

D) Performance audit

Ans- C) Audit against provision of funds

Explanation:
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The case study mentions that Rs 80 lakhs out of Rs 5 crores allocated for PMAY were spent
on unrelated activities such as office renovations and staff bonuses. This indicates a breach
of fund allocation norms, where expenditures exceeded the intended purpose of the funds.
An audit against provision of funds specifically checks whether expenditures are made

within the limits of available funds and ensures adherence to budgetary allocations.

Q-4 Which type of audit verifies whether proper approvals and sanctions have been

obtained before undertaking financial transactions?

A) Audit against rules and orders

B) Audit of sanctions

C) Audit against provision of funds

D) Propriety audit

Ans- B) Audit of sanctions

Explanation:

According to the case study, 15 loans amounting to Rs 1 crore were disbursed without
proper approval from the Loan Approval Committee (LAC), violating RBI guidelines. An audit
of sanctions ensures that all financial transactions, especially those involving significant
sums like loans above Rs 5 lakhs, have received the necessary approvals and sanctions as

per regulatory frameworks.

Q-5 What is the primary objective of Regional Rural Banks (RRBs) like Punjab Gramin Bank?

A) To promote industrial growth

B) To provide financial inclusion to rural communities

C) To facilitate international trade
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D) To regulate stock markets

Ans- B) To provide financial inclusion to rural communities

Explanation:

The case study emphasizes that PGB’s primary objective is to bridge the gap between urban
and rural banking infrastructure while ensuring financial inclusion. By offering savings
accounts, loans, insurance products, and other financial services tailored to rural needs,

RRBs aim to uplift underserved rural populations economically.

Conclusion: This case study provides a comprehensive overview of the challenges faced by
Regional Rural Banks (RRBs) in maintaining financial compliance and serving rural
communities effectively. Through detailed analysis and alignment with real-world scenarios,

users can solve the MCQs accurately using the information provided.

CASE STUDY 19

Ethical Dilemmas and Interdisciplinary Challenges at GreenTech Solutions

Background of the Company:

GreenTech Solutions is a mid-sized renewable energy company based in Bangalore, India.
The company specializes in manufacturing solar panels and wind turbines for residential and
commercial use. It has been growing rapidly over the past five years due to increasing global
demand for sustainable energy solutions. However, with rapid growth comes increased

scrutiny from regulators, investors, and stakeholders.

The company’s CFO, Mr. Ravi Kumar, oversees financial reporting and compliance. The
internal audit team is led by Ms. Priya Sharma, who ensures adherence to ethical standards
and regulatory requirements. Recently, GreenTech Solutions faced challenges related to its

financial reporting practices and ethical decision-making processes.
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Scenario 1: Principles-Based vs. Rules-Based Approach

During an internal audit meeting, Ms. Priya Sharma raised concerns about the company’s
approach to handling ethical dilemmas. She noted that some employees were strictly
following accounting rules without considering the broader ethical implications of their
actions. For example, one department had manipulated revenue recognition to meet
quarterly targets, even though it technically complied with GAAP (Generally Accepted

Accounting Principles).

Ms. Sharma argued that a principles-based approach would encourage employees to think
beyond rigid rules and focus on the spirit of ethics. On the other hand, Mr. Ravi Kumar

believed that strict adherence to rules was necessary to avoid penalties and legal issues.

Scenario 2: Interdisciplinary Nature of Auditing

As part of the annual financial statement audit, GreenTech Solutions hired an external
auditor, Mr. Arjun Mehta, from a reputed auditing firm. During his review, Mr. Mehta
identified discrepancies in the company’s tax filings and revenue recognition policies. To
address these issues, he relied heavily on his knowledge of accounting principles, business
laws, taxation laws, and behavioral science to understand employee motivations behind

certain decisions.

However, when asked whether civil engineering knowledge was relevant to auditing
financial statements, Mr. Mehta clarified that such expertise was unnecessary unless the

audit involved construction projects or infrastructure assets.

Scenario 3: Revenue Recognition Issue

GreenTech Solutions recorded Rs 50 crore ($6.5 million) in sales during Q4 FY2023. Upon
closer inspection, Mr. Arjun Mehta discovered that Rs 10 crore ($1.3 million) of this amount
came from advance payments received from customers for orders yet to be fulfilled.
According to Indian Accounting Standard (Ind AS) 115, revenue should only be recognized

when control of goods or services transfers to the customer.
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Mr. Mehta recommended adjusting the financial statements to exclude the Rs 10 crore from
Q4 revenue. He explained that failing to do so could mislead investors and violate both

ethical principles and regulatory guidelines.

Scenario 4: Behavioral Science Insights

Ms. Priya Sharma conducted interviews with employees involved in the revenue
manipulation incident. Using insights from behavioral science, she found that pressure from
senior management to achieve performance targets had influenced unethical behavior.
Employees feared repercussions if they did not comply with directives, despite knowing the

actions were questionable.

Ms. Sharma proposed implementing training programs to improve ethical awareness and

reduce workplace pressures that might lead to misconduct.

MCQ’s

Q-1 What is the difference between a principles-based approach and a rules-based

approach to ethics?

a) A principles-based approach relies on established rules, while a rules-based approach

emphasizes professional judgment.

b) A principles-based approach emphasizes compliance with established rules, while a rules-

based approach allows for flexibility and professional judgment.

c) A principles-based approach requires compliance with the spirit of ethics and encourages
professional judgment, while a rules-based approach strictly follows established rules and

may overlook ethical considerations.

d) A principles-based approach is rigid and relies on strict adherence to rules, while a rules-

based approach allows for interpretation and flexibility.

Ans- c) A principles-based approach requires compliance with the spirit of ethics and
encourages professional judgment, while a rules-based approach strictly follows established

rules and may overlook ethical considerations.
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Explanation:

In Scenario 1, Ms. Priya Sharma highlighted the importance of focusing on the spirit of ethics
rather than blindly following rules. This aligns with a principles-based approach, which
encourages professional judgment to evaluate situations ethically. Conversely, Mr. Ravi
Kumar’s preference for strict rule adherence reflects a rules-based approach, which can

sometimes overlook broader ethical implications. Therefore, option c) is correct.

Q-2 Auditing is an interdisciplinary field that draws knowledge from various subjects. In the
context of auditing financial statements, which of the following subjects is NOT considered

as contributing to the interdisciplinary nature of auditing?

A. Accounting principles

B. Business laws and taxation laws

C. Behavioral science

D. Civil engineering

Ans- D) Civil engineering

Explanation:

From Scenario 2, we see that Mr. Arjun Mehta used accounting principles, business laws,
taxation laws, and behavioral science to conduct the audit effectively. However, civil
engineering was deemed irrelevant unless the audit specifically involved construction-

related assets. Thus, the correct answer is D.

Q-3 According to Ind AS 115, how much revenue should GreenTech Solutions recognize for

Q4 FY2023 after excluding advance payments?

A. Rs 50 crore
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B. Rs 40 crore

C. Rs 10 crore

D. Rs 60 crore

Ans- B) Rs 40 crore

Explanation:

According to Scenario 3, total sales recorded were Rs 50 crore, but Rs 10 crore came from
advance payments for unfulfilled orders. Under Ind AS 115, revenue can only be recognized

when control of goods or services transfers to the customer. Hence, the adjusted revenue is:

Rs 50 crore - Rs 10 crore = Rs 40 crore.

Thus, the correct answer is B.

Q-4 Which factor primarily contributed to the revenue manipulation issue at GreenTech

Solutions, according to Ms. Priya Sharma’s findings?

A. Lack of technical knowledge among employees

B. Pressure from senior management to meet performance targets

C. Insufficient regulatory oversight

D. Misinterpretation of accounting standards

Ans- B) Pressure from senior management to meet performance targets

Explanation:

In Scenario 4, Ms. Priya Sharma identified that employees acted unethically due to pressure
from senior management to achieve performance targets. Fear of repercussions also played
a role. Therefore, the primary factor was pressure from senior management, making B the

correct answer.
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Q-5 What solution did Ms. Priya Sharma propose to address unethical behavior within the

organization?

A. Implement stricter rules and penalties

B. Conduct training programs to improve ethical awareness

C. Outsource auditing functions entirely

D. Increase salaries to reduce employee dissatisfaction

Ans- B) Conduct training programs to improve ethical awareness

Explanation:

In Scenario 4, Ms. Priya Sharma suggested implementing training programs to enhance
ethical awareness and mitigate workplace pressures. This proactive measure aims to

prevent future unethical behavior. Thus, the correct answer is B.

By integrating all scenarios into a cohesive case study, users can seamlessly connect each

MCQ to the overarching narrative of GreenTech Solutions’ challenges and resolutions.

CASE STUDY 20

Agriventure Agro Ltd. and Its Audit Engagement

Background of the Company:

Agriventure Agro Ltd. is a mid-sized agricultural company based in Punjab, India, specializing
in the cultivation of short-duration crops like wheat, barley, and mustard. The company also

provides agricultural loans to local farmers under its subsidiary, Agriventure Credit Services
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(ACS). Agriventure Agro Ltd. has been audited annually by the renowned auditing firm,

Veritas & Co., for the past five years.

The current audit engagement for the financial year 2023-24 is being led by Senior Auditor
Mr. Ravi Kumar, with assistance from two junior auditors, Ms. Priya Sharma and Mr. Arjun
Singh. During this audit, the team discovered several issues related to loan defaults, crop

cycles, and deviations from the standard audit programme.

Key Events in the Audit Engagement:

1. Loan Portfolio Review:

Agriventure Credit Services (ACS) has extended Rs 5 crore in loans to 1,000 farmers for

short-duration crops. Out of these loans:

® Rs 2 crore (40%) are overdue for one crop season.
e Rs 1 crore (20%) are overdue for two crop seasons.
e Rs 0.5 crore (10%) are overdue for three crop seasons.

e The remaining Rs 1.5 crore (30%) are performing loans with no overdue amounts.

2. Audit Programme Deviation:

During the audit, Ms. Priya Sharma noticed discrepancies in the classification of NPAs. She
observed that some loans overdue for two crop seasons were not classified as NPAs.
Additionally, she identified irregularities in the repayment schedules of certain loans, which
were not initially included in the audit programme. She reported these findings to Mr. Ravi

Kumar, who decided to modify the audit procedures to address these issues.

3. Open-Minded Approach:

Mr. Arjun Singh, another assistant auditor, suggested expanding the scope of the audit to
include an analysis of the loan disbursement process. He argued that identifying systemic
inefficiencies could enhance the relevance of the audit procedures. Mr. Ravi Kumar

appreciated his proactive approach and incorporated additional steps into the audit plan.

4. Classification of Loans as NPAs:
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The audit team reviewed the loan portfolio and classified loans as NPAs based on the

following criteria:

e For short-duration crops, loans are classified as NPAs if the instalment of principal or
interest remains overdue for two crop seasons.
e For long-duration crops, loans are classified as NPAs if the instalment of principal or

interest remains overdue for one crop season.

5. Ethical Considerations:

During the audit, Ms. Priya Sharma raised concerns about confidentiality. She asked Mr. Ravi
Kumar whether she should report her findings directly to the partners of Veritas & Co.
without consulting him. Mr. Ravi Kumar clarified the chain of communication and
emphasized the importance of reporting significant matters to seniors before escalating

them further.

MCQ’s

Q-1 Why is it important for auditors and their assistants to keep an open mind during an

audit engagement?

a) To ensure strict adherence to the standard audit programme provided by the firm,

minimizing deviations and ensuring consistency across engagements.

b) To facilitate the identification and reporting of significant matters that may not have been
initially included in the audit programme, thereby enhancing the effectiveness and

relevance of the audit procedures.

c) To streamline the audit process by focusing solely on tasks outlined in the audit

programme, avoiding distractions and potential deviations from the planned approach.

d) To maintain confidentiality and uphold professional ethics by limiting communication

with seniors or partners of the firm unless explicitly instructed to do so.
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Ans- b) To facilitate the identification and reporting of significant matters that may not have
been initially included in the audit programme, thereby enhancing the effectiveness and

relevance of the audit procedures.

Explanation:

In the case study, Ms. Priya Sharma identified irregularities in the classification of NPAs,
which were not part of the initial audit programme. Similarly, Mr. Arjun Singh suggested
expanding the scope of the audit to include the loan disbursement process. These examples
highlight the importance of keeping an open mind to identify and report significant matters

that enhance the relevance and effectiveness of the audit procedures.

Q-2 According to the guidelines for Agricultural Advances, when will a loan granted for a

"short duration" crop be treated as Non-Performing Asset (NPA)?

a) If the instalment of principal or interest remains overdue for one crop season.

b) If the instalment of principal or interest remains overdue for two crop seasons.

¢) If the instalment of principal or interest remains overdue for three crop seasons.

d) If the instalment of principal or interest remains overdue for four crop seasons.

Ans- b) If the instalment of principal or interest remains overdue for two crop seasons.

Explanation:

Based on the case study, the audit team classified loans as NPAs using the guideline that
loans for short-duration crops are treated as NPAs if the instalment of principal or interest
remains overdue for two crop seasons. For example, Rs 1 crore of loans overdue for two

crop seasons were classified as NPAs.
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Q-3 What percentage of the total loan portfolio of Rs 5 crore was classified as NPA based on

the audit findings?

a) 20%

b) 30%

c) 40%

d) 50%

Ans- a) 20%

Explanation:

From the case study:

e Total loan portfolio = Rs 5 crore
e Loans overdue for two crop seasons = Rs 1 crore

e Loans overdue for three crop seasons = Rs 0.5 crore

Only loans overdue for two crop seasons are classified as NPAs for short-duration crops.

Therefore:

o NPA amount =Rs 1 crore

e Percentage of NPA = (Rs 1 crore / Rs 5 crore) x 100 = 20%

Q-4 Which of the following actions demonstrates the importance of maintaining an ethical

chain of communication during an audit engagement?

a) Ms. Priya Sharma directly reporting her findings to the partners of Veritas & Co. without

consulting Mr. Ravi Kumar.

b) Mr. Arjun Singh suggesting modifications to the audit programme without discussing

them with his seniors.
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c) Ms. Priya Sharma reporting her findings to Mr. Ravi Kumar, who then decides on the

appropriate course of action.

d) Mr. Ravi Kumar ignoring the findings reported by his assistants to avoid deviations from

the audit programme.

Ans- c) Ms. Priya Sharma reporting her findings to Mr. Ravi Kumar, who then decides on the

appropriate course of action.

Explanation:

In the case study, Ms. Priya Sharma followed the ethical chain of communication by
reporting her findings to her immediate senior, Mr. Ravi Kumar. This ensured proper

handling of significant matters while maintaining confidentiality and professional ethics.

Final Summary: This case study highlights the importance of flexibility, ethical
communication, and adherence to guidelines during an audit engagement. By solving the
MCQs, users can understand how real-world scenarios align with theoretical concepts in

auditing and agricultural advances.
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