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Audit GOAT Notes

# CA Inter Audit - The Ultimate One-Stop Solution!

This book is the perfect blend of conceptual clarity, exam relevance, and concise
presentation, covering the entire CA Inter Audit syllabus in just 260 pages
without compromising on subject terminology. It is designed to help students

**grasp concepts effortlessly and confidently score 80+ marks in exams.

Comprehensive Yet Concise - Covers everything you need in just 260 pages,

ensuring efficient preparation without unnecessary bulk.

Exam-Focused Approach - Concepts are structured with side headings and

logical breakdowns to help students understand the exact sub-questions tested

in exams.

e No Compromise on Terminology - Maintains technical accuracy, ensuring that
students write precise answers and maximize their scores.

e Easy to Learn, Easy to Retain - The content is presented in a way that makes

learning simple, structured, and effective.

Your Key to Success in Audit

Wishing all students clarity, confidence, and outstanding success in their journey!
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Dear Students,
We've worked really hard to make this book as accurate and error-free as possible. We
even went through multiple rounds of proofreading to ensure everything is clear and

correct. But, being human, there's always a chance that some small errors might have
slipped through.

If you do come across any, let us know and help us improve future editions of the book!
Thank you for your trust and support and wishing you all clarity, confidence and success

Warm regards,
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* Furdamentals of Auditing

FUNDAMENTALS OF AUDITING

=@ 1. Meaning of Audit

Content
1. Meaning of Audit
Audit is an independent examination of financial information of any Entity, whether or not
profit oriented and irrespective of its size or legal form, when such an examination is
conducted with a view to express an opinion thereon.

2. Objective of the Audit/Auditor

To express an opinion on the financial statements:
v Whether the financial statements are free from material misstatements.
v" Whether they are prepared according to the applicable financial reporting framework.
3. Auditor
v' The term "Auditor” refers to the person or team conducting the audit. This typically
includes Engagement team members.
v" For legal and regulatory accountability, only the engagement partner is referred to as the
auditor.
4. Engagement Team

Includes the following members:

v' Engagement Partner
v Audit Manager
v" Paid Assistant
v Senior Article Assistant
v Junior Article Assistant
v' Any other relevant designation
IE@ 2. Books and Financials

Content
1. Books of Accounts
As per the Companies Act, 2013, "books of account" (Sec. 2(13)) includes records related to:
a. All sums of money received and expended by the company and related matters.
b. All sales and purchases of goods and services by the company.
c. The assets and liabilities of the company.
d. The items of cost prescribed under Section 148.
2. Financial Statements
v" Definition as per SA 200:

1. Astructured representation of historical financial information, including related notes,
intended to communicate an entity’'s economic resources or obligations at a point in time
or the changes over a period.

2. The related notes include a summary of significant accounting policies and explanatory
information.
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v" Definition as per Companies Act: Financial statements include:
1. Balance Sheet
Profit and Loss Account or Income and Expenditure Account
Cash Flow Statement
Statement of Changes in Equity (if applicable)
5. Any explanatory notes annexed or forming part of the financial statements.

Hwn

3. Users of Financial Statements: Shareholders, Bankers, Government, Tax authorities,

Employees, customer, suppliers, etc.,

IE@ 3. Frameworks

Content
1. Applicable Financial Reporting Framework (AFRFW)
The framework adopted by management for preparing and presenting financial statements,
based on the nature of the entity and the objective of the financial statements.
Example: For a company, the AFRFW is Schedule IIT and Accounting Standards.
2. General Purpose Financial Statements (GPFS)
Financial statements prepared in accordance with the General-Purpose Framework (6GPFW) are
called GPFS.
3. Special Purpose Financial Framework (SPFS)
If the financial statements are prepared as per SPFW for a particular user, they are SPFS.
SPFW is a Framework designed by a specific user as per their specific requirements.
4. General Purpose Framework (GPFW)
A financial reporting framework designed to meet the common financial information needs of
a wide range of users. The Characteristics are as below:
a. Use of fundamental accounting assumptions.
b. Compliance with GAAP.
c. Accounting standards as per AFRFW.
d. Annual preparation, periodically.
This framework can be a Compliance Framework (CFW) or a Fair Presentation Framework.
Compliance Framework (CFW)
v A framework where financial statements are prepared strictly according fo the
requirements of that framework, without deviation.
v The words "True and Fair View" do not appear in financial statements.

Fair Presentation Framework

v A framework where financial statements are prepared according to the framework's
requirements, but may:
e Include disclosures beyond the framework's requirements (explicitly or implicitly), or
e Deviate from the framework's requirements

to achieve fair presentation (explicitly).

v The words "True and Fair View" appear only in this type of framework.
v Example: Most general-purpose financial statements are prepared under the fair
presentation framework.
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4. Misstatement

v A misstatement is a dif ference between the amount, classification, presentation, or
disclosure of a reported financial statement item and the amount, classification, presentation
or disclosure that is required under the applicable financial reporting framework.

v Misstatements can arise due to error or fraud.

5. Other Terms

Content

1. Legal Form
Different legal forms in which businesses are conducted, similar to the "Person" definition
under Income Tax:

NN N N RN

Proprietorship firm

Partnership firm

Limited Liability Partnership (LLP)

Society

Company

AOP or BOI (Association of Persons or Body of Individuals)
Any other artificial judicial person.

2. Fraud
Fraud is an intentional act by one or more individuals (management, governance, employees,

or third parties) to deceive and gain an unjust or illegal advantage.

a.

Fraudulent Financial Reporting: Involves intentional misstatements (or omissions) in
financial statements to deceive users, leading to overstatement or understatement of
performance/position.

Misappropriation of Assets: The theft of assets by employees, usually in small or
immaterial amounts, or misuse of resources.

Error

Error refers to unintentional mistakes in financial statements:

a.

b.
C.

Clerical errors:

v' Errors of omission, commission, duplication, and compensating errors.
Misapplication of accounting policies (also called errors of principle).

Audit perspective:

v' Self-revealing errors: Apparent and easily identifiable from the record.

v" Non-self-revealing errors: Not apparent and require additional efforts to detect.
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E@ 1. Origin and History of Auditing Profession

Content
1. Origin of Auditing
v' Kautilya's Arthshastra (4th century BC) mentions auditing. It talks about a fixed
accounting year, a process for closing accounts, and the need for audit.
v' Concepts of periodical checking and verification existed even then, with references to
misstatements due to abuse of power.
2.  Etymology of 'Audit’
v' The word "audit" comes from the Latin word "audire", meaning "to hear".
v Inmedieval fimes, auditors would hear the accounts being read out to check if employees
were not careless or negligent.
3. Institute of Chartered Accountants of India (ICAT)
v The ICAI was established in 1949 as a statutory body under an Act of Parliament to
regulate the profession of Chartered Accountancy in India.

Ia@? 2. Meaning, Nature of Auditing and Aspects to be covered in Auditing
A. Audit Definition
An audit is an independent examination of financial information of any entity, whether
profit-oriented or not, and irrespective of its size or legal form when such an examination
is conducted with a view to express an opinion thereon.
B. Nature of Auditing
1. Independence

Audit must be independent. The auditor's judgment should not be influenced by the entity
being audited. The auditor must be free from any external influence to form an unbiased
opinion.

2. Nature of Financial Information
Auditing applies to both profit-oriented (businesses) and non-profit organizations (NGOs,
charitable trusts). It can be done for entities of any size or legal form (e.g., sole
proprietorship, partnerships, companies, trusts, etc.).

3.  To Express Opinion
The purpose of audit is to express an opinion on the financial statements. Auditing provides
assurance and builds confidence among users that the financial statements are reliable and
credible.

4.  Purpose
v" The purpose of an audit is to enhance confidence in the users of financial statements.
v" This confidence comes from the auditor's opinion on whether the financial statements

comply with an applicable reporting framework.
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C. Aspects to be covered in Audit:

1.  Conformity with Books of Accounts
The financial statements should agree the entries in the books of accounts.

2.  Supported by Proper Evidence
Journal entfries in the books must be supported by sufficient and appropriate (proper)
evidence.

3. No Omissions or Duplications
Ensure there are no omissions, duplicated entries, or fictitious entries in the financial
statements.

4.  Clarity and Unambiguity
The information presented in the financial statements must be clear and unambiguous
(without confusion).

5.  Compliance with Accounting Standards
Amounts, classification, presentation, and disclosures must comply with relevant accounting
standards.

6. True and Fair View
The financial statements should present a frue and fair view of the operational results, and
the assets and liabilities of the entity.

|§@ 3. Relationship Between Audit and other disciplines

A. Need for Diverse Knowledge

Auditing is inferdisciplinary and draws from various fields such as accountancy, law,
behavioural science, statistics, economics, and financial management.

1. Knowledge of Accounting & Business Laws
A solid understanding of accounting principles is essential for an auditor to conduct the
audit and form an opinion. Knowledge of business laws and taxation laws helps auditors
interpret financial statements correctly.

2. Understanding Human Behaviour
Auditors interact with many people during the audit process. Knowledge of human behaviour
is crucial for effective communication and information gathering.

3. Use of Statistical Methods
Auditors use statistical methods fo draw samples because checking every transaction is
impractical. This allows for a scientific approach to sampling.

4. Knowledge of Economics
Understanding economics helps auditors grasp the overall economic environment in which a
business operates.

5. Financial Management Knowledge
Financial management knowledge, including funds flow, working capital management, and ratio
analysis, is important for auditors to carry out audit procedures effectively.

6.  Knowledge of Financial Markets
An auditor should have knowledge of financial markets, as it is essential for understanding
the broader financial landscape and market dynamics.
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B. Interrelationship

1. Auditing and Accounting
Auditing reviews financial statements, which are the result of the overall accounting process.

2. Auditing and Law
An auditor should have a good understanding of business laws that affect the entity being
audited.

3. Auditing and Economics
The auditor must be familiar with the overall economic environment in which the client
operates.

4.  Auditing and Behavioural Science
Knowledge of human behaviour is essential for auditors to effectively interact with people
and discharge their duties.

5. Auditing and Statistics & Mathematics
An auditor should know statistical sampling to draw meaningful conclusions and mathematics
to verify inventories.

6.  Auditing and Data Processing
EDP auditing (Electronic Data Processing) is becoming a specialized field in auditing and
requires specific knowledge.

7.  Auditing and Financial Management
An auditor must understand financial techniques like working capital management, funds flow,
ratio analysis, and capital budgeting.

8.  Auditing and Production
A good auditor should understand the client's business functions such as production, cost
systems, and marketing.

g@ 4. Objectives of an Auditor as Per SA 200

A. Objective of the Auditor

1.  Reasonable Assurance
The auditor must obtain reasonable assurance that the financial statements are free from
material misstatement (due to fraud or error), enabling the auditor to form an opinion on
whether the statements are prepared in accordance with applicable AFRFW.

2. Reporting on Findings
The auditor must report on the financial statements and communicate findings as required
by Standards on Auditing (SAs).

B. Detailed Explanation
1.  Reasonable vs. Absolute Assurance
Reasonable assurance offers a high level of assurance that financial statements are free
from material misstatements, but it is not a complete guarantee like absolute assurance.
2.  Audit Process
v' The audit of financial statements is conducted by the auditor using professional
competence and skills, following Standards on Auditing (SAs).
v Audit evidence is gathered, evaluated, and conclusions are formed. This results in
reasonable assurance, not absolute assurance.
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Causes of Misstatements
Misstatements can arise due to fraud, error, or both. The auditor's goal is to ensure that
financial statements as a whole are free from material misstatements and assess their
impact on the overall statements.

4.  Reporting Opinion
The auditor's opinion is communicated in a written report, as required by the Standards on
Auditing, based on the auditor’'s findings.

© 5. Scope of Audit

Content

1. Scope of Audit
Scope refers fo the range or reach of something. The purpose of an audit is to increase the
confidence of users in the financial statements.

2. Enhancing Confidence
The auditor expresses an opinion on whether the financial statements are prepared, in all
material respects, according to an applicable financial reporting framework.

3. Applicable Financial Reporting Framework
The framework used for preparing the financial statements should be acceptable for the
entity's nature and the objectives of the financial statements, or required by law.

4.  Example
In India, companies follow the financial reporting framework under Schedule IIT of the
Companies Act, 2013.

A. Scope of Audit Includes:
1. Coverage of All Aspects of Entity

The Audit should cover all relevant aspects of the entity related to the financial statements

being audited.

2. Reliability and Sufficiency of Financial Information

a. Reliability of Information: The auditor must ensure that the underlying accounting
records and other source data (like bills, vouchers, documents) are reliable and sufficient
for preparing the financial statements.

b. Assessment of Information: The auditor evaluates the reliability and sufficiency of
financial information by studying the accounting systems, internal controls, and
performing appropriate tests and procedures.

3. Proper Disclosure of Financial Information

a. Disclosure of Information: The auditor ensures that relevant information is properly
disclosed in the financial statements, considering applicable statutory requirements.

b. Transaction Summaries: The auditor ensures financial statements properly summarize
the recorded fransactions and events, and evaluates management judgments made during
preparation.

c. Management Judgments: Management makes many judgments, such as choosing an
appropriate accounting policies (e.g., methods of depreciation or inventory valuation).

d. Evaluation of Accounting Policies: The auditor evaluates whether these selected
accounting policies are appropriate and applied consistently over time.
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e. Historical Financial Information: The auditor understands that financial statements are
based on historical financial information, which reflects past economic events or
conditions.

B. Scope of Audit DO NOT Include

1. Competence beyond Auditor's Capability
The auditor is not expected to perform tasks outside their competence.
For example, determining the physical condition of assets like machinery or assessing the
suitability and life of buildings. These require expertise from qualified engineers.

2. Authentication of Documents
The auditor is not an expert in authenticating documents. He cannot verify the genuineness
of documents, as it requires specific expertise in that field.

3.  Official Investigation
An audit is not an official investigation. The auditor does not have legal powers like searching
or recording witness statements to conduct an investigation.

4.  Audit vs. Investigation
Audit and investigation are distinct. Investigation involves a detailed examination with a
special purpose, such as checking for fraud. If fraud is suspected, it turns into an
investigation.

5. Objective of Audit
The objective of an audit is to obtain reasonable assurance that the financial statements are
free from material misstatements due to fraud or error, allowing the auditor to express an
opinion.

© 6. Inherent Limitations of an Audit

Introduction
1. The audit process has inbuilt limitations and the auditor cannot obtain absolute assurance
that the financial statements are absolutely free from misstatements due to fraud or error.
There are various inherent limitations and are:

A. Nature of Financial Reporting:

1. Management Judgments
Preparing financial statements involves many judgments by management, which may be
subjective decisions or degree of uncertainty

2. Management Responsibility
The management is responsible for preparing financial statements in accordance with the
applicable financial reporting framework and ensuring effectiveness of internal controls.
These internal controls may not always be reliable due to their Inherent limitations of
Internal controls.

3. Example of Internal Control Limitation
For example, a company may require that purchase bills reflect the stamp and signature of
an authorized person, indicating goods have been received. However, if the accountant and
authorized person collude, they can override the internal control. This is a limitation of
internal controls.
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B. Nature of Audit Procedures:
1. Practical Limitations on Audit Evidence
The auditor obtains audit evidence by performing audit procedures, but he cannot test all
transactions or balances. Instead, he forms an opinion based on samples, which is a practical
limitation.
2.  Legal Limitations on Audit Evidence
Management may not provide complete information requested by the auditor. The auditor
cannot force management to provide this information. If not provided, the auditor can only
report the matter. This is a legal limitation.
3.  Dishonesty in Management
v If management is dishonest or involved in fraud, they may design sophisticated schemes
in order fo conceal the fraud.
v' They might present fabricated documents o mislead the auditor, causing the auditor to
accept invalid audit evidence.
4.  Related Party Transactions
v" The entity might engage in paper transactions with related parties, which may not have
actually occurred.
v The auditor may not detect these, especially if he is unaware of such relationships or
the audit procedures do not uncover the issue.

C. Audit is Not an Investigation

Audit is not an official investigation, so the auditor cannot guarantee that financial statements
are free from material misstatements due to fraud or errors.

D. Timeliness and Relevance of Information

Over time, the relevance of information decreases, and auditors cannot verify every matter in
detail. A balance must be struck between the reliability of information and the cost of obtaining
it.

For example, information relied upon from a previous year may lose relevance and reliability if
something new has happened.

E. Future Events

v" Future events or changes may adversely affect an entity's ability to continue its business.
Market changes, new business models, or unforeseen events could cause the business to cease
operations.

[aur]
7. Define an Engagement and Benefits of External Audit Engagement

A. Meaning of Engagement
Engagement refers to a formal agreement between the auditor and client. It contains the audit
services to be provided and is documented in an engagement letter.

B. External Audit Engagements
The purpose of external audit engagements is to increase confidence of users in the financial
statements. These are reasonable assurance engagements. For example, in India, companies are
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required to have their annual accounts audited by an external auditor. Non-corporate entities may
also choose an audit for its benefits.

C. Benefits of Audit
Audited accounts provide high-quality information, ensuring confidence that it is reliable and
meets Auditing Standards.
1. Shareholders
Shareholders, who may not be involved in daily operations, rely on independent audits to
ensure that financial statements are reliable and qualitative.
2. Moral Check
Audit acts as a moral check on employees, discouraging fraud due to the fear of being
discovered.
3.  Government
Audited financial statements help government authorities determine accurate tax liabilities.
4.  Bankers
Bankers use audited financial statements to make credit decisions—whether to lend money
to a particular entity.
5. Detection of Misstatements (MMS)
Audit helps detect fraud or errors (material misstatements).
6. Internal Controls
Audit reviews the effectiveness of internal controls in place and highlights any deficiencies
in the systems.

a@? 8. Is Audit- Mandatory or Voluntary?

Content

1. Legal Requirement for Audit
Audit is not always legally mandatory. Certain entities, like companies, are legally required to
get their accounts audited under law.

2. Non-Corporate Entities
Non-corporate entities may also be required to audit their accounts under tax laws. For
example, in India, individuals must audit their accounts if their turnover exceeds a specified
threshold under income tax law.

3. Government Grants
Some entities, like schools, may need to audit their accounts to obtain government grants or
assistance.

4. Voluntary Audit
Audit is not always compulsory. Many entities choose to voluntarily audit their accounts for
the benefits of the audit process, including internal rules that require audits.
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9. Who Appoints the Auditor?

Content
1. For Private Sector Companies
For companies, the auditor is appointed by the members (shareholders) in the Annual General
Meeting (AGM), as the shareholders are the owners of the company.
2.  For Government Companies
In case of government companies in India, the Comptroller and Auditor General of India
(CAG), an independent constitutional authority, appoints the auditor.
3. For Partnership Firms / LLPs
For a firm, the auditor is appointed by the partners of the firm who engage the auditor to
audit the firm's accounts.
4. For Government Authorities
In specific situations, the auditor may be appointed by a government authority as per
applicable laws or regulations (e.g., under tax laws).
To Whom the Report is Submitted
The audit report, containing the auditor's opinion, is submitted to the person or authority
who made the appointment:
v For companies, it is submitted to the shareholders.
v For firms, it is submitted to the partners.

E_@_‘) 10. Assurance Engagement and Elements thereof

A. Meaning

1.  Definition of Assurance Engagement
An assurance engagement is where a practitioner provides a conclusion fo enhance the
confidence of intended users (other than the responsible party) about the evaluation of a
subject matter against criteria.

2.  Purpose of Assurance Engagement
The practitioner gives an opinion on specific information, allowing users to make confident
decisions, knowing the chance of incorrect information is significantly reduced.

B. Elements of an Assurance Engagement
1. A 3-Party Relationship
a. Assurance engagement involves three parties:
i. Practitioner: Provides assurance (broader term than auditor).
ii. Responsible party: Prepares the subject matter.
iii. Intended users: Use the assurance report to make decisions.
b. Audit relates to historical information, while practitioner may offer assurance on non-
historical information.
2.  Appropriate Subject Matter
Refers to the information examined by the practitioner.
Example: Financial information in financial statements during an audit.
3.  Suitable Criteria
Benchmarks (standards, guidance, laws, rules) used to evaluate the subject matter.
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Sufficient Appropriate Evidence
a. The practitioner obtains sufficient and appropriate evidence to form an opinion.
b. Sufficient refers to Quantity, appropriate to Quality.
c. Evidence providing more comfort is considered qualitative and appropriate.
5. Woritten Assurance Report in Appropriate Form
A written report is provided containing conclusion that conveys the assurance about the
subject matter. A written assurance report is the outcome of an assurance engagement.

IE_@ 11.  Meaning of Review and Difference between Audit and Review
Content
1. Difference Between Audit and Review

Audit provides reasonable assurance, whereas review provides limited assurance, which is a
lower level of assurance.

2.  Review Engagement
Review involves fewer procedures and gathers sufficient and appropriate evidence to form
limited conclusions.

3. Relationship to Financial Statements
Both audit and review are related to financial statements based on historical financial
information.

Ee

Reasonable Assurance Engagement
Reasonable assurance engagement provides high
level of assurance.

I+ performs elaborate and extensive
procedures to obtain sufficient appropriate
evidence. [Inquiry, Inspection, A/P, RC, RP etc.]
It draws reasonable conclusions on the basis of
sufficient appropriate evidence.

Example of reasonable assurance engagement is
an audit engagement.

© 12.

Limited Assurance Engagement
Limited assurance engagement provides lower
level of assurance than reasonable assurance
engagement.
It performs fewer procedures as compared to
reasonable assurance engagement.
[Only Inquiry and A/P]
It involves obtaining sufficient appropriate
evidence to draw limited conclusions.
Example of limited assurance engagement is
Review engagement.

Assurance Engagements and Prospective Financial Statements

Content

1. Other Types of Assurance Engagements
Apart from Reasonable and limited assurance engagements, there are engagements focused
on matters beyond historical financial information. Examples include assurance on
prospective financial information or internal controls of an entity.

2. Definition of Prospective Financial Information
Prospective financial information refers to financial data based on assumptions about future
events and actions. It can be presented as a forecast, projection, or a combination of both.
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Focus of Such Assurance Engagements
These engagements do not examine historical financial information.
a. Historical vs. Prospective Financial Information
v' Historical financial information reflects financial details of past events, conditions,
or circumstances.
v' Prospective financial information is based on assumptions about future events and
actions of the entity.
b. Differences
v' Historical information is rooted in the past and represents actual events.
v' Prospective information focuses on the future, based on assumptions about what
might occur.
4.  Moderate Assurance
In engagements involving prospective financial information, the practitioner ensures that:
v" Management's assumptions are not unreasonable.
v' Information is properly prepared and presented based on these assumptions.
v' All material assumptions are adequately disclosed.
Assurance Level
These engagements provide only a moderate level of assurance.
Limitations Due to Future Orientation
v' Prospective financial information pertains to future events.
v While evidence may support the assumptions, such evidence is often future-oriented.
v The practitioner cannot confirm if the results in the information will actually be
achieved.
5.  Practitioner's Report
The practitioner assures that nothing has come fo their attention to suggest the
assumptions do not provide a reasonable basis for the projection.

=© 13.  Qualities of an Auditor

1. Personal Qualities
An auditor should possess qualities that contribute to being a good businessman, such as:
v’ Tact, caution, firmness, good tfemper, integrity, discretion, industry, judgement,
patience, clear-headedness, reliability etc.,
v' An auditor must have a high level of culture and the highest integrity, backed by
adequate independence to attain excellence in the profession.
v Beyond technical expertise, an auditor must have basic human qualities like
trustworthiness. Integrity and independence are key in their role.
2. Professional Qualities
The auditor must have an expert knowledge of accounting principles and techniques, as they
critically review financial statements. Knowledge of all accounting areas is essential.
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14. Engagement and Quality Control Standards

Content
1. Standards on Auditing (SAs)
Apply to Audit of historical financial information.
2.  Standards on Review Engagements (SREs)
Apply to Review of historical financial information.
3.  Standards on Assurance Engagements (SAEs)
Apply to Assurance engagements other than audits and reviews of historical financial
information.
4. Standards on Related Services (SRSs)
Apply to agreed-upon procedures, compilation engagements, and other related service
engagements.
Purpose of EQC Standards
The purpose is to establish high-quality standards and provide guidance in financial
statement audits and other types of assurance services.

A. Standards on Auditing
1. Standards on Auditing apply to the audit of financial statements by an independent auditor.
They set high-quality benchmarks for conducting audits of historical financial information.
2.  Scope
The Standards cover a wide range of audit-related issues, including:
v Audit Objectives, Audit documentation, Audit planning - Risk assessment, Audit
sampling, Audit evidence, Forming opinions
3.  Examples of Standards on Auditing (SA)
v SA 200: Overall Objectives of the Independent Auditor
SA 230: Audit Documentation
SA 315: Identifying and Assessing Risks of Material Misstatement
SA 500: Audit Evidence

AURNIEN

B. Standards on Review Engagements
1. Standards on Review Engagements apply to the review of financial statements. A review
provides limited assurance, which is lower than that of an audit, as it involves fewer
procedures.
2. Assurance and Evidence
Although providing limited assurance, a review also requires obtaining sufficient appropriate
evidence. For example, when reviewing interim financial information.
3. Examples of Standards on Review Engagements (SRE)
Some key SRE examples include:
v SRE 2400 (Revised): Engagements to Review Historical Financial Statements
v SRE 2410: Review of Interim Financial Information Performed by the Independent
Auditor.
Note
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Both Standards on Auditing and Standards on Review Engagements apply to engagements
involving historical financial information.

C. Standards on Assurance Engagements
1.  Standards on Assurance Engagements apply to engagements dealing with subject matters
other than historical financial information. These do not include the audit or review of
historical financial information.
2. Scope
These engagements may involve examination of prospective financial information or providing
assurance on non-financial matters, such as the design and operation of internal controls.
3.  Examples of Standards on Assurance Engagements (SAE)
Some key SAE examples include:
v SAE 3400: The Examination of Prospective Financial Information
v' SAE 3420: Assurance Engagements to Report on the Compilation of Pro Forma Financial
Information Included in a Prospectus.

D. Standards on Related Services

1.  Standards on Related Services apply to engagements that involve performing agreed-upon
procedures regarding financial information.

2.  Agreed-Upon Procedures
An engagement may require performing specific procedures on items like accounts payable,
accounts receivable, purchases from related parties, or financial statements such as a
balance sheet.

3.  Compilation Engagements
A compilation engagement involves assisting management with the preparation and
presentation of historical financial information without providing assurance. The practitioner
issues a report stating that no opinion is expressed.

4. Examples of Standards on Related Services (SRS)
Some key SRS examples include:
v' SRS 4400: Engagements to Perform Agreed-Upon Procedures Regarding Financial

Information

v SRS 4410 (Revised): Compilation Engagements.

E. Standards on Quality Control:
1. Purpose
Standards on Quality Control (SQCs) establish standards and provide guidance on a firm's
responsibilities for its quality control system in audits, reviews, other assurance and related
service engagements.
2. SQC 1 requires auditors to establish a quality control system to ensure compliance with
professional standards, regulatory & legal requirements, and that reports are appropriate.
3.  Objective
The basic objective is to ensure a quality control system within firms that guarantees
compliance with professional standards and legal requirements, and that appropriate reports
are issued.
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4.  Application
SQCs apply to all services covered by Engagement Standards, ensuring proper quality
control for those services.

E@ 15. Need for EQC Standards

1. Need:
v Ensure audits are conducted against established benchmarks, aligned with global
practices.
Improve the quality of financial reporting, aiding diligent decision-making.
Promote uniformity in audits of financial statements.
Equip professional accountants with necessary knowledge and skills.
Ensure audit quality.
2.  Duties in Relation to Engagement and Quality Control Standards:

1. Professional accountants must follow Standards in their engagements. If a specific
procedure in the Standards is ineffective, they must document alternative procedures
and their purpose.

2. They must also document the reason for departure unless it's clear, and draw attention
to these departures in their report.

3. Disclosure alone does not absolve the accountant from complying with applicable
Standards.

LSRN
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2. ETHICS AND TERMS OF AUDIT ENGAGEMENTS

1. Meaning and Need for Professional Ethics

Meaning

1. Definition of Ethics
Ethics refers to moral principles that govern a person's behaviour or actions. It is the branch
of knowledge that deals with moral principles.

2. Nature of Ethics
Ethics comes from within an individual and must be inculcated into their habit and
temperament. It should be strong enough to resist selfish motives or temptations.

3.  State of Mind
Ethics is a state of mind that aligns actions with moral principles. It imposes obligations on
individuals and is considered the science of morals in human conduct.

Need for Professional Ethics

1. Purpose of Assurance Engagements
The goal of assurance engagements is o enhance the confidence of intended users, which
requires users to trust the professionals providing the service.

2.  Basis of Professional Ethics
Professional ethics are rooted in morality. Ethical professionals place public good above
personal gain, earning respect and honour. Professional bodies must interpret public interest
broadly.

3. Adherence to Ethics
The respect and confidence in a profession depend on how strictly professionals follow
ethical standards through self-discipline.

4.  Public Interest
A key feature of the accountancy profession is its commitment to act in the public interest.

5. Role of Chartered Accountants (CAs)
Chartered Accountants, whether in practice or service, must adhere to ethical behaviours
and follow the fundamental principles of ethics, ensuring service users feel secure about
the framework governing these services.

6. | ICAT's Ethical Standards
The Institute of Chartered Accountants of India (ICAT) requires members to comply with
ethical principles. Ethical compliance is a core philosophy of the profession, and ethics are
codified for clarity and enforcement.

7. Code of Ethics for CAs
Chartered Accountants are required to follow the Code of Ethics in both practice and
service.

8.  Disciplinary Actions for Deviations
Any deviation from ethical responsibilities activates the disciplinary mechanism, leading to
fines, suspension, removal from membership, or other actions.
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2. Principles Based Approach Vs Rules Based Approach to Ethics

Content

1. Principles-Based Approach
Inaprinciples-based approach, accountants must comply with the spirit of ethics. It requires
the use of professional judgment in every situation based on knowledge, skill, and expertise
to evaluate and reach conclusions.

2. Rules-Based Approach
In a rules-based approach, accountants strictly follow established rules. This can be narrow
in outlook and may overlook the spirit of ethics. It is also rigid, as not all practical situations
can be handled by rules alone.

3. Observe the Spirit of the code
It is essential to follow the spirit of the code rather than just the letter of the rules to
ensure ethical compliance in all situations.

ooy
=@ 3. Fundamental Principles of Professional Ethics

Fundamental Principles of Ethics
Fundamental principles of ethics set the expected standard of behaviour for a professional
accountant. A professional accountant must comply with each of these principles.

Professional Professional
Integrity Objectivity comgj;re:::eand Confidentiality Behavaiour

1. Integrity
v Accountants must be straightforward and honest in all professional and business
relationships. Integrity means fair dealing and truthfulness.
v Accountants must not be associated with reports or information that:
i. False or misleading statements.
ii. Negligently provided Information.
iii. Omitting or obscuring information that is misleading.
2.  Objectivity
v Accountants must not compromise professional judgment due to bias, conflict of
interest, or undue influence.
v' Accountants should not take on activities where relationships or circumstances unduly
influence their professional judgment.
3. Professional Competence and Due Care
v' Accountants must maintain the required professional knowledge and skills to provide
competent service based on current standards and legislation.
v They must act diligently, thoroughly, and timely, following technical and professional
standards for each assignment.
4.  Confidentiality
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v The confidentiality principle requires accountants to respect the confidentiality of
information obtained through professional or business relationships.

v' Confidentiality supports the public interest by ensuring the free flow of information
between the client or employer and the accountant, with the understanding it won't be
shared without consent.

v' Confidential information may be disclosed only when:

i. Required by law.

ii. Permitted by law and authorized by the client or employer.

iii. There is a professional duty or right to disclose when not prohibited by law.
5.  Professional Behaviour

v Accountants must comply with relevant laws and regulations and avoid actions that could
discredit the profession.

v' Accountants should not engage in activities that might harm the integrity, objectivity,
or reputation of the profession, as it would be incompatible with fundamental principles.

[Avor]

=© 4. Independence of Auditors
Content
1. Professional Integrity & Independence

v' Essential for all professions, especially accountancy.
v' Independence means that judgment is not influenced by, wishes or direction of another
person.
2. Rules of Professional Conduct
v Aim fo promote independence, but rules alone cannot ensure it.
v' Independence is a state of mind and personal character.
v" Should not be confused with legal standards of independence.
v' These standards may change, but the quality of independence remains constant.
3. 2 Perspectives of Independence
Independence of Mind:
v' A state that allows unbiased judgment.
v' Ensures integrity, objectivity, and professional skepticism.
Independence in Appearance:
v' Avoiding situations that are so significant that an informed third-party would conclude
that integrity, objectivity or professional skepticism had been compromised.
4.  Existence and Appearance of Independence
v' Independence must exist both in fact and in appearance.
v' The relationship between the auditor and client should:
1. Satisfy the auditor about his own independence.
2. Any Unbiased person shall conclude that independence is not compromised.
v' This ensures confidence fo users of financial statements.
5. Importance for Listed Companies
v As a statutory auditors of listed companies would cease to perform any useful function
if persons do not have faith in the Independence and integrity.
v He is Expected to be, Objective, fearless, and capable of giving an honest opinion.
6.  Subjectivity of Independence
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v" Independence depends on the state of mind and character of the person.
v" One person may feel independent in certain circumstances.
v' Another person may not feel the same way in similar circumstances.
7.  Duty of Chartered Accountants
v' Decide whether they can act independently in the given circumstances.
v" Avoid any positions that might compromise their independence.

E@ 5. Threats to Independence

The International Federation of Accountants (IFAC) has identified 5 types of threats to
independence.
Types of Threats and Examples
A. Self-Interest Threats
Occurs when the auditing firm or any partner benefits from a financial interest in the audit client.
Examples:
Direct financial interest or materially significant indirect financial interest in the client.
Loan or guarantee to/from the client.
Dependence on client fees, risking loss of the engagement.
Close business relationship with the client.
Potential employment with the client.
Contingent fees for audit engagement.

AN NI N N

B. Self-Review Threats

Occurs when an auditor reviews their own judgement or conclusion from a previous audit or non-

audit engagement.

Examples:

1. When an auditor or feam member was recently a director or senior officer of the company.

2. When auditors perform services that are also subject to audit.

Note: Non-audit services include management services, internal audit, investment advisory, IT

system design, etc.

C. Advocacy Threats

Occurs when the auditor promotes a client's opinion to the point where objectivity may be perceived

as compromised.

Examples:

1. When an auditor deals with shares or securities of the audited company.

2. When the auditor acts as the client's advocate in litigation or third-party disputes. In these
situations, the auditor may be perceived as championing the client's cause, undermining
objectivity.

Familiarity Threat

Occurs when auditors become too close to the client, where they end up being too sympathetic to
clients' interests.

Examples:

1. Close family member working in senior position of the client.

2. Former partner of the audit firm being a director or senior employee of the client.
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3. Long-standing relationships between specific auditors and client counterparts.

4. Accepting significant gifts or hospitality from the client.

Intimidation Threat

Occurs when auditors are deterred from acting objectively and with professional skepticism.
Examples:

1. Threats of replacement due to disagreements on accounting principles.

2. Pressure to reduce audit work to lower fees.

3. Threats of litigation.

a@? 6. Safeguards to Independence

Content

1. Appear Independent
Auditors must always be independent and appear independent to the public for confidence
in audit quality.

2. Key Principles
The key principles in auditing are integrity, objectivity, and professional scepticism, all of
which require independence.

3.  Consideration of Independence
Before accepting work, an auditor must assess whether it involves a threat fo their
independence.

4.  Threats exists
If threats o independence exist, the auditor should either withdraw from the task or take
precautions to eliminate the threats.

5.  Inability to Safeguard
If the auditor cannot apply credible safeguards to address threats, they must decline the
work.

E@ 7. Professional Skepticism

Content
1. Professional Skepticism
It is an attifude of a questioning mind, being alert to unusual situations, and critical
assessment of audit evidence.
2.  Professional skepticism involves being alert to:
a. Audit evidence that contradicts other evidence.
b. Information questioning the reliability of documents or responses.
c. Conditions indicating possible fraud.
d. Need for additional audit procedures then required as per SAs.

Benefits

Maintaining skepticism reduces risks of:

a. Overlooking unusual circumstances.

b. Over-generalizing audit observations.

c. Making inappropriate decisions regarding audit procedures (nature, timing, extent).
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Accepting Documents and records as genuine
The auditor can accept documents as genuine unless there is exists a doubt. However, the
auditor must evaluate the reliability of information. If in doubt or suspecting fraud, further
investigation is needed.

5. Past Experience
Auditors cannot ignore past experiences with the honesty and integrity of management but
must still maintain professional skepticism, regardless of past interactions.

Part 2 - SA 210 Agreeing the Terms of Audit Engagement

=@ 8. Scope and Objective of SA 210

Content
1.  Scope
SA 210 deals with the auditor's responsibilities in agreeing to the terms of the audit
engagement with management and, when applicable, those charged with governance. This
includes establishing preconditions for the audit.
2. Objective
The auditor's objective is to accept or continue an audit engagement only when:
a. The preconditions for the audit are present.
b. There is a clear and mutual understanding between the auditor and management (and,
where appropriate, those charged with governance) about the ferms of the audit
engagement.

© 9. Preconditions For an Audit

Content
1. Preconditions for an Audit
As per SA 210, preconditions include:
v' Management using an acceptable financial reporting framework for the financial
statements.
v Agreement by management and, where applicable, governance, on the premise of the
audit.
2. Auditor's Responsibilities
The auditor must:
a. Determine if the financial reporting framework is acceptable.
b. Obtain management's agreement on:
i. Responsibility for preparing the financial statements in line with the framework,
including fair representation.
ii. Responsibility for necessary internal controls to prevent material misstatement
(fraud or error).
iii. Providing the auditor with:
v' Access to all relevant information (records, documents).
v' Additional information requested by the auditor.
v Unrestricted access to necessary persons within the entity.
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If Preconditions Are Not Present
If preconditions are missing, the auditor must:
v' Discuss with management.
v Reject the audit engagement unless required by law or regulation, if:
a. The financial reporting framework is unacceptable.
b. Management does not agree on their responsibilities regarding financial statement
preparation, internal controls, or access to information and people.
4. Limitation on Scope
If management or those charged with governance impose a limitation that affects the
auditor's ability to form an opinion (e.g., leading to a disclaimer of opinion), the auditor should
not accept such an engagement, unless required by law or regulation.

E_@ 10.  Audit Engagement Letter [Refer Format in ICAI material]

Content
1. Audit Engagement Letter
The engagement letter is sent by the auditor to the client to reduce misunderstandings.
2.  Agreement with TCWG
The auditor must agree on the terms of the audit engagement with management or those
charged with governance (TCWG), as appropriate.
3. Non-Statutory Audits
A non-stafutory audit is a matter of contract between the auditor and the client. It is most
important to have an engagement letter o avoid conflicts.
4.  Must Be in Writing
The terms of the engagement must be in writing to ensure both parties are clear on the
nature and scope of the work.
5. Contents of the Lefter
The engagement letter includes:
a. Theobjective and scope of the audit.
b. The auditor's responsibilities.
The management’s responsibilities.
Idenftification of the applicable financial reporting framework.
Reference to the expected form and content of the reports, with a statement about
possible variations.
6.  Circumstance where engagement letter is Not required
If the terms are prescribed in detail by law or regulation, the auditor doesn't need to include
them in the letter, except for stating the law / regulation applies and management's
acknowledgement of its responsibilities.

® a0

=@ 11.  Change In Terms of Engagement as Per SA 210

Content
1.  Reasons for Change in Terms
The terms of the engagement may change due to:
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1. Change in circumstances.
2. Misunderstanding of the terms originally agreed services.
3. A restriction on the scope of the engagement imposed by management or circumstances.
2.  Acceptance of Change in Terms
The auditor may accept a change if:
1. If There is reasonable justification and the work complies with SAs.
2. The auditor and management must agree and record the new terms in a new engagement
letter.
Note: To avoid confusion, The report shall not refer to the original engagement and
Procedures from in the original engagement.
3. Non-Acceptance of Change
The auditor will not accept changes if there is no reasonable justification for the
modification of terms.
4.  Withdrawal from Engagement
If the auditor cannot agree to the change or management doesn't allow continuing the original
engagement:
1. The auditor must withdraw from the audit.
2. The auditor must assess if there is any obligation to report the circumstances to other
parties (e.g., governance, owners, regulators).
Example of request from management to change terms
If the auditor cannot obtain sufficient audit evidence on receivables, and management
requests changing the audit to a review engagement to avoid a qualified or disclaimed opinion,
the auditor must evaluate the situation carefully.

E_@_‘) 12. Matters to be considered before agreeing to change terms

Content
1. Change to Lower Assurance
If the auditor is asked to change the audit engagement to one with lower assurance, they
must determine if there is reasonable justification for the change.
2. Legal or Contractual Implications
Before agreeing to change the engagement to a review or related service, the auditor must
assess any legal or contractual implications of the change.
3. Relevance of Previous Work
If the change is justified, the audit work done until the change may be relevant to the new
engagement. However, the work and report will be those appropriate to the new engagement.
4.  Avoiding Confusion in Reporting
To avoid confusion, the report on the new engagement will not mention:
a. The original audit engagement.
b. Any procedures performed in the original audit.
5. Recording New Terms on a New letter
If the terms of the engagement change, the auditor and management must agree on and
record the new ferms in an engagement letter or another suitable written agreement.
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AUDIT =

Sending New Engagement Letter in Recurring Audits

Content
1. Initial Audit Engagement
The auditor must issue an engagement letter when newly appointed for an audit.
2.  Recurring Audit
1. A recurring audit occurs when the previous year's auditor is reappointed for the current
year.
2. Inrecurring audits, the auditor must decide if a new engagement letter is needed based
on circumstances and professional judgment.
3.  Circumstances for Re-issuing Engagement Letter
The engagement letter should be issued in recurring audits if:
The entity misunderstands the objective or scope of the audit.
There are revised terms of engagement.
There is a change in legal or regulatory requirements.
There is a change in the financial reporting framework.
There is a change in audit reporting requirements.
There is a recent change in top management.
There is a significant change in the nature or size of the entity's business.

Part 3 - Quality Control

Content

SN N N N N

1. SQC1vs.SA 220
Both SQC 1 and SA 220 deal with quality control:
v' SQC 1 applies to all types of engagements (audits, reviews, other assurance services and
related services).
v' SA 220 applies only to audit engagements.
2. Scope of SQC 1vs. SA 220
v' SQC 1 applies to the entire firm.
v SA 220 applies only to a specific audit engagement.
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SQC 1 Quality Control for Firms that perform Audits and Reviews of Hlstomcal Financial
a— Information, and Other Assurance and Related Services engagements

Content
1. Scope and Objective (SQC 1)
1. SQC 1 requires the firm to establish a Quality Control System that ensures:
i. Compliance with Professional Standards, Regulatory and Legal requirements.
ii. Reports issued by the firm are appropriate.
2. The QCS consists of policies and procedures to achieve these objectives.
2.  Elements of the System of Quality Control
The firm's quality control system should address the following elements:
Leadership responsibilities for quality.
Ethical requirements.
Acceptance and Continuance of client relationship.
Human resources.
Engagement performance.
6. Monitoring.
Quality control policies must be documented and communicated to all personnel in the firm.
3.  Leadership Responsibilities for Quality
1. SQC 1 requires policies and procedures to promote a culture that values quality in
performing engagements.
2. The CEO or managing partners must assume ultimate responsibility for the QCS.
3. Leadership should set an example that promotes high-quality audit work.
4. The persons responsible for operational quality control must have the experience, ability,
and authority to assume such responsibility.
4.  Ethical Requirements
The firm shall design P&P to provide it with reasonable assurance that the firm, its personnel
and Experts contracted:
1. Ethical P&P: Complied with Code of Ethics.
Code of Ethics: The Code includes integrity, objectivity, competence, confidentiality,
professional behaviour, and independence.
2. Independence: Maintain independence where required and the P&P shall:
a. Communicate independence requirements to personnel.
b. Identify and address threats to independence.
¢. Withdraw if threats cannot be eliminated.
3. Reporting threats: Engagement partners should report any threats to independence
promptly.
4. Appropriate Action: Prompt notification of breaches for appropriate action.
5. Annual Confirmation: Obtain written confirmation of compliance with independence policies
from all relevant personnel on Annual Basis.
5. Acceptance and Continuance of Client Relationships
1. Client Information: Before accepting or continuing an engagement, the firm must gather
vital information about the client o assess:
a. Integrity of the client.
b. Competence, capabilities, time and resources of the firm to perform the engagement.
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c. Compliance with ethical requirements.
2. The firm should document how issues are resolved when deciding to accept or continue a
client relationship.
Integrity of Client
1. Matters to Consider:
i. Client's principal owners, key management, and governance.
ii. Client's business practices and operations.
iii. Attitudes towards accounting standards and internal controls.
iv. Pressure to reduce fees.
v. Indications on inappropriate Scope limitation.
vi. Possible involvement in money laundering or criminal activities.
vii. Reasons for changing auditors. [Why Previous auditor Not reappointed?]
2. Conflict of Interest
Any conflict between the firm and client must be resolved before accepting the
engagement.
If firm obtains any further information after accepting the engagement, that could have
affected the decision regarding acceptance, the firm should assess:
a. Legal and professional responsibilities, including reporting to relevant parties.
b. Possibility of withdrawal from the engagement or client relationship.

6. Human Resources
1. Policies and Procedures: P&P that provide reasonable assurance that the firm has sufficient
personnel with capabilities, competence, and ethical principles to perform engagements in
compliance with standards.
2. HR Areas: Address issues such as recruitment, compensation, training, career development,
and performance evaluation.
3. Professional Development: Focus on the continuing development of personnel.
7.  Engagement Performance
1. Consistency in Quality: Consistency in engagements can be achieved by briefing the teams
on objectives, engagement standards, supervision, training, and performance review
methods.
2. Consultation:
a. Consultation must take place for resolving difficult or contentious matters with
individuals inside or outside the firm.
b. External consultation may be sought from other firms, professional bodies, or
regulatory bodies for advisory services.
8. Engagement Quality Control Review [EQCR]
1. Significant Judgments: Significant judgments must be reviewed by a quality control
reviewer [EQCRr] before issuing the report.
2. Extent of Review: The extent of review depends on complexity and risks involved in the
engagement.
EP only Responsible: The review doesn't reduce the engagement partner’s responsibility.
4. Mandatory For Listed Entities:
v EQCR is must for all audits of financial statements of listed entities.
v' For other engagements, Firm shall develop the criteria for EQCR.
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5. Differences between EP and EQCRr:
v Any disagreements between the engagement team, reviewer, and partner should be
resolved before issuing the report.
v If EQCRr recommendations are not accepted by EP, the matter shall be resolved by
established P&P by consulting another practitioner, firm, or professional body.
9. Engagement Documentation

1. Establish P&P: For timely assembly of Final Engagement files.

2. 60 Days for Audits: Assembly of Final Audif files should be completed within 60 days after
the auditor's report.

3. Safe custody: Establish P&P for confidentiality, integrity, accessibility, and retrievability
of documentation.

4. Ownership: Unless specified by Law or regulation, Engagement documentation is property
of the firm. The Firm may at its discretion, disclose documentation to clients, provided
such disclosure does not affect validity of work or independence in case.

5. Retention Period:

v" Documentation should be retained long enough to perform monitoring procedures in
order to evaluate compliance with QCS, or longer period if required by law.
v' Typically, audit documentation should be retained for at least 7 years from date of
auditor's report or if later, group auditors report.
10. Monitoring

1. Establish P&P: Evaluate whether quality control policies and procedures are relevant,
adequate, and operating effectively.

2. Periodic Inspections: Perform periodic inspections of completed engagements to assess
compliance with the quality control system.

© SA 220 Quality Control for an Audit of Financial Statements

Content
1. Scope and Objective

1. Engagement Partner Responsibility: EP is Responsible for quality control procedures at
the audit engagement level as per SA 220 to comply with the firm's SQC.

2. Objective: To implement QC P&P at engagement level to ensure that the audit complies
with professional standards, regulatory/legal requirements, and that the audit report is
appropriate.

2.  Responsibilities of Engagement Partner
SA 220 outlines the responsibilities of the engagement partner, including:
Leadership for quality on audits
Adherence to ethical requirements
Acceptance and continuance of client relationships
Assignment of engagement teams
Engagement performance
. Monitoring
3. Leadership Responsibilities for Quality on Audits
1. Overall Responsibility: The EP must take responsibility for overall audit quality.
2. The Actions of EP in taking responsibility for overall quality shall emphasise:
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Performing work that comply with professional standards and regulatory/legal
requirements.
b. Comply with the firm's quality control policies.
c. Ensure the audit report is appropriate.
d. Encourage the team to raise concerns without fear of reprisal.
4.  Relevant Ethical Requirements
1. Independence: Identify threats fo independence that cannot be eliminated or reduced
to acceptable level, with safeguards.
2. Reporting: Reporting by EP fo appropriate firm personnel for appropriate actions
(e.g., eliminating the threat or withdrawing from the engagement).
5. Acceptance and Continuance of Client Relationships and Audit Engagements
Before accepting a client, ensure information on:
a. Integrity of principal owners
b. Competence of the engagement team, including time/resources
c. Compliance with ethical requirements
d. Significant issues from previous audits.
6.  Assignment of Engagement Teams
Ensure the engagement team and any expert auditors possess the necessary competence
and capabilities to perform the engagement in compliance with standards.
7.  Engagement Performance
1. Responsibility for Direction: The engagement partner directs, supervises, and ensures
the engagement complies with professional standards.
2. Review of Documentation: Ensure that sufficient and appropriate evidence has been
obtained to supports conclusions and for issuance of audit report.
Consultation: Ensure appropriate consultation on difficult issues within/outside the firm.
4. Engagement Quality Control Review (EQCR): For audits of listed entities, ensure an
EQCR is appointed, and the EP shall
v" Discuss all significant matters.
v Not Date the audit report until QCR is completed
v If difference of Opinion arises among engagement team, between team and consulted
parties or between EP and EQCRr, they shall be resolved as per firms P&P.
8. Monitoring
1. Effective Quality Control System: Ensure that policies and procedures are relevant,
adequate, and operating effectively.
2. Consider Monitoring Results: Evaluate deficiencies noted in the firm's monitoring process
and their potential impact on the audit.
9.  Documentation
The engagement partner should document:
1. Ethical issues identified and their resolution.
2. Independence related conclusions and relevant discussions.
3. Conclusions reached on Acceptance/continuance of client relationships.
4. Consultation details, including scope and conclusions.

w
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3. AUDIT REPORT

Ha@ 1. SA 700 Forming an Opinion and Reporting on Financial Statements

A. Introduction
1.  Scope of SA 700
SA 700 deals with the auditor's responsibility to form an opinion on the financial statements.
Also deals with form and content of the auditor's report to be issued after the audit.
2. Need of SA 700
1. Global Consistency: Balances the need for consistency and comparability in audit reporting
globally while making the information more relevant to users.
2. Credibility: Promotes credibility in the global marketplace by making audits conducted as
per globally recognised SAs.
3. Helps promote user understanding and highlights unusual circumstances.
3. Objective of the Auditor
The auditor's objectives according fo SA 700 (Revised):
1. Form an opinion on the financial statements based on the evaluation of audit evidence.
2. Clearly express that opinion in a written report.

B. Forming of an Opinion
1. Auditor's Opinion
The auditor shall form an opinion on whether the financial statements are prepared, in all
material respects, in line with the applicable financial reporting framework.
2.  Basis for Opinion
To form this opinion, the auditor concludes whether reasonable assurance has been obtained
that the financial statements are free from material misstatement due to fraud or error.
3.  Factors o be Considered
v Whether sufficient appropriate audit evidence has been obtained.
v Whether uncorrected misstatements are material, individually or in aggregate.
v' The evaluations performed.

C. Evaluations by the Auditor
1. Evaluation of Financial Statements
The auditor evaluates whether the financial statements comply with the applicable financial
reporting framework.
2.  Consideration of Qualitative Aspects of accounting practices
Consideration of the entity's accounting practices, including indicators of possible bias in
management’s judgements.
a. Qualitative Aspects as per SA 260 means
v Management Judgements: Management makes number of judgments about amounts
and disclosures in financial statements.
v' Possible Bias: Auditor may detect bias in management’s judgements.
v Misstatements: Lack of neufrality and uncorrected misstatements can lead to
material misstatement.
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b. Indicators of Lack of Neutrality
v' Selective Correction of misstatements identified by auditors, Example: Correcting
misstatements that increase earnings, while ignoring those that decrease earnings.
v" Possible management Bias in making accounting estimates. SA 540 address this issue.
c. Bias vs. Misstatements
v" Indicators of management bias does not constitute misstatements but may influence
whether the financial statements as a whole are free from material misstatement.
3. Specific Evaluations by the Auditor
The auditor evaluates Whether:
a. Significant accounting policies are disclosed.
b. Those policies are consistent with the financial reporting framework.
c. Management’s accounting estimates are reasonable.
d. Information presented in financial statements is relevant, reliable, comparable, and
understandable.
e. Adequate disclosures enable users to understand the impact of material fransactions and
events.
f. Terminology used in financial statements is appropriate.
4.  Evaluations under Fair Presentation Framework
For fair presentation frameworks, the auditor also evaluates:
a. Overall Presentation, structure, and content of the financial statements.
b. Whether financial statements and events represent the underlying transactions in a
manner that achieve fair presentation.
5.  Reference to Reporting Framework
The auditor also evaluates whether the financial statements adequately refer to the
applicable financial reporting framework.

D. Key Definitions of SA 700
L. General Purpose Financial Statements
Financial statements prepared in accordance with a general-purpose framework.
2.  General Purpose Framework
A financial reporting framework designed to meet the common financial information needs
of a wide range of users.
3. Types of Financial Reporting Frameworks
The financial reporting framework can be a fair presentation framework or a compliance
framework.
4.  Fair Presentation Framework
v" Requires compliance with the framework's requirements AND
v Acknowledges, to achieve fair presentation, management may:
i. Explicitly / Implicitly, to provide additional disclosures beyond those required by the
framework.
ii. Explicitly, to Depart from a framework requirement (in extremely rare cases) fo
achieve fair presentation.
5.  Compliance Framework
v' Requires compliance with the framework's requirements and
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v Does not acknowledge the need for additional disclosures or deparfure from
requirements as described in the fair presentation framework.

E. Form of Opinions [Types]
1. Unmodified Opinion
The auditor expresses an unmodified opinion when the financial statements are prepared, in
all material respects, in accordance with the applicable financial reporting framework.
2. Modified Opinion [SA 705]
The auditor issues a modified opinion:
a. If the auditor concludes based on audit evidence obtained, the financial statements are
not free from material MMS, or
b. The auditor is unable to obtain sufficient appropriate audit evidence to conclude that
the financial statements are free from MMS.
3. Wording of Unmodified Opinion
v" The auditor's opinion uses one of these phrases:
a. “Present fairly, in all material respects [..] in accordance with [the applicable
financial reporting framework]."
b. “Give a true and fair view [...] in accordance with [the applicable financial reporting
framework]."
v' These phrases are considered equivalent.
4.  Prohibited Wordings
When expressing an unmodified opinion, phrases like "with the foregoing explanation” or
"subject to" must not be used as they suggest a conditional opinion or a weakening of the
opinion.

F. Contents / Elements of Auditor's Report for Audit Conducted as per SA's

1. Title

2. Addressee

3. Auditor's Opinion

4.  Basis for Opinion

5. Material Uncertainty Related to Going Concern [SA 570]
6. Key Audit Matters [SA 701]

7. Emphasis of Matter Paragraph [SA 706]

8.  Other Matter Paragraph [SA 706]

9.  Responsibilities of Management

10.  Auditor's Responsibilities

11.  Other Information Para [SA 720]

12. | Report on Other Legal/Regulatory Requirements

13.  Signature of the Auditor

14.  Place of Signature [Ordinarily the city where the report is signed]
15. | Date of the Auditor's Report

The date must be on or after the date of approval of the financial statements.
16.  UDIN (Unique Document Identification Number)
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6. Detailed Explanation for Above Elements
1. Title
The auditor's report must have a title clearly indicating it is the report of an independent
auditor, e.g., "Independent Auditor's Report.”
2.  Addressee
v The report is addressed based on the engagement terms or law/regulation.
v Typically, auditors report is addressed to the shareholders or those charged with
governance.
3. Auditor's Opinion
Includes the heading "Opinion" and also:
a. Identifies the entity being audited.
b. State that the financial statements have been audited.
c. Identify the title of each financial statement.
d. Refer fo Notes, policies, and
e. Specify the date and period covered by the financial statements.
4.  Basis for Opinion
Includes the heading "Basis for Opinion” and also:
a. State that Audit is conducted as per Standards on Auditing (SAs).
b. Refers to the section that contains "Auditors responsibilities”
c. Statement that Auditor is independent and complied with ethical requirements.
d. State that the auditor believes he obtained sufficient and appropriate audit evidence as
a basis for the opinion.
5. Going Concern, as per SA 570,
a. The auditor shall obtain S&A Audit evidence whether use of Going concern is appropriate
in preparation of financial statements.
b. Conclude whether any material uncertainty exist that may cast significant doubt on
entities ability to continue as going concern
c. A material uncertainty exists when the magnitude of its potential impact and likelihood
of occurrence is such that, appropriate disclosure is required in F/S to achieve fair
presentation and not mislead.
6. Key Audit Matters (KAM), As per SA 701, KAM is applicable for:
v Listed Entities: For Audit of Complete set of GPFS of listed entities, the auditor shall
communicate KAMs
v" Law / Regulation: Where required by law or regulation.
v Auditors Discretion: Where auditor decided to includes issues like significant public
interest or audits of financial institutions or charitable entities.
7.  Other Information
Addresses SA 720 requirements for inconsistencies or matters related to information
beyond the audited financial statements.
8.  Responsibilities for Financial Statements
States management's responsibility for:
a. Preparing statements as per the applicable financial reporting framework [AFRFW].
b. Internal controls to ensure F/S are free from MMS.
c. Appropriateness of use of going concern basis of accounting in preparation of F/S.
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Note: This section shall also identify those responsible for oversight of financial reporting
process if they are different from management. [Heading shall be modified accordingly to

include TCWG]
9.  Auditor's Responsibilities
Section Description
I. Primary Responsibilities
Objectives of v Obtain reasonable assurance that the financial statements are
the Auditor free from MMS due to fraud or error.
v' Tssue an auditor's report with an opinion.
Reasonable Reasonable assurance is a high level of assurance, but it's not a
Assurance guarantee that all material misstatements will be detected.
Misstatements Misstatements may arise from fraud or error and are material if they
could influence users’ decisions.
IT. Additional Responsibilities under SAs
Judgment & The auditor must exercise professional judgment and maintain
Skepticism professional skepticism throughout the audit.
Audit Process v' Identify & assess risks of material misstatement due to fraud or
error.
v" Design & perform audit procedures to respond to those risks.
v" Obtain sufficient & appropriate evidence.
v" Understand internal control to design effective audit procedures.
v" Evaluate accounting policies, estimates, and disclosures.
Going Concern Assess going concern assumptions and identify material uncertainties.

Fair Presentation In case of fair presentation framework, evaluate presentation,
structure, and disclosures.
Group Audits When SA 600 applies, describe division of responsibility between
auditors for group audits, including the work of other auditors.
III. Communication Responsibilities
Governance Communicate with those charged with governance regarding
Communication v" The audit scope & timing and
v" Significant findings,
v' Deficiencies in internal control.

Independence Statement that auditor complied with ethical requirements regarding
for Listed independence and communicate the relationships and matters that
Entities affect independence including safeguards

Key Audit For listed entities and others, describe Key Audit Matters (KAM)

Matters (KAM) unless restricted by law.
Location of Responsibilities Section
3 options v" Within the body of the auditor’s report or
v As an appendix to the report or
v On an official website, if permitted by law or regulation.

10. Other Reporting Responsibilities
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1. Includes legal and regulatory reporting, such as the section "Report on Other Legal and
Regulatory Requirements.”

2. The other reporting requirements shall be presented immediately after report on
financial statements

11. Signature of the Auditor
v" Individual CAP: Signed by the engagement partner in personal name,
v Firm: Where the firm is appointed as the auditor, the report is signed in the personal
name of the auditor and in the name of the audit firm.
v" MRN FRN: Mention Membership Number (MRN) and the Firm Registration Number (FRN).
12. Place of Signature
Specifies the city where the audit report is signed.
13. Date of Auditor's Report
The date is no earlier than:
1. The auditor obtaining sufficient appropriate audit evidence.
2. The financial statements being approved by those with authority.
14. UDIN
v Means Unique Document Identification Number (UDIN)
v" All certificates and Reports issued on or after 1" February 2019 shall contain UDIN.
15.  Prescribed Layout for Auditor's Report
If a specific layout or wording is required by law, the auditor's report must refer to
Standards on Auditing (SAs) only if such audit report includes minimum elements.
[Refer ICAI SM for format under law /regulation]

=@ 2. SA 705 Modifications to the Opinion in the Independent Auditors Report

Audit report

Unmodified report Modified Report

Emphasis of Matter Modified Opinion
I

Adverse Opinion

Disclaimer of Opinion

A. Scope of SA 705

1. SA 705 deals with the auditor's responsibility to issue an appropriate report when, under SA
700 (Revised), a modification to the auditor's opinion is necessary.
2. It also deals with the form and content of the report in case of modified opinion.

B. Circumstances for Modification
The auditor issues a modified opinion in case:
1. If the auditor concludes based on audit evidence obtained, the financial statements are not
free from MMS, or
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2. The auditor is unable to obtain sufficient appropriate audit evidence to conclude that the
financial statements are free from MMS.

C. Objective of the Auditor
The objective is to express clearly an appropriately modified opinion when:
1. The auditor concludes that the financial statements are not free from material misstatement.
2. The auditor is unable to obtain sufficient appropriate audit evidence.

D. Types of Modified Opinions

1. Qualified Opinion: The auditor expresses a qualified opinion when:

a. The auditor, based on S&A Evidence conclude that Misstatements, individually or
aggregate, are material but not pervasive.

b. The auditor unable to obtain S&A Evidence on which to base opinion, but concludes that
possible effects on financial statements of undetected misstatements, if any, could be
material but not pervasive.

2. Adverse Opinion: The auditor, based on S&A Evidence conclude that Misstatements,
individually or aggregate, are material AND pervasive.

3. Disclaimer of Opinion: The auditor unable to obtain S&A Evidence on which to base opinion, but
concludes that possible effects on financial statements of undetected misstatements, if any,
could be material AND pervasive.

Auditor disclaims opinion in rare cases involving multiple uncertainties, interaction of

uncertainties prevents forming an opinion.

E. Definition of Pervasive

Pervasive describes the impact of misstatements or undetected misstatements that:

a. Are not confined fo specific elements, accounts, or items or

b. If so confined, Represent a substantial proportion of the financial statements or

c. In relation fo disclosures that are fundamental to users' understanding of the financial
statements.

F. Determining the Type of Opinion
The type of modified opinion depends on:
1. Nature of the matter giving rise to modification:
a. Whether the financial statements are materially misstated, or
b. Inability fo obtain sufficient audit evidence leading to possible material misstatements.
2. Pervasiveness: Regarding the pervasiveness of the effects or possible effects on the financial
statements.
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Audit Report

Circumstances of Opinions

Situation SL No.  MMS exist? Pervasive? Opinion
Sufficient and appropriate 1. No NA UQoO
audit evidence Obtained 2. Yes No QO

3. Yes Yes AO
Sufficient and appropriate SL No. Material Possible effect is Opinion
evidence NOT Obtained item? Pervasive?

1. Yes No QO

2. Yes Yes DOO

6. Consequence of Management-Imposed Limitation
Request to Remove Limitation:
If, after accepting the engagement, management imposes a limitation on the audit scope
that may lead to a qualified opinion or disclaimer, the auditor shall request management to
remove the limitation.
Management refuses to remove:
If management refuses, the auditor shall:
a. Communicate the matter fo those charged with governance.
b. Determine if alternative procedures can be performed to obtain sufficient appropriate
audit evidence.
Unable to obtain evidence even through alternatives:
If the auditor is unable to obtain S&A Evidence through alternative procedures and:
a. If thepossible effects of undetected misstatements are material but not pervasive, the
auditor shall qualify the opinion.
b. If the possible effects are both material and pervasive:
i. Withdraw from the audit, where possible under law.
ii. If withdrawal is not possible, disclaim an opinion.
Communication MMS identified before withdrawal:
Before withdrawing, the auditor shall communicate fo those charged with governance any
material misstatements identified during the audit that would have led to a modified opinion.

Management Imposes Limitation
|

I Request the management to remove the limitation I

Management removes the Management refuses o remove
limitation the limitation

Proceed with audit Communication with TCW6G and

procedures perform alternative procedures

Still unable to obtain sufficient
and appropriate audit evidence

Possible effects material but Possible effects material and
not pervasive pervasive

o - Withdraw from audit engagement or
Qualified Opinion disclaimer of opinion
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H. Reference in Audit Report for Modified Opinion
1. Heading of Opinion and Basis for opinion shall refer the type of modified opinion.
For Example: in case of Q.O - headings shall be changed to "Qualified Opinion” and "Basis for Qualified Opinion”
2. The Basis for Opinion section shall include a description of the matter giving rise to the
modification.

I. Basis for Opinion in Modified Opinion
1. MMS in F/s related to specific amounts: If MMS in F/S relates to a specific amount including
quantitative disclosures, the auditor shall include a description and quantification of the
financial effects of the MMS unless impracticable.
Unable to Quantify: If quantification is not practicable, the auditor shall state so.
2. MMS in Narrative Disclosures: In basis of opinion, explain how the narrative disclosure is
misstated.
3. MMS by non-disclosure:
a. Discuss with those charged with governance.
b. Describe the nature of omitted information.
c. Unless prohibited by L/R, Include the omitted disclosures if practicable based on S&A
evidence is obtained.
4. Inability to Obtain Evidence: Describe the reasons for the inability.
5. In Case of Disclaimer of Opinion: The auditor shall not include:
a. A Reference to the section of auditor's responsibilities.
b. A Statement about whether S&A evidence obtained.
Note: Any other matter which could have resulted in modified opinion and effect there of shall
also be included in BFO section.

J. Auditor's Responsibilities in Disclaimer Opinion

When disclaiming an opinion, the auditor shall amend auditors' responsibilities to include only:

a. A Statement that auditor is responsible to conduct an audit as per Standards on Auditing o
issue an auditor’s report.

b. A Statement that, because of matters described in the Basis for Disclaimer of Opinion, the
auditors could not obtain S&A evidence.

c. A Statement on independence and other ethical responsibilities.

Note: Unless required by L/R, Key Audit Matters section shall not be included in case of DOO.

K. Communication with TCWG
When a modified opinion is expected, the auditor shall communicate with those charged with
governance about:
v' The circumstances leading to the modification.
v The wording of the modification.
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E@ 3. SA 701 Communicating Key Audit Matters in the Independent Aud|1'ors Report

A. Scope
SA 701 outlines the auditor's responsibility to communicate Key Audit Matters (KAM) in the
auditor’'s report and addresses:
v Auditors Judgments on what to communicate.
v Form and content of such communication.

B. Applicability

1. Listed Entities: For audits of complete set of GPFS of listed entities, KAM must be
communicated in line with SA 701.

2. Law or Regulation: If required by law or regulation, or if the auditor chooses to communicate
KAM, it must comply with SA 701.

3. Public Interest: The auditor may communicate KAM for other entities of significant public
interest, e.g., large businesses with wide stakeholders.

Prohibition on KAM
Communicating KAM is prohibited If auditor disclaims opinion on the F/S.

C. Definition of Key Audit Matter

Key Audit Matters are those Were of most significance in the Key audit matters are selected
matters that, in the auditor's audit of the financial statements from matters communicated with
professional judgement of the current period those charged with governance

D. Purpose of Communicating Key Audit Matters (KAM)
1. Enhances communicative value of auditor's report and provide greater transparency in the
auditor's report by providing insights about the audit.
2. Offer additional information fo help users understand the entity and areas of significant
management judgment.
3. Communicating KAM is:
a. Not a substitute for disclosures required by the financial reporting framework.
b. Not a substitute for a modified opinion under SA 705.
c. Not a separate opinion on individual matters.
d. Not a substitute for reporting on material uncertainty under SA 570 - Going concern.

E. Determining Key Audit Matters
1. KAM are derived from matters communicated with those charged with governance that
required significant auditor attention during the audit.
2. The auditor considerations include:
a. Areas of higher risk or significant risks identified under SA 315.
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b. Areas involving significant management judgment, including accounting estimates with high
estimation uncertainty.
c. The impact of significant events or ftransactions during the period.

F. Manner of Communicating Key Audit Matters
1. KAMs are described under appropriate subheading in a separate section in the auditor's report.
2. The introductory section explains:
a. KAM are those matters that in the auditor's professional judgment were of most significant
in the audit of F/S of current period and
b. These matters were addressed in the context of the audit as a whole, and the auditor does
not provide a separate opinion on these matters.

6. Communication with those Charged with Governance
Auditor shall communicate with those charged with governance about:
a. The matters determined o be KAM; or
b. If No KAM are determined, the auditor's conclusion to that effect, depending on the facts
and circumstances of the enftity.

]
Ha@ 4. SA 706 EOMP and OMP in the Independent Auditor's Report

Content
1. Scope and Objective

SA 706 deals with additional communication in the auditor's report to:

b. EOMP: Draw attention to matters presented or disclosed in the financial statements that
are fundamental to users’ understanding of financial statements.

c. OMP: Draw attention o matters other than those presented or disclosed in the financial
statements but relevant to users' understanding of the audit, auditor's responsibilities,
or report.

2.  Definitions

a. Emphasis Of Matter Paragraph [EOMP]

A paragraph in the auditor's report referring to a matter appropriately
presented/disclosed in the financial statements, that in auditors’ judgement is of such
importance that it is fundamental to users’ understanding of F/S.

b. Other Matter Paragraph [OMP]

A paragraph in the auditor's report referring to a matter not presented or disclosed in
the financial statements, but relevant to users' understanding of the audit, auditor's
responsibilities, or auditors report.

3.  Usage of EOMP:

EOMP can be included in audit report in respect of a matter provided:

1. The auditor is not required fo modify the opinion on such matter as per SA 705.

2. The matter is not determined as a Key Audit Matter under SA 701.

Examples of EOMP

1. Uncertainty about the outcome of exceptional litigation or regulatory action.

2. A major catastrophe significantly affecting the entity's financial position.
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. Significant subsequent events between the financial statement date and the auditor's

report date.

4. Early application of a new accounting standard with a material impact on the financial
statements.

Manner of Presentation of EOMP

1. Include the paragraph in a separate section of the auditor's report with a heading
containing the term "Emphasis of Matter".

2. Clearly express the matter being emphasized and provide a reference to the relevant
disclosure in the financial statements.

3. State that the auditor's opinion is not modified concerning the matter emphasized.

4. EOMP is not a substitute for:
a. A Modified Opinion as per SA 705.
b. Disclosures required in the financial statements as per AFRFW.
c. Reporting under SA 570 when material uncertainty exists regarding an entity's ability

to continue as a going concern.

Other Matter Paragraphs

Include an OMP in the auditor's report if:

a. Itisnot prohibited by law or regulation.

b. The matter is not determined as a Key Audit Matter under SA 701.

Separate Section for OMP

Include the OMP in a separate section of the auditor's report with the heading "Other

Matter” or another appropriate heading.

Communication with Governance

If an EOMP or OMP is expected to be included, the auditor shall communicate this with those

charged with governance, including the wording of the paragraph.

5. SA 710 Comparative Information - Corresponding Figures and Comparative Financial
Statements

A. Scope

SA 710 addresses the auditor's responsibilities regarding comparative information in an audit
of financial statements.

. If prior period financial statements were audited by a predecessor auditor or were not

audited, the requirements of SA 510 also apply.

B. Nature of Comparative Information
The nature of comparative information depends on the AFRFW.
There are 2 approaches to auditor's reporting responsibilities on comparative information:
a. Corresponding figures and
b. Comparative financial statements
The approach is often specified by law, regulation, or terms of engagement.
Essential Audit reporting differences:
a. Corresponding figures: Auditor's opinion refers fo the current period only.
b. Comparative financial statements: Auditor's opinion refers fo each period presented in F/S.
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C. Objectives
1. Obtain sufficient appropriate audit evidence that comparative information is presented in
accordance with the applicable financial reporting framework.
2. Report in line with the auditor's reporting responsibilities.

D. Meaning of Comparative Information
Amounts and disclosures of one or more prior periods included in the financial statements as per
the financial reporting framework.

E. Audit Procedures for Comparative Information

1. Auditor shall verify whether the financial statements include the required comparative
information and whether it is appropriately classified and
a. Ensure comparative information agrees fo prior period amounts and disclosures.
b. Verify consistency of accounting policies or ensure changes are properly accounted for and

disclosed.

2. If a material misstatement in comparative information is identified, perform additional audit
procedures to obtain sufficient evidence to determine MMS in current period F/s.

3. If prior period financial statements were audited by the same auditor, follow SA 560 for
relevant requirements.

4. As per SA 580, obtain written representations for all periods referred fo in the auditor's
opinion.

5. Also obtain a specific representation regarding any prior period item disclosed in current year
statement of P&L

F. Audit reporting regarding corresponding figures
1. Corresponding Figures

v Comparative information where prior period amounts and disclosures are presented as
part of the current period's financial statements.

v' These figures are intended to be read only in relation to the current period figures and

v' The level of detail is dictated by their relevance to the current period figures.

2. Auditor's Opinion

The auditor’s opinion on corresponding figures shall not refer corresponding figures, except

in the following cases:

a. Unresolved Prior Period Modifications: If the prior period report included a qualified,
disclaimer, or adverse opinion, and the matter remains unresolved, modify the current
period opinion. In BFMO para:

i. Material in Current Period [CP]: Refer to both the current period's figures and
the corresponding figures in the Basis for Modification paragraph, if the
unresolved matter materially affects current figures.

ii. Not Material in CP: Explain that the current period opinion is modified due to the
unresolved matter's effects on the comparability of current and prior period
figures (Even if no material impact on current figures).

b. Material Misstatement in Prior Period: If a material misstatement exists in prior period
financial statements on which unmodified opinion is issued,
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v' Corrected in CP: Verify if the misstatement was corrected under the financial
reporting framework.
v If not corrected, express a qualified or adverse opinion on the current period's
financial statements.
c. Prior Period Financial Statements Not Audited:
i. If prior period financial statements were not audited, state the same in Other
Matter paragraph that the corresponding figures are unaudited.
ii. This statement doesn't reduce responsibility to obtain sufficient audit evidence to
ensure opening balances as per SA 510.
d. Prior Period Audited by Predecessor Auditor:
v' If prior period financial statements were audited by a predecessor auditor, and the
auditor refers o the predecessor's report:
i. Include an Other Matter paragraph stating the financial statements were audited
by a predecessor auditor.
ii. Mention the type of opinion expressed and the reasons for any modification.
iii. State the date of the predecessor auditor's report.

6. Audit reporting for Comparative Financial Statements

Definition of Comparative Financial Statements

v Comparative information includes prior period amounts and disclosures for comparison
with the current period.

v If audited, the prior period information is referred to in the auditor's opinion.

v' The level of information is comparable to that of the current period financial
statements.

Auditor's Opinion

v' Auditor's opinion must refer to each period for which financial statements are presented
and on which an audit opinion is expressed.

Difference of Opinion with prior report issued by same auditor

v' If the auditor's opinion on prior period financial statements differs from the previously
expressed opinion, disclose the substantive reasons in an Other Matter paragraph as per
SA 706.

Prior Period Financial Statements Audited by a Predecessor Auditor

a. If prior period financial statements were audited by a predecessor auditor, include an
Other Matter paragraph stating:

i. That the prior period was audited by a predecessor auditor.
ii. The type of opinion expressed, and reasons for any modification.
iii. The date of the predecessor auditor's report (unless it is revised).

b. If a material misstatement exists in prior period financial statements on which the
predecessor auditor expressed unmodified opinion, communicate with management and
those charged with governance, and notify the predecessor auditor.

c. If prior period statements are amended, and the predecessor auditor issues a new
report, the current auditor reports only on the current period.

Prior Period Financial Statements Not Audited
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If the prior period was not audited, include an Other Matter paragraph s’ra‘rmg that the
comparative financial statements are unaudited.

b. Such a statement does not reduce auditor's responsibility for obtaining sufficient
appropriate evidence on opening balances as per SA 510.

=@ 6. SA 299 Joint Audit of Financial Statements

A. Meaning
v Joint Audit refers to appointing two or more individuals/firms for auditing financial
statements (SA 299 - Joint Audit of Financial Statements).
v' It involves pooling the resources and expertise of multiple firms to deliver quality results
within a limited time.

B. Advantages of Joint Audit
i. Sharing of expertise
ii. Mutual consultation
iii. Lower workload
iv. Betfter quality of performance
v. Improved client service
vi. Healthy competition encouraging better performance
vii. Expertise of local firms helps in dealing with local laws and regulations, especially for
multinational companies.

C. Disadvantages of Joint Audit
Fees must be shared
Psychological issues when firms of different standings collaborate
Superiority complexes among some auditors
Challenges in coordinating work
Risk of neglecting common areas of concern
Uncertainty in liability for work performed

A L

D. Responsibilities of Joint Auditors
1. Individual or separate Responsibilities
When work is divided among joint auditors, each auditor is responsible only for their allocated
works, which may base on:
a. Items of assets or liabilities
b. Income or expenditure
c. Geographical areas
d. Identified units
e. Period of financial statements
2. Joint Responsibilities
Indivisible responsibilities in the following circumstances:
a. Audit work not divided among auditors and performed collectively.
b. Decisions taken collectively regarding common areas.
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Matters brought to all joint auditors’ attention by one auditor and agreed upon by all.
d. Ensuring of the financial statements that comply with statutory requirements.
Verifying presentation and disclosure requirements as per the applicable financial
reporting framework (AFRFW).
f. Ensuring the audit report complies with relevant standards and statutes.

E. Audit Reporting in Case of Joint Audit
1. Common Report
Generally, joint auditors issue a single audit report with common conclusions and a common
opinion.
2. Disagreement among Joint Auditors
v A joint auditor is NOT bound by the majority's opinion.
v' If there is a difference of opinion, the disagreeing auditor can issue a separate report.
In such a case, each joint auditor’s report should refer to the other joint auditor’'s report.

F. Coordination among Joint Auditors
Coordination
v" Proper coordination is essential.
v If any matter is identified that affects the work of other joint auditors, it must be
communicated to them before the audit report date.
Note: Each joint auditor can rely on the work of other joint auditors and is not required to review
their work.

G. Special Considerations under SA 299
1. Engagement Partner Role
The Engagement Partner and Key Engagement Team from each joint auditor should be
involved in audit planning.
2.  Overall Audit Strategy
Joint auditors must jointly establish the overall audit strategy, as required under SA 300.
3. Joint Audit Plan
A Joint Audit Plan must be developed before starting the audit, addressing:
a. Division of areas and identification of common areas.
b. Reporting objectives of the engagement team.
c. Communication of significant factors among joint auditors to guide the engagement
team.
d. Results of preliminary engagement activities.
e. Assessment of resources required for the engagement.
4. Risk Assessment
Each joint auditor must assess the risk of material misstatement and communicate it to
others.
5.  Audit Procedures
Joint auditors should discuss and document the nature, timing, and extent of procedures for
common areas and specific areas.
6. Engagement & Management Letters
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Joint auditors must obtain a common engagement lefter and a common management
representation letter regarding management's responsibilities.

7.  Work Allocation
Work allocation among joint auditors must be documented and signed by all and communicated
to those charged with governance.

E_@ 7. Audit of Branch Office Accounts

A. Books of Accounts (Section 128)
1. Books of Accounts
v As per Section 128(1) of the Companies Act, 2013, every company must prepare and
maintain books of account at its registered office that provide a true and fair view of its
affairs.
v Books must be under the accrual basis and double-entry system of accounting.
v' Books may also be kept at another place in India, as decided by the Board of Directors,
and file a notice to the Registrar within 7 days.
v" Books can also be maintained in electronic mode.
2. Branch Books of Accounts
BOA in respect of branch office can be maintained at the respective branch and summarized
returns shall be sent to the registered office periodically.
3. Audit of Branches
v As per Section 143(8), branch accounts can be audited by:
a. The company's auditor (appointed under the Act).
b. Another qualified auditor appointed under Section 139.
c. For foreign branches, by:
i. The company's auditor,
il. Anaccountant, or
iii. A person qualified under the laws of that country.
4.  Reporting by Branch Auditor
v" Branch auditor submits their report to the company's auditor, who includes it in their
report as necessary.
v" Reporting of fraud also apply to the branch auditor for matters relating to the branch.

B. SA 600 Using the Work of Another Auditor
1. Definitions
a. Principal Auditor: The Auditor responsible for reporting on the entity's financial
information which includes components information which are audited by others.
b. Other Auditor: The Auditor responsible for component financial information which is
included in the financial information audited by principal auditors.
c. Component: A division, branch, subsidiary, Joint venture or other entity whose financial
information is included in the financial information audited by principal auditor.
2. | Using Another Auditor's Work
a. If branch accounts are audited by another auditor, there should be clear understanding
of their respective roles and effective coordination.
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b. As per SA 600, the principal auditor entitled fo rely on the other auditor's work unless

special circumstances require direct examination.
3. Principal Auditor's Procedures

a. Inform the other auditor of how their work will be used and arrange for coordination at
the planning stage.

b. Inform areas requiring special considerations, inter-component transactions, reporting
requirements, and time table for completion of audit.

c. Review or discuss the procedures and findings of the other auditor through a checklists
or summaries.

d. Perform additional procedures based on engagement circumstances and knowledge of the
other auditor's professional competence.

e. If necessary, visit the other auditor to enhance coordination and understanding.

=@ 8. Reporting Requirements Under The Companies Act, 2013

Reporting on Other Legal and Regulatory requirements [Other Reporting Requirements]
1. Reporting Requirement on Matters (Section 143(1))
The auditor shall inquire info:
a. Whether loans and advances are:
i. Properly secured, and
ii. Terms are not prejudicial to the company or its members.

b. Whether transactions represented by book entries are prejudicial o the company's
interests.

c. Whether shares or securities are sold at a price less than the purchase price
(not applicable to banking and investment companies).

d. Whether loans/advances are shown as deposits.

Whether personal expenses are charged to the revenue account.
f. For shares allotted for cash, verify:
i.  Whether cash has actually been received.
ii. Whether the position in books and balance sheet is correct and not misleading.

Reporting Requirements

Positive responses can be ignored. Adverse comments must be stated in the report with

reasons.

2. Reporting on Accounts Examined (Section 143(2))

a. The auditor shall report tfo members on accounts examined and financial statements,
considering the provisions of the Act, accounting and auditing standards, and other
prescribed rules or orders.

b. Auditor shall report whether financial statements provide a true and fair view of:

i. The state of affairs of the company at the end of the year and
ii. The profit/loss and
iii. Cash flows for the year.
iv. Other matters prescribed under Rule 11 of audit and auditors’ rules.
3.  Additional Reporting Requirements (Section 143(3))
The report shall include:
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Whether the auditor sought and obtained information and explanations necessary for
audit. If not, details and effect thereof on financial statements.
b. Whether proper books of account were maintained, and adequate branch returns not
visited by him are received from management.
c. Consideration of branch audit report submitted under Section 143(8) and the manner in
which it is dealt in his report.
Whether the balance sheet and profit and loss account agree with the books and returns.
Whether F/S comply with accounting standards.
Observations or comments with adverse effects on the company's functioning.
Whether any director is disqualified under Section 164(2).
Qualifications, reservations, or adverse remarks on accounts or related matters.
Whether the company has adequate internal financial controls (IFCs) and their operating
effectiveness
Note: This do not apply to private companies which are
v OPCs,
v Small companies, and
v Other private companies
e Whose turnover is less than 50 Crore as per latest audited F/S and
e Borrowings are less than 25 Crore at any time during the year.
J- Such other matters as per Rule 11:
a) Whether company disclosed impact of pending litigations on financial position.
b) Whether company made Provisions for material foreseeable losses on long-term
contracts, including derivatives.
c) Whether there is a delay in fransferring amounts to IEPF.
d) Obtain Management's representation that:

v' Client is Funding Party: The company [Funding Party] has NOT advanced or loaned
or invested in any entity including foreign entity [i.e., Intermediary] that such
intermediary shall
e Lend or advance or invest directly / indirectly in another entity identified by

the funding party [i.e., Ultimate beneficiary] or
e Provide any guarantee or security or alike on behalf of ultimate beneficiary.

v' Client is Intermediary: The company [i.e., Intermediary] has NOT received any
funds from any entity including foreign entity [i.e., Funding party] that the
company shall
e Lend or advance or invest directly / indirectly in another entity identified by

the funding party or
e Provide any guarantee or security or alike on behalf of ultimate beneficiary.

v" Obtain Limited Assurance on Representation: Conclude based on S&A evidence,
whether nothing has come to the attention of the auditor that the above 2
representations contain any MMS.

e) Whether the company complied with Section 123 for dividends declared/paid.
f) Whether the company is using an accounting software that has

v A feature of audit trail and

v" Such feature is not tampered and

v Audit trail is preserved as per statutory requirements [8 years]
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Reporting Requirements
The auditor shall report whether positive or negative and for negative responses or
qualifications, reasons must be stated in terms of Section 143(4).

4.  Reporting on Other Matters (Section 143(11)): The Central Government, in consultation with
the National Financial Reporting Authority, may require additional statements in the auditor's
report for specified classes of companies (e.g., CARO, 2020).

5.  Reporting on Frauds (Section 143(12))

If auditor has a reason to believe that an offence of fraud involving:

A. Frauds > Rs. 1 crore: Report to the Central Government under Rule 13 of the Companies
(Audit and Auditors) Rules, 2014. [ADT 4]

B. Frauds < Rs. 1 crore: Report fo the Audit Committee or the Board, as case may be.

Note: Include fraud-related matters in CARO 2020, paragraph 3, point (xi).

Hg@ 9. The Companies (Auditor's Report) Order, 2020 [CARO, 2020]

Content
1. Applicability of CARO 2020
CARO 2020 applies to all companies, including foreign companies, Except:
Banking companies
Insurance companies
Companies licensed under Section 8
One Person Companies (OPC)
Small companies
Private limited companies that satisfied ALL the following 4 conditions:
a. Isnot asubsidiary or holding company of public companies.
b. Aggregate paid-up capital and reserves & Surplus does not exceed Rs. 1 crore on
balance sheet date.
c. Aggregate borrowings from Banks and FIs does not exceed Rs. 1 crore at any time
during the financial year.
d. Whose turnover does not exceed Rs. 10 crores in the financial year.
2.  Additional Points
v For holding and subsidiary companies, CARO limits are computed separately for
standalone financials and not based on consolidated.
v For companies with branches, CARO limits are based on the entire company.
v" Branches are also covered under CARO, if the same applies to the company as a whole.
3. Non-Applicability on Consolidated Financial Statements:
CARO 2020 does not apply to CFS. However, in the Audit report on CFS, the principal auditor
shall report on Clause (xxi) of Para 3 of the order.

oOswN e

“ CA Ram Harsha page | 4



Learn

Contextually

. Y

Matters to be Included in under CARO 2020 of Auditor's Report
1. Fixed Assets

a. Fixed Asset Register: Whether the company is maintaining proper records including
quantitative details and situation of PPE and intangible assets.

b. Physical Verification: Whether PPE have been physically verified at reasonable intervals
and discrepancies, if any, were properly dealt in the books.

c. Title of Immovable Property: Whether title deeds of all immovable property are in the
company's name. If not, disclose details in the following Format: [Horizontal / Vertical]

Details of the Property [Vertical Format] Example
1. Description of the property Factory Build.
2. Gross Carrying Value Rs. 1.5 Crore
3. Held in Name of Mr. Ram
4. Whether Promoter, Director or their relative or employee Director
5. Period Held in others name Since Incorp.
6. Reasons for Not held in Name of Company Expl. in Class

d. Revaluation: Whether PPE or intangible assets were revalued and if so,
v' is it done by a Registered Valuer.
v' Specify amount of change if change is 210% of aggregate of net carrying value of
each class of PPE or Intangibles.

e. Benami Transactions: Whether any proceedings under the Benami Transactions Act are
initiated/pending against the company. If so, whether company made appropriate
disclosures in financial statements.

2. Inventories

a. Physical Verification:

v Whether physical verification of inventory has been conducted at reasonable
intervals and

v' Any discrepancies of 10% or more in the aggregate for each class of inventory were
noticed and if so, whether they have been properly dealt with in the books of account.

b. Working Capital Loans:

v Whether the company been sanctioned working capital limits in excess of 5 crore
rupees, in aggregate, from Banks or FIs on security of current assets and
v' Whether the quarterly returns or statements filed with such banks or FIs are in
agreement with the books of accounts. If not, give details
3. Loans, Advances, Investments, Guarantees

Whether the company has invested in or provided loans or advances in the nature of loans

[secured or unsecured], or stood guarantee, or provided security to any other entity. If so,

Indicate:

a. Breakup between Related Parties and Others: The aggregate amounts during the year
and balance outstanding on balance sheet date
v" To subsidiaries, Associates and Joint Ventures
v To Others

b. Terms: Whether terms and conditions of the above fransactions are not prejudicial to
the company's interest.
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Regular Repayments: In respect of loans and advances in nature of loans, whether the
repayment receipts are regular
d. Overdue > 90 Days: If the amount is overdue for >90 days, whether reasonable steps
are taken fo recover.
e. Renewals / Extensions: Whether the loans or advances which fall due in this year has
been rescheduled or extended or fresh loans granted to settle overdue loans and if so,
v' Specify the aggregate amount of such dues renewed or extended or settled by fresh
loans and
v' The percentage of the aggregate to the total loans or advances in the nature of loans
granted during the year
f. Demand Loans: Whether any loans or advances in the nature of loans granted which are
repayable on demand or without specifying any terms or period of repayment, if so,
v' Specify the aggregate amount, percentage thereof o the total loans granted,
v' Aggregate amount of loans granted to Promoters, related parties.
Note: point a and e doesn't apply to a company whose principal business is o give loans.
4.  Compliance with Sections 185 & 186
Whether the company is in compliance with sec. 185 and 186 in respect of loans, investments,
guarantees and security. If not, provide details thereof.
5. Deposits
1. In case the company has accepted deposits from the public, verify compliance with
v' Sections 73 to 76 of companies act.
v" RBI directives, and
v' orders from CLB/courts/tribunals
2. Inany noncompliance, state the nature of contravention
6. Cost Records
Whether maintenance of cost records has been prescribed u/s 148(1). If so, whether such
accounts and records have made and maintained.
7. Statutory Dues
a. Undisputed Dues:
v" Whether the company is regular in depositing undisputed statutory dues (PF, ESI,
taxes, etc.) and
v If not, indicate the extent of arrears outstanding on balance sheet date for a period
more than 6 months.
b. Disputed Dues: Dues not deposited on account of dispute. The auditor shall indicate:
v Amount involved in the dispute and
v" Forum where dispute is pending.
Note: Mere representation to department doesn't constitute dispute
8. Undisclosed Income
Whether any transactions not recorded in the books of account have been discovered during
the year in the tax assessments under the Income Tax Act, 1961, if so, whether the same
has been properly recorded in the books of account during the year.
(Author Note: May Be treated as prior period items in the accounting records)
9. Defaults in Repayment
a. Lender-wise Defaults: Whether company has defaulted in repayment of loans or interest
to any lender, if yes, indicate the following details:
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Lender wise defaults in case of Banks, FIs and Government Example
1. Nature of Borrowing WC Loan
2. Name of the Lender ICICT Bank
3. Amount Not paid Rs. 10,10,000/-
4. Whether principal or interest Both
5. No. of Days Delay >25 Days
6. Remarks, If any To be paid soon

b. Wilful defaulter: Whether the company is declared as a wilful defaulter by any lender.
Diversion of Funds: Whether term loans are applied for the same purpose for which they
were obtained. If not, indicate the amount of loan diverted and the purpose.

d. Short-term funds diverted: Whether short ferm funds used for long term purposes, if
so, indicate the nature and amount used.

e. Loans taken for subsidiaries: Whether the company has taken any funds fo meet the
obligations of its subsidiaries, associates or joint ventures, if so, details thereof with
nature of such transactions and the amount in each case.

f. Loans against pledge of shares:

v Whether the company has raised any loans during the year on pledge of securities
held in Subsidiaries/Associates/Joint ventures and if so, report details thereof

v" Also report whether the company has defaulted in repayment of these loans.

10.  End Use of Funds

a. IPO/ FPO:

v Whether the money raised by way of initial or further public offer (including debt
instruments) were utilized for the purposes for which those are raised.

v' If not, the details along with the defaults, delays & subsequent rectifications, if any,
to be reported.

b. Preferential Allotment:

v" Whether the company has made any preferential allotment or private placement of
shares or fully or partly convertible debentures during the year under review. If so,
verify the following:

e Compliance with section 42 of the act and
e The amount raised have been used for the purpose for which they are raised.

v' If not, provide the details in respect of the amount involved & nature of non-

compliance
11.  Fraud Reporting

a. Noticed or Reported: Whether any fraud by the company or on the company has been
noticed or reported during the year. If yes, the nature and the amount involved is to be
indicated.

b. Reported to C6: Whether any report u/s 143(12) has been filed by the auditors in Form
ADT-4 with the Central Government.

c. Whistle Blower Complaints: Whether the auditor has considered whistle-blower
complaints, if any, received during the year by the company.

12.  Nidhi Company Compliance
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a. Whether Nidhi Company has complied with the net owned funds (i.e., net worth) to
deposits in the ratio of 1:20 to meet out the liability. i.e., for every one rupee of net
owned funds, Nidhi company cannot accept more than 20 rupees of deposits.

b. Whether Nidhi Company is maintaining 10% Unencumbered term deposits as specified in
Nidhi Rules, 2014 o meet out the liability.

c. Whether there has been any default in payment of interest on deposits or repayment
thereof for any period and if so, the details thereof.

13.  Related Party Transactions

Whether all transaction with related parties is

v" Companies Act: In compliance with section 177 & 188 where applicable, &

v" Disclosure as per AS: Details have been disclosed in the financial statements etc., as
required by applicable accounting standards.

14.  Internal Audit system

a. Whether the company has an infternal audit system commensurate with the size and

nature of its business.

b. Whether the reports of the Internal Auditors for the period under audit were

considered by the statutory auditor.

15.  Non-Cash Transactions
Whether Company has entered into any Non-Cash Transactions with directors & if so
provisions of section 192 have been complied with.

16.  Non-Banking Financial Institutions

a. 45TA OF RBT Act: Whether the company is required to be registered u/s 45-IA of RBI
Act 1934, and if so, whether the registration has been obtained.

b. NBFC Activities: Whether the company has conducted any Non-Banking Financial or
Housing Finance activities without a valid Certificate of Registration (CoR) from the
Reserve Bank of India as per the Reserve Bank of India Act, 1934.

c. Core Investment Company:

v' Whether the company is a Core Investment Company (CIC) as defined in the
regulations made by the Reserve Bank of Indig, if so,
v' Whether it continues to fulfil the criteria of a CIC, and
v" In case the company is an exempted or unregistered CIC, whether it continues to
fulfil such criteria.
v Whether the Group has more than one CIC as part of the Group, if yes, indicate the
number of CICs which are part of the Group.
17.  Cash Losses
Whether the company has incurred cash losses in the financial year and in the immediately
preceding financial year, if so, state the amount of cash losses.
18.  Resignation of Auditors

Whether there has been any resignation of the statutory auditors during the year, if so,

Whether the auditor has taken into consideration of the issues, objections or concerns

raised by the outgoing auditors.

19.  Material Uncertainty
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On the basis of the financial ratios, ageing and expected dates of realisation of financial
assets and payment of financial liabilities, other information accompanying the financial
statements, the auditor's knowledge of the Board of Directors and management plans,

v Whether the auditor is of the opinion that No material uncertainty exists as on the date
of the audit report.

v' That company is capable of meeting its liabilities existing at the date of balance sheet.

v As and when they fall due within a period of one year from the balance sheet date.

20. CSR Compliance

a. Other-than Project expense: Whether, in respect of other than ongoing projects, the
company has transferred unspent amount to a Fund specified in Schedule VIT within a
period of six months of the expiry of the financial year proviso o sec. 135(5).

b. Project expense: Whether any amount remaining unspent u/s 135(5) related to any
ongoing project, has been transferred to special account u/s 135(6).

21.  This clause applies for A/R on CFS:

a. Whether there have been any qualifications or adverse remarks by the respective
auditors in the CARO 2020 reports of the companies included in the consolidated
financial statements,

b. If yes, indicate the details of the companies and the paragraph numbers of the CARO
report containing the qualifications or adverse remarks.

Reporting Requirement under CARO 2020:

1. Where, in the auditor's report, the answer to any of the questions referred to in above is
unfavourable or qualified, the auditor's report shall also state the basis for such unfavourable or
qualified answer, as the case may be.

2. Where the auditor is unable to express any opinion on any specified matter, his report shall
indicate such fact together with the reasons as to why it is not possible for him to give his opinion
on the same.
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4. COMPLETION AND REVIEW

=@ 1. Procedures to be performed Before Signing the Audit Report
Procedures before signing the auditor’s report
1. SA 560:
The auditor must address the impact of events occurring after the reporting period.
2. SAb570:

Obtain sufficient evidence about the management's use of the going concern assumption in
preparing financial statements.

3. SA 450:
Review and communicate identified misstatements during the audit.
4. SA260:
Share significant findings and other relevant matters with those charged with governance.
5. SAB580:
Obtain formal written statements from management.
E@ 2. SA 560 Subsequent Events
A. Definitions
1. Subsequent Events

Events occurring affer the date of the financial statements but before the date of auditor's
report, and facts that become known to the auditor after the date of auditor's report.

2. Date of the Financial Statements
The end date of the latest period covered by the financial statements.

3. Date of Approval of Financial Statements
The date when all statements of the financial statements, including notes, are finalized and
asserted by those with recognised authority that they have taken responsibility.

4.  Date of the Auditor's Report
The date when the auditor dates the report, as per SA 700.

5.  Date the Financial Statements are Issued
The date when the auditor's report and audited financial statements are made available to
third parties. It depends on the entity's regulatory environment and often it is on or after
the auditor's report date.

B. Types of Subsequent Events
Subsequent events are broadly divided info 2 types:
Adjusting Events:
Events that provide evidence of conditions that existed at the date of the financial
statements.
Examples of Adjusting Events
1. Insolvency of a major debtor providing evidence on recoverability of debt.
2. Settling a legal claim at a reduced amount after the financial statement date, adjusting
the provision.
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Non-Adjusting Events:

Events that provide evidence of conditions that arose after the date of the financial
statements.

Examples of Non-Adjusting Events

1. Tssue of new share capital.

2. Planned merger of the company.

3. Destruction of inventories due to a fire.

C. Scope and Objective of SA 560

Scope

Deals with auditor's responsibilities related to subsequent events in an audit of financial

statements.

Objectives of Auditor (SA 560)

a. Obtain S&A audit evidence to ensure events occurring between the financial statement
date and the auditor's report date are appropriately adjusted or disclosed in the
financial statements and

b. Respond appropriately to facts that become known after the auditor’s report date, which
might have required an amendment to the auditor's report had they been known earlier.

D. Audit Procedures for Subsequent Events
The auditor shall perform procedures to obtain S&A appropriate audit evidence that all
events between the financial statement date and the auditor's report date requiring
adjustment or disclosure are identified.
No need Additional Procedures
The auditor is not required fo perform additional procedures on matters that were
satisfactorily addressed in previous audit procedures.
Audit Procedures
a. Understanding management's procedures to identify subsequent events.
b. Inquiries with management and those charged with governance about subsequent events.
c. Reading minutes of meetings held after the financial statement date and inquiring about
matters discussed but not recorded in minutes.
d. Read latest subsequent interim financial statements, if available.
e. Reviewing accounting records, budgets, and other relevant financial information after
the financial statement date.
Verification of Adjustments
If auditor identifies any events, verify that events requiring adjustments or disclosures are
appropriately reflected in the financial statements.
Written Representations
The auditor shall obtain written representations (as per SA 580) from management and
those charged with governance, confirming that all subsequent events requiring adjustment
or disclosure have been properly accounted for.
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E. Facts identified Before the date of F/S issued to public
1. Discuss with Management

If a fact becomes known to the auditor after the auditor's report date but before the

financial statements are issued, the auditor shall:

a. Discuss the matter with management and those charged with governance.

b. Determine if the financial statements need amendment.

c. Inquire how management intends to address the matter.

2. Management Amends F/S

If management amends the financial statements, the auditor shall:

a. Perform audit procedures specific to the amendment.

b. Extend the audit procedures to the date of the new auditor’s report.

c. Provide a new auditor’'s report on the amended financial statements.

d. Ensure the new auditor's report is not dated earlier than the approval of the amended
financial statements.

Amendment Restricted to Subsequent Events [Not in India]

If the law or framework does not prohibit management from restricting amendments to

specific subsequent events and approval thereof, the auditor may:

a. Amend the report to include an additional date reflecting the restricted amendment.

b. Provide a new report or amended report with an Emphasis of Matter or Other Matter(s)
paragraph, stating the procedures are restricted to the described amendments.

3. Management doesn't amend the F/S

If the law or framework does not require amendment to financial statements and

management doesn't amend the F/S where auditor believes amendment is necessary then:

a. If the report has not been provided, the auditor shall modify the opinion as per SA 705
before issuing it.

b. If the report has already been provided, the auditor shall notify management and
governance about not to issue the financial statements and auditors report until
amendments are made.

c. If unamended financial statements are issued, the auditor shall fake appropriate action
to prevent reliance on the report.

F. Facts identified After the date of F/S issued to public
1. Discuss with Management
After the financial statements are issued, the auditor is under no obligation to perform
further audit procedures. However, if a fact becomes known that might have required an
amendment to the auditor's report, the auditor shall:
a. Discuss the matter with management and, if appropriate, those charged with governance.
b. Determine if the financial statements need amendment.
¢. Inquire how management plans to address the matter.
2. Management Amends Financial Statements
If management amends the financial statements, the auditor shall:
a. Perform necessary audit procedures on the amendment.
b. Review management's steps to ensure recipients of the previously issued financial
statements and report are informed of the situation.
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c. Extend audit procedures fo the date of the new auditor's report, ensuring the new report
is not dated earlier than the approval of the amended financial statements.

d. Provide a new auditor’'s report.

Amendment Restricted o Subsequent Events [Not in India]

If amendments are restricted to only specific subsequent events, include an Emphasis of

Matter or Other Matter paragraph in the report, referencing the reason for the amendment

and the earlier auditor's report.

3.  If Management Does Not Amend

If management does not take necessary steps to inform recipients or refuses to amend the

financial statements:

a. The auditor shall notify management and governance (if separate) that the auditor will
seek to prevent future reliance on the auditor's report.

b. If management or governance still does not take necessary steps, the auditor shall take
appropriate action to prevent reliance on the auditor's report.

CA Ram Harsha Page | 58




Learn
Contextually

5
ow own -
ydoubouoy ydoubouoy %J
Ajuipa20un own Ja4iow own [~}
ﬁ a - ov / 0D e ov a
paso[2s1qQ +oN p2so|asiq 4 4 . 5
own _ ! | !
a { paso|asiq paso|2s1qQ 40N paso|as1qQ paso|2s1qQ 40N
°N S2A 4 ) ) [}
N . I I
L 2jp1udoaddy 3ip1adoJddy 1oN
W 24ns0[2s1Q 2J1nbay M4V uJ22u0) buiog uJ23u0) buiog
W m 1 t —
(a4 L S4S1X3] JON A4UIDLJI2oUN [DIU24DW S4S1X3 AuI0jua0un [D1J2IDW
2 S X L3
(=}
c m; o 24p1udouddy
© rw own L4 ST UJ20U0) 6U109
-
¥ o t t
= | £
(3 uondo JUSSaSSY (7]
fw % pa!41pow 240n|oA3 Waussassy A $24Np2a20.d 41PNy J2y4dn4 W
o f f f ¥ =
auoq 40N ¢auoq Jwbw p21414u2pT 40N pa1$14u2pT o
— s N _ y a
<
0Q o] Jwbw SV SUOILIPUOD ¥ SIUIA] 4O UOILDIISIJUPT QO

Juawabouoyy Ag juawssassy Auouiwija.dg

uJ23u0) buiog

B




Learn

Contextually

* Completion and Review

A. Going Concern and its significance in F/R and Audit
1. Basis of Preparation
v' The ability or inability of an enterprise to operate as a going concern directly affects
the preparation of financial statements.
v' General purpose financial statements are prepared using the going concern basis, unless
management plans to liquidate or cease operations, or has no realistic alternative.
2. When Going Concern Basis is Used
If the going concern basis is appropriate, assets and liabilities are recorded assuming normal
realization of assets and discharge of liabilities in the normal course of business.
3. When the entity is Not a Going Concern
v" Financial statements are prepared on a liquidation basis.
v' Inventories may need to be written down due fo lower realizable prices.
v Assets may be recorded at their expected liquidation value.
4.  SA 570 - Auditor's Responsibilities
SA 570 Going Concern outlines the auditor's responsibilities in assessing the entity's going
concern status and its implications for the auditor's report.

B. Primary Responsibility for Assessment of Going Concern
1. Management’s Responsibility - Primary
Management must assess the entity's ability fo continue as a going concern, even if the
financial reporting framework does not explicitly require it.
2. Making Judgements on uncertain future
Management’s assessment involves making judgments about inherently uncertain future
outcomes of events or conditions.
3. Factors Affecting Judgment
a. Degree of Uncertainty: The uncertainty increases regarding an event or outcome occurs
at a future date.
b. Entity-Specific Factors: The size, complexity, nature, and condition of the business,
along with its sensitivity to external factors will influence the judgment.
c. Timing of Information: Judgments are based on the information available at the time of
assessment. Events occurred later may lead to outcomes inconsistent with the original
judgment.

C. Objective of the Auditor under SA 570
1. S&A Evidence on Appropriateness
Obtain S&A audit evidence to conclude on the appropriateness of management’s use of the
going concern basis in preparing the financial statements.
2. Whether a Material Uncertainty Exists
Conclude whether a material uncertainty exists related to events or conditions that may
cast significant doubt on the entity's ability to continue as a going concern.
3.  Report as per SA 570
Report findings in accordance with the requirements of SA 570 Going Concern.
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D. Responsibilities of the Auditor under SA 570
1. Auditor's Responsibilities
a. Obtain S&A audit evidence and conclude on the appropriateness of management’s use of
the going concern basis in preparing the financial statements.
b. Conclude whether a material uncertainty exists about the entity's ability to continue as
a going concern.
2. What if AFRFW silent on this?
These responsibilities apply even if the financial reporting framework does not explicitly
require management to assess the entity's ability to continue as a going concern.
3. Silence in Audit Report is not a guarantee on Going Concern
a. As per SA 200, the auditor's ability to detect material misstatements is limited for
future events or conditions that may lead to the entity ceasing operations.
b. The auditor cannot predict future events or conditions.
c. The absence of reference to a material uncertainty in the auditor's report should not be
viewed as a guarantee of the entity's ability to continue as a going concern.

E. Risk assessment Procedure related to Going Concern
1. As per SA 315, the auditor shall consider whether events or conditions exist that may cast
significant doubt on the entity's ability to continue as a going concern during risk assessment
procedures.
2.  Evaluate Management's Preliminary Assessment
c. If performed:
v' Discuss the assessment with management.
v Whether management has identified events or conditions that may cast significant
doubt on going concern.
v' Evaluate management's plans to address these events or conditions.
d. If not performed:
v" Discuss with management the basis for using the going concern basis of accounting.
v Inquire whether events or conditions exist that may cast significant doubt on
entities ability to continue as going concern.
3. Remain alert throughout the audit
The auditor shall remain alert throughout the audit for evidence of events or conditions
that may cast significant doubt on the entity's ability to continue as a going concern.

F. Examples of Events or Conditions Casting Significant Doubt
1. Financial Events or Conditions
Net liability or net current liability position.
Fixed-term borrowings maturing without realistic prospects of renewal or repayment.
Reliance on short-term borrowings for long-term assefts.
Indications of withdrawal of financial support from creditors.
Negative operating cash flows from historical or prospective financial statements.
Adverse financial ratios.
Operating losses or
Significant deterioration in asset values.
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9. Arrears or discontinuation of dividends.
10. Inability to pay creditors on time.
11. Non-compliance with loan terms.
12. Change from credit to cash-on-delivery with suppliers.
13. Failure to obtain financing for essential investments or new product development.
2. Operating Events or Conditions
Management’s intent to liquidate or cease operations.
Loss of key management without replacement.
Loss of market, key customers, franchises, licenses, or suppliers.
Labour difficulties.
Shortages of Important supplies.
. Emergence of a highly successful competitor.
3. Other Events or Conditions
1. Non-compliances with capital or regulatory requirements (e.g., solvency or liquidity).
2. Pending legal/regulatory proceedings that could lead to claims the entity cannot meet.
3. Changes in laws or regulations or policies that adversely affect the entity.
4. Uninsured or underinsured catastrophes.

oA W

6. Evaluate management’s assessment of going concern
1. Evaluation of Management’'s Assessment
The auditor shall evaluate management’s assessment of the entity’s ability fo continue as a
going concern.
2. No need to rectify lack of analysis by Management
v' Tt is not the auditor's responsibility to rectify management's lack of analysis.
v However, in some cases, even without a detailed analysis, the auditor may conclude on
the appropriateness of the going concern basis.
For Example
v" When there is a history of profitable operations and ready access to financial resources,
management may make its assessment without detailed analysis.
v The auditor may conclude on the appropriateness of the going concern basis through
other audit procedures.
3. Detailed Evaluation in other circumstances [e.g., No history of profits]
In other cases, the auditor may need to evaluate:
v" the process management followed to make its assessment.
v' The assumptions underlying the assessment.
v Management's plans for future actions and their feasibility.
4.  Period of Assessment
a. As per Framework/Law: The auditor shall cover the same period as management's
assessment, as per the AFRFW or law/regulation.
b. Minimum 12 Months: If management's assessment covers less than 12 months from the
financial statement date, the auditor shall request an extension to at least 12 months.
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H. Additional Audit Procures if events or conditions are identified

Objective

If any events or conditions identified that cast significant doubt on the entity's ability to

continue as a going concern, the auditor shall obtain S&A audit evidence to determine

whether a material uncertainty exists by performing additional audit procedures including

consideration of mitigating factors.

Additional Audit Procedures to Obtain Evidence

1. Request Management's Assessment: If Management assessment is not performed,
request management to assess the entity's ability to continue as a going concern.

2. Management's Plans for future actions: Evaluate the likelihood of management's plans for
future actions will improve the situation and feasibility of these plans.

3. Analyse Cash Flow Forecasts: If entity prepared a cash flow forecasts, evaluate:
a. Reliability of underlying data used to prepare the forecasts.
b. Whether there is adequate support for assumptions underlying the forecasts.

4. Consider Additional Information: Determine whether new facts or information have
become available since management's assessment

5. Written Representations: Request written representations from management and TCWG
regarding their plans, future actions and their feasibility.

Examples of Additional Audit Procedures

Financial Analysis

1. Analyse and discuss cash flow, profit, and other relevant forecasts with management.

2. Analyse interim financial statements.

Loan and Financing Terms

1. Read terms of debentures and loan agreements and check for breaches.

2. Confirm existence, terms, and adequacy of borrowing facilities.

3. Confirm financial support arrangements with related and third parties and assess their
financial ability to provide funds.

Legal and Regulatory

1. Inquire with legal counsel regarding litigation and claims, and assess management's
evaluations.

2. Obtain and review reports of regulatory actions.

Governance and Commitments

1. Read minutes of meetings for references to financing difficulties.

2. Evaluate management's plans for unfilled customer orders.

Subsequent Events

Perform audit procedures on subsequent events to identify those that mitigate or worsen

the entity's ability to continue as a going concern.

Asset Disposals

Determine the adequacy of support for planned disposals of assets.

I. Auditors Conclusions on Existence of Material uncertainty
The auditor shall evaluate whether S&A audit evidence has been obtained and conclude on
the appropriateness of management's use of the going concern basis in preparing the
financial statements.
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Conclusion on Material Uncertainty
Based on the audit evidence, the auditor shall determine whether a material uncertainty
exists regarding events or conditions that may cast significant doubt on the entity's ability
to continue as a going concern.

3. Definition of Material Uncertainty
A material uncertainty exists when:
a. The magnitude of its potential impact and
b. The likelihood of occurrence
is such that, in the auditor's judgment, appropriate disclosure of nature and implications of
uncertainty is necessary.

J. Evaluate Adequacy of disclosures of Material Uncertainty
1. If Material Uncertainty Exists
If management's use of the going concern basis is appropriate but a material uncertainty
exists, the auditor shall determine whether the financial statements:
a. Adequately disclose the key events or conditions casting significant doubt and
management’s plans to address them and
b. Clearly disclose the existence of a material uncertainty, its implications, that the entity's
may be unable to realize its assets and discharge its liabilities in the normal course of
business.
2. If No Material Uncertainty Exists
If events or conditions were identified that may cast significant doubt but the auditor
concludes no material uncertainty exists, the auditor shall evaluate whether the financial
statements provide adequate disclosures about these events or conditions as per the
AFRFW.

K. Audit Reporting under SA 570
1. If Use of Going Concern Basis is Inappropriate
If the financial statements are prepared using the going concern basis, but in the auditor's
judgment this is inappropriate, the auditor shall express an adverse opinion.
2. Use of Going Concern Basis is Appropriate but a Material Uncertainty Exists
Adequately Disclosure in Financial Statements: If the financial statements adequately
disclose the material uncertainty, the auditor shall:
a. Express an unmodified opinion.
b. Include in a separate section in the auditor's report titled "Material Uncertainty
Related to Going Concern” and:
v" Draws attention to the relevant note in the financial statements.
v' State that the material uncertainty exist that may cast significant doubt on the
entity's ability to continue as a going concern and
v' Also state that the auditor's opinion is not modified in respect of this matter.
Inadequate Disclosure in Financial Statements: If the financial statements do not
adequately disclose the material uncertainty, the auditor shall:
a. Express a qualified opinion or an adverse opinion, as per SA 705.
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b. In the Basis for Qualified (Adverse) Opinion section, state that a material
uncertainty exists, its potential impact, and that the financial statements do not
adequately disclose this matter.

3. Management Unwilling to Make or Extend Assessment
If management is unwilling fo make or extend its assessment, the auditor shall:
v' Consider the implications for the auditor's report.
v Express a qualified opinion or a disclaimer of opinion if S&A audit evidence cannot be
obtained regarding the use of the going concern basis.

E@ 4. SA 450 Evaluation of Misstatements Identified during the Audit

A. Objective of the Auditor under SA 450
1. Uncorrected Misstatements
v Refer to misstatements that auditor has accumulated during the audit that have not
been corrected.
2. Auditor's Objective
Before forming an opinion, the auditor has to evaluate:
a. Effects of identified misstatements on the audit.
b. Effects of uncorrected misstatements, if any, on the financial statements.

B. Accumulation of Misstatements identified in Audit
1. Accumulation of Misstatements
v" The auditor shall accumulate misstatements identified during the audit, except those
that are clearly trivial.
2.  Examples of Misstatements
Misstatements may arise from:
a. Inaccuracies in gathering or processing financial data.
b. Omissions of amounts or disclosures.
c. Wrong capitalization of machinery repair expenses of Rs. 5 lacs lead to profit
overstatement.
3. Revision of Overall Audit strategy and plan
The auditor shall determine whether overall audit strategy and plan need any revision if:
a. The nature of identified misstatements and circumstance of their occurrence indicates
other potential misstatements.
b. The aggregate misstatements accumulated approach materiality as per SA 320.
4, Request to Management
The auditor may request management to:
a. Review fransactions, account balances, or disclosures to understand the cause of the
misstatement,
b. Perform procedures to identify the actual misstatement and make adjustments to the
financial statements.
5.  Additional Audit Procedures
If management has identified and corrected misstatements after the auditor's request, the
auditor shall perform additional audit procedures to ensure that no misstatements remain.
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C. Communication and Correction of Misstatements identified
1. Timely Communication
v The auditor shall communicate all misstatements accumulated during the audit to the
appropriate level of management, unless prohibited by law.
v' This enables management to evaluate, disagree if necessary, and take corrective action.
2. Request Management to Correct Misstatements
v' The auditor shall request management to correct misstatements.
v' Corrections help maintain accurate records and reduce risks of future material
misstatements caused by cumulative uncorrected errors.
3. Management Refuses to Correct
If management refuses to correct misstatements, the auditor shall:
v" Understand management’s reasons for refusal.
v Take that understanding in evaluating whether the financial statements are free of
material misstatement.
4.  Evaluating effect of Uncorrected Misstatements
v' Re-evaluate Materiality levels: Confirm whether materiality is still appropriate based on
actual financial results prior to evaluating uncorrected misstatements.
v" Materiality of Uncorrected misstatements: Determine if uncorrected misstatements
are material individually or in aggregate, considering:
a. Their size and nature of the misstatement in relation to specific transactions,
account balances, or disclosures and circumstances of their occurrence.
b. The effect of prior period uncorrected misstatements on the relevant class of
transactions, balances, disclosures and financial statements as a whole.
5.  Communication with TCWG
v' The auditor shall communicate with TCWG about:
a. Uncorrected misstatements, individually and in aggregate, and their impact on the
auditor's report.
Request corrections for uncorrected misstatements.
c. Discuss the effect of prior period misstatements on the current financial
statements.
6.  Written Representation
v The auditor shall request a written representation from management and TCWG that
uncorrected misstatements are immaterial to the financial statements.
v A summary of these items shall be included or attached to the representation.

D. Documentation of Misstatements Identified shall include
1. Trivial level
v' The audit documentation must include the amount below which misstatements are
considered clearly trivial.
2. Accumulated Misstatements
v Document all misstatements accumulated during the audit and indicate whether they
have been corrected.
3. Conclusion on Uncorrected Misstatements
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The auditor's conclusion on whether uncorrected misstatements are material, individually
or in aggregate and

v' Basis for that conclusion.
Ha@ 5. SA 580 Written Representations
A. Meaning of Written Representation and Using as Audit Evidence
1. Definition of Written Representations
v Written representations are written statements provided by management to the auditor

v

to confirm specific matters or support other audit evidence.
They do not include financial statements, the assertions therein, or supporting records.

2. Written Representations as Audit Evidence

v
v
v
v

Audit evidence includes all information used by the auditor to form the audit opinion.
Written representations are considered audit evidence, similar to responses to inquiries.
Written representations are a necessary source of audit evidence.

If management modifies or refuses to provide them, it may indicate significant issues.

3. Benefits of Written Representations

v

Requesting written (rather than oral) representations prompts management to consider
matters more rigorously, improving the quality of representations.

4.  Limitations of Written Representations

v
v

Written representations alone do not provide S&A audit evidence on their own.

Reliable written representations provided by management do not reduce the auditor’'s
responsibility to obtain other evidence for management's responsibilities or specific
assertions.

B. Scope and Objective

1. Scope of SA 580

v

SA 580 deals with the auditor's responsibility fo obtain written representations from
management and, where appropriate, those charged with governance.

2.  Objectives of the Auditor

a.

For Management Responsibilities: Obtain written representations from management (and

TCWG, if appropriate) confirming they have fulfilled their responsibilities for

v" Preparing the financial statements and

v" Providing complete information to the auditor.

Decided by auditor or SA: The auditor shall obtain written representation to support

ofher audit evidence related to financial statements or specific assertions

v' If determined necessary by the auditor or

v" Required by other SAs.

Respond appropriately

v To written representations provided or

v To situations where management or governance does not provide the requested
representations.

3. From Whom to Obtain Written Representations
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v The auditor shall request written representations from management with appropriate
responsibilities for the financial statements and knowledge of the matters concerned.
v Written representations relate to:
a. Fulfilment of management's responsibilities.
b. Supporting other audit evidence related to the financial statements or specific
assertions.

C. Written representation about Management Responsibilities
1. Confirm about Management's fulfilment of their responsibility
Management must represent that it has fulfilled its responsibility for preparing financial
statements in accordance with the AFRFW, including fair presentation, as mentioned in
terms of engagement
2. Management’'s Knowledge of Process for P&P of F/S
Management is expected to have sufficient knowledge of the processes used in preparing
and presenting the financial statements and related assertions.
3. Informed Representations
a. The auditor may request management fo include in representations, confirmations it has
made such s inquiries, to provide accurate written representations.
b. Management may seek input from specialists before making representations, such as:
v' Actuaries (for actuarially determined measurements).
v' Engineers (for environmental liabilities).
v' Internal counsel (for legal claims).
4.  Qualifying Language
v Management may use qualifying language such as “to the best of its knowledge and
belief."
v" The auditor may accept this if satisfied that representations are made by responsible
and knowledgeable individuals.

D. Written Representation about Completeness of Information
1. Provision of Information
Management must represent that it has provided the auditor with all relevant information
and access as agreed in the audit engagement terms.
2.  Completeness of Transactions
Management must represent that all fransactions have been recorded and are reflected in
the financial statements.

E. Why Written Representations about Management Responsibilities [Need]
1. Audit evidence alone is not sufficient to confirm that management has fulfilled its
responsibilities for:
a. Preparation of financial statements.
b. Providing information and
c. Ensuring completeness of transactions.
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Limitations of Audit Evidence

The auditor cannot judge solely on other audit evidence whether management has prepared
financial statements and provided information based on their agreed responsibilities.
Example

The auditor cannot conclude that management has provided all relevant information as per
the terms of the audit engagement without obtaining written confirmation.

3. Purpose of Written Representations
Written representations confirm management's acknowledgement and understanding of its
responsibilities as agreed in the audit engagement terms.

F. Reconfirmation of Responsibilities through written representations
The auditor may ask management to reconfirm responsibilities through written
representations, specifically in the following cases:
a. Those who signed the terms of audit engagement NO longer hold the relevant
responsibilities.
The terms of audit engagement are prepared in previous year.
There are indications that management misunderstands its responsibilities.
d. Circumstances have changed, making reconfirmation necessary.

oo

G. Description Of Management's Responsibilities in The Written Representations

Management’s responsibilities in the written representations shall be described in the same
manner as they are outlined in the terms of the audit engagement.

H. Written Representations related to Other than Management Responsibilities
1. Requirements for Other Representations
v Other SAs require the auditor to request written representations.
v If necessary, the auditor may also request additional written representations to support
other audit evidence related to financial statements or specific assertions.
2. Supplementary in nature
These are supplementary representations and do not form part of the representations
relating fo management's responsibilities.
3. Examples of Supplementary Representations
a. Whether selection and application of accounting policies are appropriate.
b. Recognition, Measurement, presentation or disclosure in compliance with the financial
reporting framework of:
i. Plans or intentions affecting asset or liability classification or valuation.
ii. Liabilities (actual or contingent).
iii. Title to assets, liens or encumbrances, and assets pledged as collateral.
iv. Compliance with laws, regulations, and contractual agreements, including any non-
compliance.
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I. Written Representations about Information Provided to The Auditor
1. Additional Written Representation
In addition to representation regarding management's responsibility for information
provided to the auditor, the auditor may request an additional representation.
2. Example: Communication of Deficiencies
The auditor may ask management to confirm in writing that it has communicated all known
deficiencies in internal control to the auditor.

J. Written Representations about Specific Assertions

If necessary, the auditor may request management to provide written representations about
specific assertions in the financial statements.

Purpose: To support the auditor's understanding of management's judgment, intent, or the
completeness of an assertion obtained from other audit evidence.

Example: If management's intent affects the valuation basis for investments, written
representations may be necessary.

K. Date and Period Covered by Written Representation

1. Date of Written Representations
The written representations must be dated as near as possible fo, but not after, the date
of auditor's report. It shall be for all financial statements and periods mentioned in the
report.

2. Importance of Timing
Since written representations are necessary audit evidence, the auditor cannot express an
opinion or date the report before receiving them. Further the auditor has to consider events
up to the date of audit report, that may affect the financial statements.

3. For All Periods mentioned in Audit Report
Written representations must cover all periods in the auditor's report. This ensures
management reaffirms that previous representations remain valid for prior periods.

4. What if Current Management is Not Present in All periods mentioned?
If current management was not present during earlier periods, they might claim that they
cannot provide representations for that time. This fact does not reduce their responsibility
for the financial statements as a whole and must provide representations for the entire
period(s). Accordingly, the auditor can request representation from current management.

L. Conclusions and Reporting under SA 580
1.  Requested Representation is Not provided
Management fails to provide requested written representations:
a. Discuss the matter with management.
b. Re-evaluate management's integrity and impact on reliability of audit evidence.
c. Take appropriate actions, including disclaimer of opinion as per SA 705.
2. Written representation Not Reliable
If the auditor has concerns about competence, integrity, ethical values, or diligence of
management or Written representations are inconsistent with other audit evidence then:
a. Perform audit procedures to resolve the matter.
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b. If unresolved, reconsider management's integrity and competence.
c. Determine the effect on the reliability of representations and evidence.
d. Take appropriate actions, including disclaimer of opinion as per SA 705.

M. Obtaining evidence about Judgements and Intentions
The auditor may consider:
a. Entity's past history in executing its stated intentions.
b. Reasons for choosing a particular course of action.
c. Entity's ability to pursue a specific course of action.
d. Existence or absence of other information obtained during the audit that may conflict
with management’s judgment or intent.

=@ 6. SA 260 Communication with those Charged with Governance

A. An Effective two-way communication is Important during Audit

1. For Benefit of Auditor and TCWG
The auditor and those charged with governance together develop a constructive working
relationship to support the audit process, while maintaining the auditor's independence and
objectivity.

2. For the Benefit of the Auditor
The auditor relies on those charged with governance for information about the entity and
its environment, including sources of audit evidence and insights into specific tfransactions
or events.

3. For the Benefit of TCWG
Those charged with governance in fulfil their role of overseeing the financial reporting
process, which helps reduce risks of material misstatement in the financial statements.

B. Who are "Those Charged with Governance" [TCWG]
1. The person(s) or organization(s) responsible for overseeing the strategic direction and
ensuring accountability, including the financial reporting process.
2. Includes Management Personnel
In some entities, those charged with governance may include management personnel (e.g.,
executive members of a board or an owner-manager).
3.  Depending on Governance Structures
Governance structures differ based on factors like culture, legal background, size, and
ownership. For example:
a. Separate vs. Single Boards: Some entities have a supervisory board separate from the
executive board. In other entities both functions are performed by a single board.
b. Legal Positions: Governance roles can be part of the entity's legal structure, e.g., company
directors.
c. Overlap of Governance and Management: In some cases, those charged with governance
also manage the entity. In others, governance and management are separate.
d. Collective Responsibility: Governance is usually a collective responsibility of a governing
body like a board of directors, supervisory board, partners, trustees, or equivalent.
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Smaller Entities: Insmaller entities, governance may rest with one person, e.g., an owner-
manager or a sole frustee.

f. Diversity and Auditor Communication: Due fo diverse structures, the auditor may not
always identify the correct persons for communication in all audits.

g. Undefined Governance Structures: In some cases, such as family-owned entities or not-
for-profits, the governance structure may not be formally defined.

4.  Engaging party has to determine TCWG

a. Agree with engaging party: The auditor may need to discuss and agree with the engaging
party on the relevant persons to communicate with.

b. Understanding entity: The auditor's understanding of the entity's governance structure
(as per SA 315) helps identify the appropriate persons for communication, depending on
the matter.

C. Scope and Objective of SA 260
Scope
SA 260 deals with the auditor's responsibility to communicate with those charged with governance
during an audit of financial statements.

D. Objectives of the Auditor
a. Communication of Responsibilities of the Auditor
v To clearly communicate the auditor's responsibilities relating to the audit and
v" To provide an overview of the planned scope and timing of the audit.
b.  Obtain Relevant Information
v To obtain information from TCWG relevant o the audit.
c.  Timely Observations
v To provide with TCWG timely observations that are significant and relevant to their role
in overseeing the financial reporting process.
d.  Promote Two-Way Communication
v To encourage effective two-way communication between the auditor and those charged
with governance.

E. Matters to be communicated
1. Auditor's Responsibilities
The auditor must communicate their responsibilities related to the audit, including:
a. Forming and expressing an opinion on the financial statements prepared by management
under the oversight of TCWG.
b. The audit does not relieve management or TCWG of their responsibilities.
2. Planned Scope and Timing
The auditor provides an overview of the planned scope and timing of the audit, including
significant risks identified.
3.  Significant Findings
The auditor must communicate the following findings:
a. Qualitative aspects of Entities Accounting Practices: Auditors Views on significant
qualitative aspects of accounting practices, including Significant Accounting policies,
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estimates, and disclosures. If applicable, explain why certain practices, though
acceptable, may not be the most appropriate.

b. Significant Difficulties: Any significant difficulties encountered during the audit.

c. Significant Matters: If TCWG and management are different, communicate:
v' Significant matters discussed with management.
v Written representations requested by the auditor.

d. Modification of Auditor's Report: Circumstances affecting the form and content of the
auditor's report.

e. Other Significant Matters: Any other matters relevant to the oversight of financial
reporting based on the auditor’'s professional judgment.

4.  Communication of Auditor's Independence in case of Listed Companies

For Listed entities, the auditor shall communicate:

a. Compliance with Independence: A statement confirming compliance with ethical
requirements on independence by the Firm, Engagement team, and Network Firms.

b. Relationships & Fees:
v' Details of relationships and other matters that may impact independence, including

total fees for audit and non-audit services.
v Fees are allocated into categories to help governance assess the impact on
independence.

c. Safeguards Applied: Explanation of safeqguards applied fo eliminate or reduce threats to

independence to an acceptable level.

F. Establish Communication Process
1. Form, Timing, and Content
The auditor must communicate the form, timing, and general content of communications with
those charged with governance.
2. Written Communication
The auditor shall communicate significant findings in writing if, in their professional
judgment, oral communication is not sufficient.
3. Scope of Written Communication
Written communications need not cover all matters from the audit.
4. Adequacy of Communication Process
The auditor evaluates whether the fwo-way communication has been adequate for the audit.
If not, the auditor must:
v’ Assess its effect on risks of material misstatement.
v' Determine its impact on obtaining sufficient appropriate audit evidence.
v' Take appropriate action.
5. Documentation
v If matters are communicated orally, the auditor must document what, when, and to whom
the matters were communicated.
v' If communicated in writing, the auditor must retain a copy of the communication as part
of the audit documentation.
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&) 7. SA 265 Communicating Deficiencies in Internal Control to TCW6 and Management

A. Scope and Objective
Scope
SA 265 deals with the auditor's responsibility to communicate deficiencies in internal
control fo TCWG and management identified during an audit of financial statements.
Understanding Internal Control
The auditor must understand internal control relevant to the audit to identify and assess
risks of material misstatement. This understanding helps in designing appropriate audit
procedures but not for expressing an opinion on effectiveness of internal control.
Identification of Deficiencies
Deficiencies in internal control may be identified during the risk assessment process or at
any other stage of the audit.
Communication of Deficiencies
SA 265 specifies which deficiencies the auditor must communicate tfo TCWG and
management.
Objective of the Auditor
The auditor's objective is to appropriately communicate identified deficiencies in internal
control that, in the auditor's professional judgment, are important enough to merit their
respective attention.

B. Deficiency and Significant Deficiency in Internal Control

Deficiency in Internal Control

A deficiency exists when:

a. Ineffective Control: A control is designed, implemented, or operated in a way that it
fails fo prevent, detect, or correct misstatements in the financial statements on a timely
basis.

b. Missing Control: A confrol that is necessary to prevent, detect, or correct
misstatements is missing.

Significant Deficiency

A significant deficiency in internal control is:

a. Importance to Governance: A deficiency (or combination of deficiencies) that, in the
auditor's professional judgment, is of sufficient importance to merit the attention of
those charged with governance.

b. Factors Determining Significance: The significance depends on:

v' The likelihood of their occurrence of misstatements and
v' The potential magnitude of the misstatement.

c. Misstatements Not identified: Significant deficiencies can exist even if the auditor has

not identified any misstatements during the audit.

C. Matters / Factors that decide Significant Deficiency

The matters that the auditor may consider in determining whether a deficiency or
combination of deficiencies in internal control constitutes a significant deficiency are:
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The likelihood of deficiencies leading to material misstatements in financial statements in
the future.

Susceptibility to Loss or Fraud of the related asset or liability.

The subjectivity and complexity involved in determining estimates, such as fair value
accounting.

The financial statement amounts exposed to the deficiencies.

The volume of activity in the account balance or transactions affected by the deficiency.
Importance of Controls to Financial Reporting:

The significance of controls to the financial reporting process, including:

General monitoring controls, such as management oversight.

Controls over fraud prevention and detection.

Controls over the selection and application of significant accounting policies.

Controls over significant transactions with related parties.

Controls over fransactions outside the normal course of business.

Controls over the period-end financial reporting process, such as non-recurring journal
entries.

Cause and Frequency

The cause and frequency of exceptions arising from the control deficiencies.

Interaction with Other Deficiencies

How the deficiency interacts with other deficiencies in internal control.

e a0 TP

D. Indicators of Significant Deficiencies

Ineffective Control Environment

Evidence that aspects of the control environment are ineffective, such as:

a. Management Interest: Significant fransactions involving management interest are not
properly scrutinized by governance.

b. Management Frauds: Identification of management fraud, whether material or not, that
internal control failed o prevent.

c. No Remedial Action: Management fails to implement remedial action on previously
reported significant deficiencies.

d. Absence of Risk Assessment: Lack of a risk assessment process where it would typically
be expected.

e. Ineffective Risk Assessment: Evidence that the entity's risk assessment is ineffective,
e.g., failure to identify a risk of material misstatement.

f. Ineffective Risk Response: Ineffective response to significant risks, such as absence of
controls over identified risks.

Auditor-Detected Misstatements

Misstatements found during the auditor's procedures that were not prevented, detected,

or corrected by internal control.

Prior Period Material Misstatements

Material misstatements due to error or fraud are disclosed as prior period items in the

current year's Statement of Profit and Loss.

Management Inability to oversee

Evidence of management's inability to oversee the preparation of the financial statements.
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E. Communicating Significant deficiency to TCWG
1. Determine Significant deficiency
The auditor must determine, based on audit work performed, whether deficiencies in
internal control exist. If so, the auditor must assess whether they are significant
deficiencies, either individually or in combination.
2.  Communication to Governance and Management
a. To Those Charged with Governance: Communicate in writing any significant deficiencies
in internal control identified during the audit on a timely basis.
b. To Management: Communicate to management (at the appropriate level) on a timely basis:
v' Significant Deficiencies: In writing, significant deficiencies communicated or to be
communicated o TCWG.
v Other Deficiencies: Other deficiencies not communicated by other parties but are,
in the auditor's professional judgment, important for management's attention.

F. Contents of Written Communication [Letter of Weakness]
The written communication of significant deficiencies must include:
a. Description and Potential Effects: A description of the deficiencies and an explanation
of their potential effects.
b. Context Information: Sufficient details for governance and management to understand
the context of the communication.
c. Specific Explanations: The auditor must mention in the letter of weakness:
v Audit Purpose: The purpose of the audit is fo express an opinion on the financial
statements.
v' Internal Control Consideration: Internal control was considered to design audit
procedures but not to express an opinion on the effectiveness of internal control.
v Scope of Matters Reported: The reported matters are limited to deficiencies
identified during the audit that are of sufficient importance to report to governance.
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5. AUDIT DOCUMENTATION

IE@ 1. Meaning and Objective of Documentation as Per SA 230
Content
A.  Meaning

Audit Documentation refers to the record of:

v' Audit procedures performed.

v' Relevant audit evidence obtained.

v' Conclusions reached by the auditor.

Also known as "working papers"” or "work papers”.

B.  Objective of the Auditor

The auditor's objective is to prepare documentation that provides:

1. A sufficient and appropriate record supporting the basis for the auditor's report.

2. Evidence that the audit was planned and performed in accordance with:
v Standards on Auditing.
v' Applicable legal and regulatory requirements.

=@ 2. Nature and Purpose of Documentation

Content
A.  Nature of Audit Documentation
Audit documentation provides:
1. Evidence for Conclusions:
Evidence of the auditor's basis for conclusions about achieving the overall audit objectives.
2. Evidence for Compliance with Sas:
Evidence that the audit was planned and performed as per SAs and applicable legal and
regulatory requirements.
B.  Purpose of Audit Documentation
The purpose of audit documentation includes:
Assists the engagement team to plan and perform the audit.
Helps feam members to direct, supervise, and review the audit work effectively.
Ensures the engagement team is accountable for its work.
Retains a record of matters important for future audits.
Enables quality control reviews and inspections as per SQC 1.
Facilitates external inspections as per applicable legal or regulatory requirements.

oU A wN e

IE_@_D 3. Form, Content and Extent of Documentation and Factors Affecting There of

Content
A.  Manner of Documentation
The auditor must prepare audit documentation so that an experienced auditor with no prior
connection with the audit, to understand:
a. The nature, timing, and extent of the audit procedures performed.
b. The results of procedures and the audit evidence obtained.
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c. Significant matters, conclusions reached, and professional judgments made.
Meaning of Experienced Auditor
An experienced auditor is a person with reasonable knowledge of:
1. Financial reporting frameworks.
2. Accounting standards.
3. Auditing standards.
4. Knowledge of the client’s business.
B.  Documentation of NTE
In documenting the Nature, Timing, and Extent (NTE) of audit procedures, the auditor must
record:
1. Tests Performed: The identifying characteristics of specific items tested.
2. Performed by Whom: Who performed the work and the date of completion.
3. Reviewed by Whom: Who reviewed the work, including the date and extent of the review.
4. Significant Matters: Document discussions of significant matters, including:
v" The nature of the matters discussed.
v When and with whom the discussions occurred.
5. Inconsistencies: If information inconsistent with the final conclusion is identified,
document how the inconsistency was addressed.
C.  Factors Affecting Documentation
The form, content, and extent of documentation depend on:
The size and complexity of the entity.
The nature of the audit procedures performed.
The identified risks of material misstatement.
The significance of the audit evidence obtained.
The nature and extent of exceptions identified.
The need to document a conclusion or the basis for a conclusion if not readily
determinable from documentation of work performed.
7. The audit methodology and tools used during the audit.

oUAwN e

|§§) 4. Examples of Audit Documentation

Content
A.  Examples
Audit Documentation can be recorded on paper, electronic media, or other forms.
Examples include:
Audit programmes outlining planned procedures.
Analyses of financial information.
Memoranda regarding significant issues.
Summaries of key significant matters.
Confirmation letters and letters of representation.
Checklists used for audit procedures.
Correspondence (including emails) concerning significant matters.
B. Includes Copies of Entity Records
The auditor may include copies of entity records as part of audit documentation.
Examples:

No U swN R

CA Ram Harsha Page | 78




Learn

Contextually

*

Significant contracts and agreements.
2. Audit documentation does not replace the entity's accounting records.
C. Does Not Include
The auditor need not include:
1. Superseded drafts of working papers or financial statements.
2. Notes showing incomplete or preliminary thinking.
3. Previous versions corrected for typographical errors or other minor corrections.
4. Duplicate copies of documents.

IE_@ 5. Audit File, Timely Preparation, Assembly, Retention and Ownership of Documentation

Content
A. Audit File
An audit file is one or more folders or storage media (physical or electronic) containing the
audit documentation for a specific engagement.
B.  Timely Preparation of Documentation
1. Timely Basis: The auditor must prepare audit documentation on a fimely basis.
2. Enhancing Quality: Timely preparation enhances audit quality and supports effective
review and evaluation before finalizing the auditor's report.
3. Accuracy: Documentation prepared after the work is done is likely fo be less accurate
than when prepared during the audit.
C.  Assembly of Final Audit File
1. Timely Basis: The final audit file must be assembled and completed timely after the
auditor's report date.
2. SQC 1Requirement: SQC 1 requires firms to establish policies and procedures for timely
completion of the audit file assembly.
3. Audits - 60 Days Limit: The time limit to complete the final audit file is usually no more
than 60 days after the auditor's report date.
4. Administrative Process:
The final file assembly is an administrative process and does not involve new audit
procedures or conclusions. Changes are only administrative, such as:
a. Deleting or discarding superseded documentation.
b. Sorting, collating, and cross-referencing working papers.
c. Signing off on checklists related to file assembly process.
d. Documenting audit evidence obtained, discussed, and agreed upon before the
auditor's report date.
D. Retention of Documentation
1. No Deletion: After the final audit file is assembled, the auditor shall not delete or
discard documentation before the retention period ends.
2. SQC 1 Policies: SQC 1 requires firms to have policies for the refention of audit
documentation.
3. Retention Period: The retention period for audit files is typically no shorter than 7 years
from the auditor's report date or the group auditor's report date, whichever is later.
E.  Ownership of Documentation
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Ownership: As per SQC 1, audit documentation is the property of the auditor, unless
stated otherwise by law or regulation.

Discretion in Sharing: The auditor may at his discretion share portions or extracts of
documentation with clients, provided it does not:

v" Undermine the validity of the work performed.

v Affect the auditor's independence in assurance engagements.

a@? 6. Documentation of Significant Matters and Related Significant Professional Judgments

I

Content

A.  Documentation of Significant Matters
Judging Significance of a matters require an objective analysis of facts and circumstances.
Examples of significant matters include:

1.
2.

w

Matters that give rise to significant risks.

Results that indicate:

v" The financial statements could be materially misstated

v' A need to revise the auditor’s prior risk assessment and responses.
Circumstances causing significant difficulty in applying necessary audit procedures.
Findings that could result in:

v A modification to the audit opinion.

v" Inclusion of an Emphasis of Matter Paragraph in the auditor's report.

B.  Documentation Related to Professional Judgment

1.

Importance of Judgment

The form, content, and extent of documentation depend on the level of professional
Jjudgment exercised.

Purpose of Judgment Documentation

Documentation of significant professional judgments explains the auditors' conclusions
and reinforces their quality.

. Situations Requiring Documentation

The auditor must document the use of professional judgment in the following cases:

a. Rationale for Conclusions
Document the rationale when a requirement asks the auditor to consider information
that is significant. Example: Reliance Company changes useful life of 90% of fixed
assets; the auditor documents reasons and details of the changes.

b. Subjective Judgments
Document the basis for conclusions on subjective judgments, such as the
reasonableness of significant accounting estimates.

c. Concerns on Authenticity of Documents
Document the basis for conclusions on the authenticity of documents when further
investigation is undertaken. Example: Use of an expert or confirmation procedures
due to concerns about authenticity.

CA Ram Harsha Page | 80



Documentation
I

=© 7. Audit Summary Memorandum

Content
1. Purpose of Summary (Completion Memorandum)
The auditor may prepare a summary (also called a completion memorandum) as part of the
audit documentation that describes:
a. The significant matters identified during the audit.
b. How those significant matters were addressed.
2.  Benefits of Summary
v' A summary can help in the effective and efficient review and inspection of audit
documentation, especially for large and complex audits.
v It also helps the auditor in considering and addressing the significant matters.
3.  Achievement of SA Objectives
v The summary may help the auditor to evaluate whether any individual SA objective that
has not been achieved.
v This is important to ensure the auditor achieves the overall objectives of the audit.
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6. AUDIT EVIDENCE

E@ 1. SA 500 - Audit Evidence

A. Audit evidence - a requirement for Objective evaluation

1.  Auditing as a Logical Process

Auditing is a logical process where the auditor assesses the actual situation, reviews the

accounts, and provides an expert opinion on the true and fair view of the financial statements.
2.  Objective Examination

An objective examination means a critical examination and scrutiny of the financial

statements to:

v’ Assess if the statements represent the actual state of affairs.

v' Determine whether they give a frue and fair view of the financial results and position.

Note: An opinion based on reckless or negligent examination can expose the auditor fo legal
action, causing loss of professional standing and prestige. Hence the auditor requires
evidence.

B. Audit Evidence and Inclusions
A.  Definition
Audit Evidence refers to the information used by the auditor to arrive conclusions which is
the base for opinion.
Audit evidence includes
a. Accounting Records: Information in the accounting records underlying the F/S.
b. Other Information: Additional information that supports the auditor's opinion.
B.  Audit Evidence Includes
1. Information in Accounting Records: Accounting records includes:
a. Initial Enfries and Supporting Records like checks and electronic fund fransfers.
Invoices supporting financial transactions.
Significant contracts related to the entity.
General and subsidiary ledgers, journal entries, and adjustments to the financial
statements.
e. Work sheets and spreadsheets used for cost allocations, computations,
reconciliations, and disclosures.
2. Other Information: Other information authenticates the accounting records and
supports the true and fair view of the financial statements, such as:
a. Records of minutes from meetings.
b. Confirmations from trade receivables and payables.
¢. Manuals detailing internal control systems.

Qoo

Note: The auditor uses a combination of accounting records and other information.
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C. Types of Audit Evidence
Depending Upon Nature
1. Visual: Evidence obtained through observation.
Example: Observing physical verification of inventory by client staff.
2. Oral: Evidence gathered through discussions.
Example: Discussions with management and client of ficers.
3. Documentary: Evidence obtained through documents.
Example: Fixed deposit certificates, loan agreements, sales bills, etc.
Depending Upon Source
1. Internal Evidence
Evidence that originates within the organization.
Examples:
v' Sales invoices
v Goods received notes
v' Cash memos, debit and credit notes
2. External Evidence
Evidence that originates outside the client's organization.
Examples:
v" Purchase invoices
v" Supplier's challans and debit/credit notes
v' Confirmations and quotations
3. Internal and External are Complementary in nature
a. Most evidence is internal, but substantial external evidence is also available.
b. Since infernal evidence is under the control of the client and staff, the auditor must
be careful in relying on it.
c. Internal evidence may sometimes be false or misleading to suit the client's needs, so
vigilance is required.
d. External evidence is usually more reliable as it comes from third parties who are less
likely to manipulate data.
e. If there are doubts about a third party's independence (e.g., invoice from an
associated concern), the auditor must exercise greater vigilance.
f. Asan ordinary rule, the auditor should match internal and external evidence.
g. If external evidence is unavailable, internal evidences should be corroborated.
Previous Audits
Audit evidence comes primarily from audit procedures performed during the year, but can
also include information from other sources like previous audits. The quality of audit
evidence depends on its relevance and reliability.

D. Relevance of an Audit Evidence
Logical Connection
Relevance deals with logical connection between the audit procedure and the assertion
tested.
Direction of Testing
The relevance of evidence is influenced by the direction of testing.
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Example:
v' Testing recorded accounts payable is relevant for overstatement.
v' Testing unpaid invoices and supplier statements is relevant for understatement.
3. Specific Assertion
Audit procedures provide evidence for certain assertions but not others.
Examples:
v" Inspection of receivable collection: Relevant for existence and valuation but not cut-off.
v Existence of inventory doesn't provide evidence for valuation of inventory. Each
assertion needs its own evidence.
4.  Test of Controls
a. Tests of controls evaluate the effectiveness of controls in preventing, detecting, and
correcting misstatements at assertion level.
b. Designing TOC includes Auditors identifying:
v' Conditions that indicate performance of control.
v" Deviations that show departure from prescribed control [i.e., Failure].
5.  Substantive Procedures
a. Substantive procedures are designed to detect material misstatements at assertion
level and include:
v Tests of deftails.
v' Substantive analytical procedures.
b. Designing S/P includes, Auditors identify conditions that indicate a misstatement in the
relevant assertion.

E. Reliability

1. Factors Affecting Reliability
Reliability of audit evidence depends on its source, nature, and circumstances of acquisition.
Even external information may lack reliability if the source lacks knowledge or objectivity.
Example: Management expert’'s lack of objectivity reduces reliability.
2. Generalisations on Reliability of Audit evidence
While recognising exceptions may exist, the following generalisations about reliability may
be useful:
a. Independent Sources: Reliability is increased if the evidence is from independent
sources outside the entity.
b. Effectiveness of Controls: Internally generated evidence is more reliable if related
contfrols (e.g., controls over preparation and maintenance) are effective.
c. Obtained Directly: Evidence obtained directly by the auditor (e.g., observation) is more
reliable than evidence obtained indirectly (e.g., inquiry).
d. Documentary Form: Documentary evidence (paper, electronic, etc.) is more reliable than
oral evidence. [Example: A written record is more reliable than oral discussions]
e. Original Evidence: Original documents are more reliable than copies or transformed
documents (e.g., photocopies, digital versions). Reliability depends on controls over their
preparation and maintenance.
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F. Need for Sufficient and Appropriate Audit Evidence [S&A Evidence]
1. Importance of Audit Evidence
v Most of the auditor's work involves obtaining and evaluating audit evidence to support
the auditor's opinion and report. Evidence is cumulative in nature and primarily obtained
through audit procedures.
v' Audit evidence may also include information from other sources, such as previous audits.
2. Entity's Records and Experts work
v' The entity's accounting records are a key source of audit evidence.
v Audit evidence may include information prepared using the work of a management's
expert.

3. Both Supporting and Contradicting Evidence
Audit evidence comprises:
v Information that supports and corroborates management's assertions.
v Information that contradicts management's assertions.

4.  Absence of Information
In some cases, the absence of information (e.g., management's refusal to provide requested
representations) also constitutes audit evidence.
5.  Audit Procedures
Audit evidence is obtained by performing following audit procedures:
Inquiry
Inspection
Observation
Confirmation
Recalculation
Re-performance
g. Analytical Procedures
Note: While inquiry is important and may provide evidence of misstatements, Inquiry alone
does not provide sufficient evidence of:
v The absence of material misstatements at the assertion level.
v' The operating effectiveness of controls.

e a0 TP

G. Sufficiency and Appropriateness of Audit evidence
Interrelation
Sufficiency and appropriateness of audit evidence are interrelated.
1. Sufficiency of Audit Evidence

Sufficiency measures the quantity of audit evidence. The quantity of evidence depends on:
1. Risk of Misstatement

v" Higher risk of misstatement, more evidence needed.

v Lower risk, less evidence required.
2. Quality of Evidence

v" Higher quality of audit evidence, less quantity required;

v" Lower quality, more evidence needed.
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Factors Influencing Sufficiency
Additional factors affecting sufficiency of audit evidence:
a. Materiality
Materiality refers to the significance of transactions, account balances, and disclosures
to users of financial statements. Example:
v Less evidence is required for less material assertions.
v" More evidence is required for more material assertions.
b. Risk of Material Misstatement
The risk that financial statements are materially misstated prior to audit, includes:
i. Inherent Risk
The susceptibility of an assertion to misstatement before considering controls.
ii. Control Risk
The risk that internal controls fail to prevent, detect, or correct a misstatement.
Example:
v" Lower risk, Less evidence;
v" Higher risk, More evidence.
c. Size of Population
Refers to the number of items in the population. Example:
v Smaller, homogeneous populations, less evidence needed.
v' Larger, heterogeneous populations, more evidence required.
2.  Appropriateness of Audit Evidence
Appropriateness is a measure of quality of audit evidence based on:
v' Relevance: Evidence must logically relate to the assertion being tested.
v' Reliability: Influenced by the source, nature, and circumstances under which the
evidence is obtained.

Note: Obtaining more audit evidence cannot compensate for its poor quality.

H. Source of Audit Evidence
1. Testing Accounting Records
a. Some audit evidence is obtained by performing audit procedures to test accounting
records. Examples include:
v' Performing analysis and review of accounting records.
v" Reperforming procedures followed in the financial reporting process.
v" Reconciling related types and applications of the same information.
b. These procedures help determine whether the accounting records are internally
consistent and agree with the financial statements.
2.  Consistent Audit Evidence
More assurance is obtained when audit evidence is:
v' Consistent across different sources.
v" From different types or natures of evidence.
Example
Information corroborated by independent sources increases assurance i.e., Evidence from
accounting records, minutes of meetings, or management representations is more reliable
when supported by external sources.
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External Sources Includes

Audit evidence from sources independent of the entity includes:
v' Confirmations from third parties.

v' Analysts’ reports.

v' Comparable data about competitors.

I. Audit Procedures to obtain Audit Evidence
1. Inspection
v' Involves Examining records, documents (paper / electronic), whether internal or
external, or physical examination of an asset.
v' Provides evidence of varying degree of reliability based on the nature, source, and
controls over production.
Example
v' Inspecting records for authorization (For test of controls).
v' Inspecting contracts for revenue recognition policies.
v' Inspecting tangible assets to confirm existence, not necessarily rights or valuation.
v' Inspection of individual inventory items may accompany the observation of inventory
counting.
2.  Observation
v' Consists of Looking at a process or procedure being performed by others.
v The evidence provided by observation is limited to the point in time of observation and
the fact that being observed affects the process performed.
Example: Observing inventory counting or control activities.
3.  External Confirmation
v Audit evidence obtained as a Direct written response to the auditor from a third party
(paper, electronic, or other media).
v Frequently Used for addressing assertions related to account balances, terms of
agreements, or the absence of conditions.
Examples
v' Confirming tferms of a contract.
v' Confirming the absence of a “side agreement” affecting revenue recognition.
4.  Recalculation
Checking the mathematical accuracy of records or documents, performed manually or
electronically.
Example: Recalculating depreciation schedules or fotals in financial statements.
5.  Re-performance
Auditors' Independent execution of procedures or controls originally performed as part of
internal control.
Example: Re-performing bank reconciliation or aging of accounts receivable.
6.  Analytical Procedures
v" Evaluations of financial information based on plausible relationships among financial and
non-financial data.
v' Includes Investigating identified fluctuations or relationships inconsistent with other
information or deviated from predicted amounts.
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7. Inquiry

v' Consists of Seeking information from knowledgeable persons within or outside the
entity.

v' Inquiries can be formal written or informal oral.

v' Response to inquiry may provide the auditor with:
e New information or Corroborative evidence, or
e Provide information that is significantly different from other information
e Provide a basis for the auditor o modify or perform additional audit procedures.

v" When necessary, auditors obtain written confirmations from management or those
charged with governance.

Inquiries about Management Intent

Inquiries about management intent, the information available may be limited. In these cases,

the auditor evaluates:

a. Managements Past history of carrying out stated intentions.

b. Management's reasons for choosing a particular course of action.

c. Management’s ability to pursue specific course of action.

Used in Combination

a. Audit procedures (e.g., inspection, observation, confirmation) in combination with inquiry
are used as risk assessment, test of controls, or substantive procedures.

b. Audit evidence obtained in previous audits may remain relevant if procedures confirm its
continuing relevance.

J. Timing of Audit procedures when accounting records in Electronic Form
1. Impact on Nature and Timing
Nature and timing of audit procedures may be affected if accounting data is:
v" Available only in electronic form.
v' Available only at specific points or periods in time.
Example
v Source documents (e.g., purchase orders, invoices) may exist only electronically when
entities use e-commerce.
v" Documents may be discarded after scanning in image processing systems.

2. Non-Retrievable Information
Some electronic information may not be retrievable after a certain period, such as:
v' Files that are changed.
v' Absence of backup files.

3. Auditor's Actions
In the above cases, Due to the entity's data retention policies, the auditor may need to:
v Request retention of certain information for audit review.
v' Perform audit procedures at the time when information is available.
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K. Risk Assessment and Further Audit Procedures

Audit Evidence: The auditor obtains required audit evidence by performing the following audit
procedures.
1. Risk Assessment Procedures

Risk assessment procedures are performed to:

v Obtain an understanding of the entity and its environment.

v Understand the entity's internal control.

v Identify and assess risks of material misstatement (due fo fraud or error) at the

financial statement and assertion levels.

2. Further Audit Procedures

Further Audit Procedures consist of:

a. Tests of Controls:

v' Tests of controls are procedures designed to evaluate the operating effectiveness
of controls to prevent, detect, and correct material misstatements at the assertion
level.

v’ Tests of controls are performed:

e When required by the SAs.
¢ When the auditor chooses to perform them.
b. Substantive Procedures

v’ Substantive procedures are designed to detect material misstatements at the
assertion level.

v' Substantive procedures include:

e Tests of details (specific account balances, fransactions, and disclosures).
e Substantive analyfical procedures (evaluation of relationships between
financial/non-financial data).

L. Concept of Assertions
1. Meaning
Assertions are representations by management, explicit or implicit, that are embodied in
the financial statements, which are used by auditors to identify potential misstatements.
2.  Usage of Assertions
a. By Management: Management makes implicit or explicit assertions about Recognition,
measurement, presentation, and disclosure of financial statement elements.
b. By Auditor: Auditors use assertions to identify different types of potential
misstatements and are divided into 3 categories:
i. Assertions Related to Class of Transactions and Events [T&E]:

Assertion Meaning

Occurrence T&E and events occurred and relate to the entity.
Completeness All T&E that should have been recorded are recorded.
Accuracy T&E are recorded appropriately with correct amounts.
Cut-off T&E are recorded in the correct accounting period.
Classification T&E are recorded in the proper accounts.
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ii. Assertions Related to Account Balances:

Assertion Meaning

Existence Assets, liabilities, and equity interests exist.

Rights and The entity holds rights to assets, and liabilities are its obligations.
Obligations

Completeness All assets, liabilities, and equity balances are recorded.

Valuation and Balances are recorded at appropriate amounts with correct
Allocation valuations and adjustments.

iii. Assertions Related to Presentation and Disclosures:

Assertion Meaning

Occurrence and Disclosed T&E and other matters have occurred and relate to the
Rights entity.

Completeness All required disclosures are included.

Classification & Financial Information is appropriately presented and described
Understandability and disclosures are clearly expressed

Accuracy and Disclosed items are fair and at appropriate amounts.

Valuation

3. Combination of Assertions
Auditors may combine assertions across transactions and balances, provided all aspects are
covered.
4.  Consideration of Law and Regulation
For certain entities (e.g., Government stakeholders), management may assert that T&E have
been complied with laws and regulations. Such assertions also fall within the scope of audit.
Each financial statement item asserts something (e.g., ownership, existence, or quantity), and the
auditor tests the authenticity of these assertions.
Example 1: When we find in the balance sheet, an item under current assets reading as “cash in
hand - Rs. 8,000"
The obvious assertions that would strike the mind are the following:
a. The firm concerned had Rs. 8,000 in hand in valid notes and coins on the balance sheet day.
b. That the cash was free and available for expenditure to the firm and
c. That the books of account show a cash balance of identical amount at the end of the day on
which the balance sheet is drawn up.

Example 2:
Particulars Rs. Rs.
Plant and Machinery (at cost) 2,00,000
Less: Depreciation till the end of previous year 70,000
Less: Depreciation for the current year 13,000 (83,000)
Net WDV 1,17,000

The assertions are as follows:

a. The firm owns the plant and machinery.

b. The historical cost of plant and machinery is Rs. 2 lacs.
c. The plant and machinery physically exist.
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d. The asseft is being utilised in the business of the company productively.
e. Total charge of depreciation on this asset is Rs. 83,000 to date on which Rs. 13,000 relates
to the year in respect of which the accounts are drawn up. and
f. The amount of depreciation has been calculated on recognised basis and the calculation is
correct.
5. Nature of Assertions
Assertions in financial statements can be explicit or implied:
a. Implied Assertions: Generally, assertions are not specifically stated but are implied in
the financial statements.
b. Explicit Assertions: Explicit assertions are made when specific details are needed fo
give a complete picture. Without them, information may be misleading.
Example: Secured Loans Rs. 4,00,000. This is not giving a complete picture and we do not
know:
v The name of the lender.
v' The nature of security provided.
v' The inferest rate payable.
6.  Negative Assertions
Negative assertions can be expressed or implied in the financial statements:
a. Explicit Negative Assertion: Directly stated, negative assertions.
Example: Stating there is no contingent liability.
b. Implied Negative Assertion: Indirect assertions when an item is absent in the financial
statements.
Example: If there is no "building” item in the balance sheet, it implies the entity does
not own any building.
7. Audit opinion shall be based on Overall Representation
Financial statements contain an overall representation in addition to specific assertions:
a. Purpose of Overall Representation
Each statement presents a whole picture:
v' The income statement shows “results of operations.”
v' The balance sheet shows the "financial position."
b. Auditor's Role
The auditor's opinion is based on the overall representation. To form this opinion, the
auditor examines:
v' Specific assertions (expressed and implied).
v" Both positive and negative assertions.
v" Individual judgments lead to a conclusion on the financial statements as a whole.

M. Information Prepared by Management's Expert - Used as Audit Evidence

When information to be used as audit evidence has been prepared using the work of a
management's expert, the nature, timing and extent of audit procedures may be affected by
such matters:

1. Nature and complexity of the matter.

2. Risks of MMS in the matter.

3. Nature, Scope, and Objectives of the management's expert's work.

4. Whether the expert is employed by the entity or engaged as an outsider.
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Extent of management's control or influence over the expert's work.
Whether the expert follows technical standards or industry requirements.
Auditor's knowledge and experience of the expert’'s field.

Auditor's previous experience with the expert's work.

®No O

N. Information Prepared by Management - Used as Audit Evidence
When using information produced by the entity, Auditor evaluates whether the information is
sufficiently reliable. This Includes
1. Obtaining evidence about accuracy and completeness of the data.
2. Evaluating whether the information is sufficiently precise and detailed.

O. Audit Procedures - Inconsistency or Doubts over Reliability of Audit Evidence
1. Inconsistent When audit evidence from one source is inconsistent with evidence from
Evidence another source.
Example: Responses to inquiries from management, internal audit, or others
conflicting eachother.
2. Doubts on When the auditor has doubts about the reliability of information used as
Reliability audit evidence. Then,
v The auditor must determine what modifications or additions to audit
procedures are needed to resolve the matter.
v" The auditor must consider the effect on other aspects of the audit.

3. Documentation v' If theauditor identifies information inconsistent with the final conclusion
on a significant matter, it must be documented.
v" SA 230 requires specific documentation of such inconsistencies.

P. Factors to be considered while placing reliance on Management expert
1. Management’s Expert Means
An individual or organization with expertise in a field other than accounting or auditing,
whose work in that field is used by the entity in preparation of financial statements.
2. Auditor Relying on Work of Management's Expert
a. If theentity employs experts, the auditor can rely on their work if he is satisfied that
sufficient and appropriate audit evidence is obtained to form an opinion on the financial
statements.
b. When using the work of a management's expert as audit evidence, the auditor must:
v" Evaluate the expert's competence, capabilities, and objectivity.
v' Obtain an understanding of the work performed by the expert.
v' Evaluate if the expert's work is appropriate as audit evidence for the relevant
assertion being tested.
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Q. Evaluation of Audit Evidence
Applicability of SA 500
SA 500 (Audit Evidence) applies to all audit evidence obtained during the audit. It ensures
the auditor obtains sufficient appropriate audit evidence to form reasonable conclusions for
the auditor’s opinion.
Role of Audit Evidence
Most of the auditor's work involves obtaining and evaluating audit evidence to form their
opinion.
Auditor’'s Professional Judgment
The auditor must conclude whether sufficient appropriate audit evidence has been obtained.
This reduces audit risk to an acceptably low level and enables the auditor to draw reasonable
conclusions.

R. Means of selecting items for TOC and TOD

Selecting All 1. Examining the entire population of items within a class of fransactions,
Items (100%) account balance, or a stratum.

2. More common for Tests of Details and Unlikely for Tests of Controls.
3. This testing approach is Appropriate when:
a. Small number of large value items.
b. Significant risk exists and other procedures are insufficient.
c. Repetitive calculations by automated systems make it cost-effective.

Selecting 1. Choosing specific items from the population using judgmental selection.
Specific Items Factors for selection:

a. Understanding of the entity.
b. Assessed Risks of MMS.
c. Characteristics of the Population.
2. Judgemental selection is subject to non-sampling risk and Specific Items
selected may include:
a. High-value or key items: Items with high value, risk-prone, unusual, or
error-prone history.
b. Items over a certain amount: To verify a significant portion of the class.
c. Items to obtain information: Understand entity or transaction nature.

Audit Sampling  Drawing conclusions about entire population by testing a sample drawn from it.

E©

2. Concept Of Audit Trail

Meaning and Benefits of Audit Trail
Meaning of Audit Trail
An audit trail is a documented flow of a transaction that helps trace how a source document
leads to an account entry and ultimately into the financial statements.
a. Purpose: It is used as audit evidence to establish authentication and integrity of a
transaction.
Example: Banks maintain audit trails to record log-on activity, including log-on attempts
and devices used.
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b. Traceability: It is a step-by-step record that traces accounting, trade, or financial data

back to its source.

c. Fraud Prevention: Audit trails document evidence of events to reduce fraud, material
errors, and unauthorized use.

d. Costs Involved: Maintaining audit trails involves costs such as,
v’ System expenditure.
v' Time required to analyse data.
v' Automated tools can analyse large volumes of data efficiently.

2.  Benefits of Audit Trail

a. Enhancing Internal Controls: Audit trails strengthen internal controls and improve data
security by:
v' Fixing responsibility for user activities.
v' Rebuilding events when problems occur, helping in their analysis.
Example: Tracking user activities to identify responsibility for specific actions.

b. Problem Analysis: Audit trail analysis helps:
v" Identify the reason for problems.
v" Ensure that the system operates as intended during regular operations.

c. Auditor Confidence: Systems with audit trail features build confidence in auditors by
verifying whether management controls were operating effectively.

d. Transaction Verification:
v' Audit trail helps to verify if a transaction was performed by an authorized person.
v They enhance data security and increase the reliability of audit evidence obtained

during audits.
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3. SA 610 Using the Work of Internal Auditor

A. Internal Audit Function and Objectives

Meaning

A function of the entity that performs assurance and consulting activities to evaluate and

improve:

a. Entity's Governance processes

b. Risk management

c. Internal control processes

Activities Related fo Governance

Evaluates the governance process in achieving objectives on:

a. Ethics and Values

b. Performance Management and accountability.

c. Ensure risk and control information is communicated effectively within the organization.

d. Effectiveness of communication among TCWG, management, and auditors.

Activities Related to Risk Management

a. Risk Exposure: Identify and evaluate significant risks.

b. Contribute to improving internal controls.

c. Fraud Detection: Perform procedures fo assist in detecting fraud.

Activities Related to Internal Controls

a. Evaluation of Controls: Specific responsibility to review and recommend improvements in
controls. For example:

v Test controls for design, implementation, and operational effectiveness.
v" Provide assurance on internal controls relevant to the audit.

b. Examination of Financial and Operating Information: Review methods for identifying,
measuring, classifying, and reporting financial information including detailed testing of
transactions and balances.

c. Review of Operating Activities: Assess the economy, efficiency, and effectiveness of
operations, including non-financial activities.

d. Review of Compliance with L&R: Review compliance with laws, regulations, management
policies, and internal directives.

B. 2 Types of usage of work of Internal Auditor

Using Work Performed by Internal Audit Function (Type 1)

v' To Obtain information relevant to the external auditor's assessment of risks of material
misstatement (error or fraud).

v If not prohibited by law or regulation, the external auditor may, after evaluation, use work
performed by the internal audit function.

v" This work may partially substitute for audit evidence to be obtained directly by the external
auditor.

Direct Assistance (Type 2)

v' If not prohibited by law or regulation, internal auditors may perform audit procedures under
the direction, supervision, and review of the external auditor.
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C. External Auditor's responsibility under SA 610
External Auditor's Sole Responsibility
responsibility v' External auditor has sole responsibility for the audit opinion expressed.

v" This responsibility is not reduced by using the internal audit function or
direct assistance.

v' The external auditor is not required [No compulsion] to use internal audit
work to modify or reduce procedures. It remains the absolute discretion
of the external auditors.

Purpose of SA 610 v Defines conditions that are necessary for external auditors to be able to
use the work of internal auditors.

v" Provides a framework for external auditor's judgment to avoid over or
undue reliance while using the work of internal auditor.

D. Objective of External Auditor
Objective v Determine if the work of the internal audit function or direct assistance from
internal auditors can be used.
v' Identify which areas and to what extent internal audit work or assistance will be

used.

Type 1 v Determine whether the internal audit work is adequate for the purposes of the
audit.

Type 2 V" Appropriately direct, supervise, and review the work performed by infernal
auditors.

E. Evaluating Internal Audit Function before using Type 1 Work
1. Objectivity and its Evaluation

The extent to which the IAFs organizational status and relevant policies support their

objectivity. The following are the factors:

a. Organisational Status: Whether Authority and accountability of TAF supports the ability
to function free from bias or conflicts or undue influence.
E.g., Whether they Report to TCWG or having direct access to them.

b. Governance Oversight: Employment decisions overseen by TCWG
E.g., Remuneration policy.

c. Restrictions: Any Constraints or Restrictions on IAF such as whether management
restricts communication of internal audit findings to the external auditor.

d. Conflicting Responsibilities: Ensure internal auditors do not have managerial or operational
duties outside their role.
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2. Competence
The level of competence of the internal audit function. Refers to knowledge and skills required
to perform tasks diligently and as per standards.
a. Resourcing: Adequate resources relative fo entity size and operations.
b. Hiring and Training Policies: Established policies for hiring, fraining, and assigning auditors
to tasks.
c. Technical Proficiency: Internal auditors have adequate technical training in auditing.
d. FRFW Knowledge: Whether TAF possess required knowledge of the entity's FRFWs.
Objectivity and Interrelationship
Competence Both objectivity and competence are critical o determine if and how much
internal audit work can be used.
Viewed as Continuum
a. Stronger the organisations support to objectivity and higher the
competence of IAF, more likely external auditors use their work.
b. Objectivity cannot compensate for lack of competence.
c. Competence cannot compensate for lack of objectivity.
3. Systematic and Disciplined Approach
Whether the internal audit function applies a systematic and disciplined approach, including
quality control such as Internal audit activities are planned, performed, supervised, reviewed,
and documented systematically. The IAF activities are different from entity's monitoring
control activities. The following are the factors
a. Documented Procedures: Existence and adequacy of internal audit procedures (e.g., risk
assessment, work programs, reporting).
b. Quality Control Policies: Existence of quality control policies and procedures.

F. IAF work shall not be used by External auditor in following circumstances
1. If the IAFs objectivity is not adequately supported by Organizational Status & Policies.
2. If the IAF lacks sufficient competence.
3. If the IAF does not apply a systematic and disciplined approach, including quality control.

6. Nature and Extent of work of IAF to be used by External Auditor
Basis for Determining Use
Nature and Scope: External auditor considers the nature and scope of work performed or planned
by the internal audit function.
Relevance: Assess the relevance of this work o the external auditor's overall audit strategy and
audit plan.
Examples of work that can be used by the external auditor include
a. TOC: Testing the operating effectiveness of controls.
b. Substantive Procedures: Performing substantive procedures involving Limited Judgment.
Inventory Observations: Observing inventory counts.
Tracing Transactions: Tracing transactions through the information systems.
Regulatory Compliance: Testing compliance with regulatory requirements.

® a0
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H. Circumstances where IAF work is used Less and EA shall perform more directly
More Judgment Involved
v The more judgment required in planning and performing audit procedures.
v The more judgment involved in evaluating audit evidence gathered.
High Risk of MMS at Assertion level
v If the assessed risk of material misstatement at the assertion level is higher, with focus on
significant risks.
Lack of Objectivity
v The IAFs objectivity is Not adequately supported by its status and policies.
Lack of Competence
v" The lower the level of competence of the internal audit function.

I. EA Procedures when he planned to use the work of TAF
1. Discuss Planned Usage
The external auditor shall discuss the planned use of the TAF work to coordinate respective
activities. It is useful to address the following:
a. The timing of the work.
b. The nature of the work performed.
c. The extent of audit coverage.
d. Materiality levels for the financial statements as a whole, and for specific classes or
balances.
e. Proposed methods for item selection and sample sizes.
f. Documentation of the work performed.
g. Review and reporting procedures.
2. Review Internal Audit Reports
The external auditor shall read reports of the internal audit function to understand the nature,
extent of procedures performed, and related findings.
3. Perform Audit Procedures
The external auditor shall perform sufficient audit procedures on the internal audit work
planned for use to assess its adequacy for audit purposes.

J. Effective Coordination between External Auditor and TAF
Coordination is effective when:
1. Discussions takes place at appropriate intervals throughout the period.
2. The external auditor informs internal audit of significant matters that may affect their work.
3. The external auditor has access to relevant reports and is informed of significant findings.

K. EA usage of IAFs staff for Direct Assistance [Type 2]
1. Direct Assistance
Refers to the use of internal auditors to perform audit procedures under the direction,
supervision, and review of the external auditor.
2. Evaluation by EA Prior to usage under Direct Assistance
If not prohibited by law or regulation, the external auditor shall:
a. Assess the competence of internal auditors providing direct assistance.
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b. The existence and significance of threats to objectivity
¢. Make inquiries with internal auditors regarding relationships or interests that may affect
objectivity.
3. Prohibition on Type 2
External auditor shall not use internal auditors if:
a. There are significant threats to objectivity.
b. Internal auditors lack sufficient competence.
4. Restrictions on scope of work from Direct Assistance
External auditor shall not use internal auditors for direct assistance for procedures that:
a. Involve making significant judgments.
b. Relate to higher assessed risks of material misstatement requiring significant judgment.
c. Relate to work already performed or planned o be performed to management or TCWG.
d. Relate to decisions the external auditor makes under this SA 610.
5. Written Agreements
Before using internal auditors for direct assistance, the external auditor shall obtain:
a. From Management: Written agreement the management will allow the internal auditors to
perform under the external auditor's instructions without intervention.
b. From Internal Auditors: Written agreement to:
v" Maintain confidentiality as instructed by EA.
v Inform the external auditor of any threats to objectivity.
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4. SA 530 Audit Sampling

A. Introduction tfo Sampling
1. Traditional Audit Approach
a. Economically Wasteful: Traditional audit is economically wasteful which focuses on
checking all fransactions, leading to unnecessary routine checking.
b. Routine Checking: Routine checking involves extensive vouching of all entries, ignoring the
concept of materiality.
2. Changing Audit Approach - Focus on Principles and Controls
a. Audit is shifting from irrelevant routine checking to focus on principles and controls.
b. With shift in favour of effective internal controls the routine errors and frauds have
greatly diminished.
3. Auditor's Judgment in Extent of Checking
a. The extent of checking is determined by the auditor's judgment. There is no statutory
requirement for:
v What work to do,
v How tfo perform it, and
v To what extent it should be done.
b. The auditor's primary role is to provide an opinion on the financial statements.
4. Standards and Techniques
a. Auditors are not legally bound to use sampling techniques.
b. If sampling is used, the auditor should rely on techniques with a recognized basis.
c. Statistical Sampling:
v' The statistical theory of sampling is scientific, reliable, and widely accepted.
v" Sampling allows auditors to make conclusions and express a fair opinion without checking
all items.

B. Audit Sampling and Objective of Auditor under SA 530

Audit Sampling
Refers to applying audit procedures to less than 100% of items in a population to draw conclusions
about the population.
Objective of Auditor
To provide a reasonable basis for drawing conclusions about the population.
Applicability
1. SA 530 Applies when the auditor decides fo use audit sampling to perform audit procedures.
2. This SA deals with:

v" Designing and Selecting the Audit sample and

v Performing TOC and TOD and

v' Evaluating the results from sample
3. There are 2 approaches for Sampling

v' Statistical Sampling

v Non-Statistical Sampling
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C. Definition of Population and Characteristics of Population

Population
Refers to the entire set of data from which a sample is selected, and conclusions are drawn.
Characteristics of Population
The sample items must be representative of the population. The following important
characteristics:
1. Appropriateness
a. Meaning: The population used for sampling must be relevant fo the specific audit objective
as projections are made on the population.
b. Purpose: Audit procedures are applied on the sample, and conclusions are drawn on the
population.
c. Example:
v' Testing overstatement of accounts receivable — Use the accounts receivable listing.
v' Testing understatement of accounts payable — Use Subsequent disbursements, unpaid
invoices, suppliers’' statements, etc.
2. Completeness
a. Meaning: Population must include all relevant items throughout the entire audit period.
b. Purpose: A complete population ensures that conclusions drawn are reasonable.
c. Example: If testing a control activity, the population must cover all activities related to
the control throughout the period.
3. Reliability
a. Meaning: The population must be sufficiently complete and accurate for audit sampling.
Auditor performs procedures to ensure the population is reliable.
b. Reliable evidence:
v" Auditor shall obtain evidence about the accuracy and source of the population.
v' If the population is not reliable, the sample will not be relevant for the audit objective.

D. Sampling Unit
Sampling Unit: Individual items that make up the population are called sampling units.
Note: The population can be divided into sampling units in various ways.
Extrapolation:
a. Audit procedures are applied on these units which are selected from population, and
conclusions are projected to the population.
b. Conclusions drawn on sample becomes conclusion on population
Example:
For Trade Receivables, Sampling units can be customer balances or individual invoices

E. Approach to Sampling
Types of Sampling
1. There are 2 approaches to Audit Sampling
a. Statistical Sampling
b. Non-Statistical Sampling
2. Auditor's Judgment: The decision to use statistical or non-statistical sampling depends on the
auditor's judgment.
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Note: Sample size is not a valid criterion to distinguish between statistical and non-statistical
approaches.

Statistical Sampling

a. Random selection of sample units.

b. Use of probability theory to evaluate results.

c. Measurement of sampling risk characteristics

d. Sample is chosen using mathematical and statistical methods.
Non-Statistical Sampling

Sampling approach that does not use the features of statistical sampling.

F. Representative Sample
1. Representative: The sample must be representative. Sample must be closely similar to the
population, though not identical.
2. Sample Size: Must be large enough to provide statistically meaningful results.
3. Sampling Process: Sampling is performed on:
a. TOC: To identify deviations from expected internal controls.
b. TOD: To identify misstatements in account balances or class of transactions.

6. Difference Between Statistical Sampling and Non-Statistical Sampling

Statistical Sampling

1. Audit testing is scientific as it uses laws of probability o determine appropriate sample size.

2. Suitable for populations with large numbers of similar items. Common form, Compliance festing,
receivables’ confirmation, payroll checking, vouching.

3. Reduces personal bias as sample selection is objective.

4. Results can be evaluated scientifically and reliably projected to the whole population.

5. For large organisations with huge transactions, statistical sampling is recommended.

Example

Verifying purchases with 45,000 transactions - use random sampling under statistical methods.

Non-Statistical Sampling

1. Sample size and selection depend on the auditor's personal experience and judgment.

2. Objectivity cannot be assured and Risk of personal bias cannot be eliminated.

3. Year-End Checking: Focus on checking year-end transactions fo assess cut-off procedures and
identify risks.

4. Not Scientific: Lacks scientific objectivity and is criticized for being subjective.

5. Measurement Risk: Closeness of sample results to the population cannot be measured due to
absence of statistical techniques.

6. Not Representative: The sample may not represent the population due to personal bias and
unscientific selection.

Example

Selecting specific months like March, June, September or highest-value items.
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H. How Sampling is different from Traditional methods

Good Satisfaction: Audit evidence is rarely conclusive. Even with 100% checking, auditors cannot
derive absolute satisfaction. Auditors achieve good satisfaction by checking less using the
sampling technique.
Representative Sample: If a sample is chosen randomly, it reflects the features and
characteristics of the population.
Sample Reliability: Reliability of sample checking depends on the effectiveness of internal controls
within the organization.
Test of Controls:
v' Sampling is part of the Test of Controls to check internal controls’ operating effectiveness.

e Satisfactory Controls leads to smaller sample will be sufficient

e Weak Controls leads to larger sample for satisfactory results.
Professional Judgment
Estimation Process: Sampling is a process of estimation and may have errors. The acceptable
folerable error depends on the auditor's judgment.
Example
Example: Mr. X tolerates a 2% error in stores valuation and expects 98% reliability.

I. Factors for Extent of Checking on a Sampling Plan
Size of the Organisation
State of the internal control.
Adequacy and reliability of books and records.
Tolerable error range.
Degree of the desired confidence.

oA wN e

Tolerable error means is the maximum error in the population that auditor is ready to accept ina
given sample size. Smaller the tolerable error, larger will be the sample size.

J. Advantages of Statistical Sampling
Reduced testing
Testing does not increase proportionately with the size of the universe.
Objective selection
Sample selection is more objective and defensible.
Minimum Sample Size
Provides a way to estimate minimum sample size with specified risk and precision.
Calculated Risk
Enables estimation of calculated risk and sampling error - the probable difference compared to
examining the entire group (universe).
Low non-sampling errors
Provides better description of large mass of data and reduces non-sampling errors like clerical
and processing mistakes.
Scientific and Reliable
It is scientific, free of personal bias, and results can be evaluated and projected reliably.
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K. When Not to Use Statistical Sampling
Sometimes, statistical sampling methods may not be appropriate. For example:
1. Exact accuracy is needed (e.g., legal requirements).
2. Audit staff lacks knowledge of sampling techniques, making it complex and inappropriate.
3. Usage of another approach provides satisfactory information in less time or with less effort.

L. Requirements as to Sample design, Sample size and Sample selection
Sample Design: The auditor considers the purpose of the audit procedure and the characteristics
of the population from which the sample is drawn.
Sample Size The auditor determines a sample size that is sufficient to reduce sampling risk to an
acceptable low level.
Sample Selection: Selection must be in a way each item in the population has a chance of selection.

M. Factors while choosing Sample Design
1. Purpose of Audit Procedure
The auditor considers the specific purpose and identifies the combination of audit procedures
to achieve that purpose.
2. Nature of Audit Evidence sought
Understanding the nature of audit evidence and possible deviation or misstatement assists in
defining the population for sampling.
3. Identify what constitutes deviation or Misstatement
Auditor must clearly identify what constitutes a deviation or misstatement to ensure only
relevant conditions are considered in the audit.
Example: Testing existence of accounts receivable:
a. Payments made before confirmation date and received shortly after that date are not
considered as misstatement.
b. Wrong postings between customer accounts do not impact the total balance but may affect
fraud assessment or adequacy of provision for doubtful debts.

4. Tests of Controls
Auditor assesses the expected rate of deviation to design the audit sample and determine
sample size.
Example: If the rate of deviation is unacceptably high, the auditor may choose not to test
controls.

5. Tests of Details
Auditor assesses the expected misstatement in the population to determine sampling design.
Example: If misstatement is high, the auditor may conduct 100% examination or use a large
sample size.

N. Stratification
1. Meaning: Dividing a population into discrete sub-populations (Strata) based on identifying
characteristics.
Note: Each subpopulation is called as stratum and units under those are called as strata.
2. Audit Efficiency: Stratifying the population improves audit efficiency.
3. Objective: To select sample from all parts of the population with different characteristics.
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4. Monetary Value: For tests of details, stratification is often based on monetary value.
5. Stratum-Specific Projection: Results from a sample within a stratum can only be projected to
that specific stratum.
6. Combine all stratum projections: Combine projected misstatements of each stratum to assess
the total impact on account balances or class of transactions.
Example: 20% of items may form 90% of the value. The auditor examines a sample from these
items, evaluates results, and separately tests the remaining 10%.

O. Value-Weighted Selection
Monetary Amounts: Under this, Sample size, selection, and evaluation focus on monetary amounts.
In case of TOD: Sampling unit may be defined as individual monetary units.
Focus Larger Values: Greater focus is placed on larger value items, which have a higher chance of
selection. Results in a smaller sample size
Best used with Random Selection: This approach can be used
v" In combination with systematic selection and
v' It is most efficient to use with random selection.

P. Sample Size and Factors affecting them
General Requirements
v The auditor determines a sample size sufficient to reduce sampling risk to an acceptable low
level.
v Lower sampling risk — Larger sample size.
v Sample size can be determined using statistical formulas or professional judgment.
Factors for Tests of Controls
If Auditors risk assessment includes consideration of operating effectiveness of controls, then
he is required to perform test of controls. The following factors impact sample size for tests of
controls:
a. The more Assurance on operating effectiveness of controls — Larger sample size.
b. Higher the tolerable rate of deviation [TROD] — Smaller sample size and Vice versa
c. Higher the expected rate of deviation [EROD] — Larger sample size and vice versa. Factors
for expected rate of deviation includes:
v" Auditors Understanding of business and controls.
v' Changes in Personnel or controls.
v' Results of Audit procedures in Prior period or other audit procedures.
d. Higher the desired assurance that TROD not exceeded by Actual ROD — Larger sample size.
e. Population Size
v" Large populations: Minimal impact on sample size.
v" Small populations: Sampling may not be efficient.

Factors for Tests of Details

The following factors impact sample size for tests of details:

a. Higher risk of misstatement — Larger sample size.

b. Greater reliance on other substantive procedures on same assertion — Smaller sample size.
c. Higher tolerable misstatement — Smaller sample size and vice versa.
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d. Higher expected misstatement — Larger sample size and vice versa. Factors relevant for
consideration of expected misstatements:
a. Extent of Subjectivity involved in values.
b. Results of risk assessment.
c. Results of tests of control and
d. Results of prior audit results and other substantive procedures.
e. Higher desired assurance that tolerable misstatement is not exceeded by Actual Misstatement
— Larger sample size.
f. Stratifying populations with a wide range of values — Smaller sample size.
Population Size
v" Large populations: Minimal impact on sample size.
v" Small populations: Alternative evidence may be more efficient.
Definitions
a. Tolerable Misstatement: The monetary amount set by the auditor for assuring that the
tolerable misstatement is not exceeded by Actual misstatement in the population.
b. Tolerable Rate of Deviation: The rate of deviation set by the auditor for assuring that the
tolerable ROD is not exceeded by Actual ROD in the population.

Selection Methods

Random Systematic Monetary Haphazard Block
Sampling Sampling unit Sampling Sampling Sampling

Q. Methods of Sampling
1. Simple Random Sampling
a. Equal Chance Each unit in the population has an equal chance of being selected.
b. Uses random number tables to avoid bias in selection.
c. Appropriate for Populations with similar units and a reasonable range. [Homogeneous]
2. Stratified Sampling
a. Stratification means Dividing a heterogeneous population into homogeneous strata (sub-
populations) and samples drawn from each sub population.
Note: The subpopulations are called as strata.
b. Selection by Stratum: Items are selected from each stratum, treated as a separate

population.
c. Auditor Judgment: The auditor decides the number of strata.
Example

v Balances above Rs. 10 Lakhs - 100% of items will be selected.

v Balances between 5.5 Lakh to 10 Lakh - 25% of items be selected
v Balances between 2.25 Lakh to 5.5 Lakh - 10% of items be selected
v Balances Below 2.25 Lakh - 2% of items be selected
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3. Systematic Sampling
a. The population is divided by the sample size to determine a sampling interval.
b. Random Starting Poinft:
v' Starting Point Can be determined haphazardly.
v" For True random sample, use random number tables or random number generators.
c. Avoid Patterns: Ensure that the sampling interval does not match a particular pattern in
the population.
d. Risk Mitigation: Use multiple starting points to minimize the risk of missing key
transactions.
Example
v" Branch Sales Example: If branch sales only occur every 100th item, and the auditor picks
every 100th item for review, they would either end up selecting all sales from that branch
or none at all. This would lead to an incomplete or unbalanced sample
v" Accountant Example: If one accountant (Accountant A) records transactions for one month
and another accountant (Accountant B) for the next month, and the auditor checks
fransactions from alternate months, they might end up reviewing only one accountant's
work. The other accountant's work would not be checked.
4. Monetary Unit Sampling
A Value weighted selection where Sample size, selection, and evaluation are done based on
monetary amounts.
5. Haphazard Sampling
a. No Structured Approach: The sample is selected without structure, but bias and
predictability are avoided.
b. Limitations: Not superior to statistical methods.
c. Chance of Selection: All the sampling units in the population have a chance of selection.
6. Block Sampling
a. Meaning: Selection of blocks of contiguous adjacent items within the population.
b. Limitations:
v TItems in a sequence may have similar characteristics, limiting coverage of diverse
transactions.
v" Unusual transactions may not be covered in the group taken all at once.
c. Bias Risk: If management identifies the block selection pattern, misstatements may be
overlooked by management practices.
d. It has Similarities to non-statistical.
e. It is Simple, economical but prone to bias and pattern of selection may be noted by
auditees.
Example
Take the first 200 sales invoices in September or 4 blocks of 50 invoices. Once the first item
is selected, the block continues.

R. Sampling Risk
1. Meaning
a. Risk that the auditor's conclusion based on a sample may differ from the conclusion if the
entire population was tested.
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b. Also known as the risk of selecting an inappropriate sample.
2. Sampling Risk in case of Test of Controls
a. Risk of Over-Reliance:
v' Treating controls as more effective than they actually are.
v’ Affects audit effectiveness and may lead to an inappropriate audit opinion.
b. Risk of Under-Reliance:
v' Treating controls as less effective than they actually are.
v Affects audit efficiency and results in additional work to verify conclusions.

3. Sampling Risk in case of Test of Details
a. Risk of Incorrect Acceptance:
v' Concluding that no material misstatement exists when in fact it does.
v' Leads to audit risk.
b. Risk of Incorrect Rejection:
v' Concluding that a material misstatement exists when it does not.
v" Does not typically affect audit risk.

S. Non-Sampling Risk
1. Meaning: Risk that the auditor reaches an erroneous conclusion for any reasons other than
sampling risk.
2. Non-sampling risk cannot be mathematically measured.
Examples
v' Use of inappropriate audit procedures.
v" Misinterpretation of audit evidence.
3. Sources: Causes of Non-Sampling Risk
v Human Mistakes.
v Misinterpreting sample results.
v' Relying on erroneous information (e.g., incorrect confirmations).

T. Performing Audit procedures on selected sample

1. Perform Procedures: The auditor performs audit procedures appropriate to the purpose on
each selected item.

2. Replacement Item: If a procedure is not applicable to the selected item, the auditor shall
perform it on a replacement item.

3. Alternative Procedure: If replacement is not possible or reasonable, the auditor applies an
alternative audit procedure.

4. Inability to Apply Procedures: If the auditor cannot apply the procedure or an alternative, the
item is freated as:
v' A deviation from the prescribed control (for tests of controls).
v A misstatement (for tests of details).

Examples

Replacement Item

v' Cancelled Check: While testing payment authorization, a cancelled check can be replaced with
a valid check.

Unable to Apply Audit procedure
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v' Lost Documentation: If sales documentation is lost, confirmation can be sought from the
debtor (SA 505).

Suitable Alternative Procedure Example

v' Subsequent Cash Receipts: Examining cash receipts and supporting evidence when no reply is
received to a confirmation request.

Replacement for Different Transaction

v" Manual Bill in Computerized Sales: If a manual bill is selected in a computerized sales test, it
can be replaced after verifying its correctness with supporting documents.

U. Nature and Cause of Deviations and Misstatements

Common Features

Auditor may observe that all deviations or misstatements share a common feature (e.g.,

transaction type, location, period, or product line).

Identifying Related I'tems

v' Auditor may identify all items in the population with the same common feature and extend
audit procedures to those items.

v" Such deviations or misstatements may be intentional and indicate a possibility of fraud.

Investigation and Evaluation

The auditor investigates the nature and causes of deviations or misstatements. Also, Evaluates

their effect on the purpose of the audit procedure and other areas of the audit.

Anomaly Identification

v High degree of certainty: If the auditor considers a misstatement or deviation to be an
anomaly, they must obtain a high degree of certainty that it is not representative of the
population.

v' Additional Procedures: Auditor performs additional procedures to ensure the anomaly does not
affect the remainder of the population.

Anomaly: A misstatement or deviation that is demonstrably not representative of the population.

V. Projection of Misstatements
Misstatement Projection
Broad View: The auditor projects misstatements to the population fo get a broad view of the scale
of misstatement.
Limitation: This projection may not be sufficient to determine the exact amount to be recorded.
Exclusion from Projection
Anomaly: If a misstatement is established as an anomaly, it may be excluded from the projection.
Considered in Total MS: The effect of any uncorrected anomaly must be considered in addition to
non-anomalous misstatements while determining Total Misstatement.
Tests of Details (TOD) - Extrapolation
For tests of details, the auditor projects misstatements found in the sample to the population.
Tests of Controls (TOC) - No Extrapolation
For tests of controls, no explicit projection is required as the sample deviation rate represents
the population deviation rate.
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W. Evaluation of Sampling Results

Evaluation:

The auditor evaluates whether audit sampling provides a reasonable basis for conclusions about

the population tested.

v' Test of Controls: An unexpectedly high sample deviation rate may increase the assessed risk
of material misstatement.

v’ Test of Details: An unexpectedly high misstatement in a sample may indicate the class of
transactions or account balance is materially misstated.

v' The best way to evaluate for the auditor is to considers projected misstatements and
anomalous misstatements.

v Anomalous Misstatements are non-repetitive misstatements and are considered for calculating
aggregate misstatement on whole population.

Circumstances when Sampling doesn't provide reasonable basis

v' Exceeding Tolerable Misstatement: If projected misstatement plus anomalous misstatement
exceeds tolerable misstatement, the sample does not provide a reasonable basis.

v' PMS exceeds EMS: If projected misstatement exceeds the auditor's expectations, there is
an unacceptable sampling risk that actual misstatement exceeds tolerable misstatement.

Conclusion on Total Misstatement

The closer projected + anomalous misstatements are to tolerable misstatement, the more likely

actual misstatements exceed tolerable misstatement.

X. Auditor's response if Sampling has not provided reasonable basis
If audit sampling does not provide a reasonable basis for conclusions about the population:
v' Investigation by Management: The auditor may request Management to investigate the
identified misstatements.
v' Additional Procedures: Auditor may conduct additional audit procedures.
For Example,
e Extend the sample size.
e Test an alternative control.
¢ Modify substantive procedures.

Y. Precautions while applying test checking
Accounting System: Perform a thorough study of the accounting system before sampling.
Internal Controls: Conduct a proper study of the internal control system.
Unsuitable Areas: Identify areas not suitable for sampling
(e.g., Checking statutory compliance, unusual transactions).
Sampling Methods: Plan the sampling methods o be used and explain them to the staff.
Classification: Properly classify or stratify transactions and balances.
Sample Size: Determine the sample size appropriately to achieve audit objectives.
Unbiased Selection: Ensure the sample is chosen in an unbiased manner.
Error Analysis: Properly analyse errors located in the sample.

1.
2.
3.
4.
5.
6.
7.
8.
9.
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5. SA 501 Audit Evidence - Specific Considerations for Selected Items

A. Scope and Objective
The auditor's objective is to obtain S&A audit evidence regarding:
v' Existence and condition of Inventory.
v' Completeness of Litigations and Claims involving entity.
v' Presentation and disclosure of Segment information as per AFRFW

B. Considerations Related to Attendance at Physical Inventory Counting
1. Objective
When inventory is material to the financial statements, the auditor must obtain S&A audit
evidence regarding its existence and condition.
2. Audit Procedure
a. Physical Inventory Counting: Auditor's attendance at the physical count to:
v Evaluate management's instructions and procedures for recording and controlling
physical inventory counting.
v Observe the performance of management's count procedures.
v' Inspect the inventory.
v Perform test counts.
b. Reconcile with Records: Verify whether the entity's final inventory records accurately
reflect the results of the physical count.
3. Attendance at Physical Inventory Counting Involves
a. Inspecting inventory for existence and condition, and performing test counts.
b. Observing compliance with management's instructions and count procedures for recording
and controlling results.
c. Obtaining audit evidence about the reliability of management's procedures.
4. Nature of Audit Procedure
Procedures may serve as fests of controls or substantive procedures depending on the
auditor's risk assessment, planned approach, and specific procedures performed.
5. Matters relevant for attendance at physical inventory counting
a. Nature of inventory.
b. Stages of completion of work-in-progress.

c. Risks of material misstatement related to inventory.

d. Internal control systems related to inventory.

e. Whether adequate procedures and proper instructions for inventory counting are
expected.

f. Timing of the inventory count.

g. Whether the entity using a perpetual inventory system.

h. Locations of inventory, materiality, and risks of misstatement at different locations to

determine where attendance is necessary.
i. Need for an auditor's expert to obtain sufficient appropriate audit evidence.

CA Ram Harsha Page | 111




Learn

Contextually

. ST

C. Audit Procedures when Inventory Counting at Other than the Date of the F/S
1. Purpose: If physical inventory counting occurs on a date other than the financial statement
date, the auditor must perform additional audit procedures fo ensure changes in inventory
between the count date and the financial statement date are properly recorded.
2. Additional Audit Procedures
Relevant matters the auditor should consider to verify changes in inventory:
a. Whether perpetual inventory records are properly adjusted.
b. Reliability of the entity's perpetual inventory records.
c. Reasons for significant differences between the physical count results and the perpetual
inventory records.

D. Auditor unable to attend Inventory counting
1. Alternative Date for Inventory Count
v If the auditor is unable to attend the physical inventory counting due to unforeseen
circumstances, they should:
v Conduct or observe a physical count on an alternative date.
v Perform audit procedures on intervening fransactions to ensure inventory accuracy.
2.  When Physical Counting is Impracticable
v If attendance at physical inventory counting is impractical, the auditor should:
a. Perform alternative audit procedures to obtain sufficient appropriate audit evidence
about the existence and condition of inventory.
b. Modify the opinion in the auditor's report as per SA 705, if alternative procedures are
not possible.
c. Impracticality may arise due to nature and location of inventory, such as safety
concerns at the site.
3. What Does Not Constitute Impracticality
v’ General inconvenience (e.g., scheduling issues) is not a valid reason for considering
attendance impractical.
v As per SA 200, challenges related fo difficulty, time, or cost are not valid bases to omit
an audit procedure without an alternative.
4. Examples of Alternative Audit Procedures
v Inspect documentation of subsequent sales of inventory items acquired before the
physical count.
v Perform other valid alternative procedures, if practical, to verify the existence and
condition of inventory.
5. When Evidence Cannot be obtained?
v' In cases where alternative procedures cannot provide sufficient appropriate audit
evidence, the auditor must:
v Modify the audit opinion due to scope limitation as per SA 705.

E. Audit Procedures - Inventory Under Control the of Third Party

1. If inventory under the custody and control of a third party is material to the financial
statements, the auditor must obtain sufficient appropriate audit evidence regarding its
existence and condition.
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Key Audit Procedures
To verify inventory held by a third party, the auditor may perform one or both of the

following:
a. Request confirmation from the third party about the quantities and condition of inventory
held.

b. Perform inspection or other audit procedures appropriate to the circumstances.

3. Examples of Other Audit Procedures

v' Inspect documentation such as warehouse receipts regarding inventory held by third
parties.

v' Request confirmation from other parties if inventory is pledged as collateral.

v Attend or arrange for another auditor to attend the third party's physical inventory count,
if practicable.

v Obtain a report from another auditor or a service auditor's report on the adequacy of the
third party's internal controls for inventory management.

F. Audit Procedures regarding Litigation and Claims
1. Litigation and claims may materially affect financial statements and require disclosure or
accounting.
2. Audit Procedures
Procedures to Identify Litigation and Claims:
a. Inquiry of management and in-house legal counsel.
b. Review of minutes of TCWG Meetings and correspondence with external legal counsel.
c. Review legal expenses accounts.
d. Use risk assessment insights.
Note: The above Audit procedures may also provide evidence regarding valuation or
measurement of litigations. SA 540 deals with Evaluate accounting estimates and disclosures.
3. Direct Communication with External Legal Counsel [ELC]
a. When to Seek Direct Communication:
v' Risk of material misstatement identified.
v Audit procedures suggest other material litigation may exist.
b. Process of Direct Communication:
v' General Letter of Inquiry:
e Through Letter of Inquiry, request ELC to directly communicate with the auditor.
e If direct communication with auditor is prohibited for legal counsel, perform
alternative audit procedures.
v Letter of Specific Inquiry:
In case of general inquiry, it is unlikely that ELC responds, the auditor shall use a letter
of specific inquiry and include in the letter:
e List of litigations and claims.
e Management's assessment of outcomes and financial implications.
e Request that ELC confirm management's assessments and provide further
information fo the auditor if the list is incomplete or incorrect.
4. Meeting External Legal Counsel
In certain circumstances the auditor may judge it to meet ELC, for example, where:
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a. The matter is a significant risk.
b. Complex matter exists.
c. Disagreement between management and legal counsel.
Note: For these meetings, management permission and representative attendance is must.
5. Management Refusal
If management refuses permission for direct communication or meeting or ELC does not
respond, and auditor unable to obtain evidence through alternative procedures, the auditor
shall modify audit opinion as per SA 705.

6. Segment Information
1. Definition of Segment Information
Segment Information refers to details about different products and services of an enterprise
and its operations in different geographical areas.
2. Audit Evidence for Segment Information
The auditor must obtain sufficient appropriate audit evidence regarding the presentation
and disclosure of segment information in line with the financial reporting framework by:
a. Understanding management's methods for determining segment information.
b. Testing those methods where appropriate.
c. Performing analytical or other audit procedures as necessary.
Note: The auditor is not required fo give a separate opinion on segment information.
3. Understanding Management’'s Methods
Examples of matters relevant fo understanding methods used by management include:
a. Sales, transfers, and intersegment eliminations.
b. Comparisons with budgets and expected results (e.g., operating profits as a % of sales).
c. Allocation of assets and costs among segments.
d. Consistency with prior periods and adequacy of disclosures regarding inconsistencies.

=© 6. SA 505 External Confirmations

A. Scope and Objective of SA 505
1. Scope of SA 505: External Confirmations" addresses the auditor's use of external
confirmation procedures to obtain audit evidence as per SA 500.
2. Objective of SA 505: Assists auditors in designing and performing external confirmation
procedures to obtain relevant and reliable audit evidence.

B. Key Definitions under SA 505
1. External Confirmation
Audit evidence obtained as a direct written response o the auditor from a third party (the
confirming party) to the auditor, in paper, electronic, or other medium.
2.  Positive Confirmation Request
A request that the confirming party respond directly to the auditor, indicating whether
they agree or disagree with the information, or providing the requested information.
3. Negative Confirmation Request
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A request for the confirming party to respond directly to the auditor only if they disagree
with the information in the request.
4.  Non-Response
v' A failure of the confirming party to respond or
v' Failure to fully respond to a positive confirmation request, or
v" A request returned undelivered.
5. Exception
A response indicating a difference between the information requested by the auditor or
contained in the entity's records and information provided by the confirming party.
Note: This exception must be analysed and assessed for its impact on the entire population.

C. External Confirmation Procedure
1. Determining Information to Confirm
v' External confirmation procedures are used to confirm or request information about
account balances and their elements.
v They are also used to confirm ferms of agreements, contracts, transactions, or the
absence of conditions (e.g., side agreements).
2.  Selecting the Appropriate Confirming Party
Responses are more reliable when sent fo a party the auditor believes is knowledgeable
about the information.
Example: A financial institution official knowledgeable about the tfransactions or
arrangements may be the most appropriate party.
3. Designing the Confirmation Requests
a. Requests must be properly addressed and include return information for direct
responses to the auditor.
The design of confirmation request affects the response rate and reliability of evidence.
Factors when designing confirmation request:
i. Assertions being addressed.
ii. Identified risks of material misstatement (including fraud).
iii. Layout and presentation of the request.
iv. Past experience on similar audits.
v. Method of communication (e.g., paper, electronic).
vi. Management’s authorization for confirming parties to respond.
vii. Ability of the confirming party to provide specific or aggregated information.
4.  Sending the Requests
a. Send requests including follow-ups requests as needed.
b. Ensure requests are properly addressed and validate addresses before sending.
c. Use additional or follow-up requests if replies are not received in a reasonable time.
d. To enhance reliability, use positive confirmation requests that do not state amounts but
require the confirming party to fill in details. However, this may reduce response rates

due to the extra effort involved.
. . . Sending the requests,
Desnglige‘::\:s::r;t:;maflon including follow - up

requests
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D. Management Refusal to allow External Confirmation Procedure
1. Inquire the Reasons
v The auditor shall inquire about management's reasons for refusal and assess their
validity and reasonableness.
v" Reasons for refusal may include legal disputes or ongoing negotiations that could be
affected by confirmation.
v The auditor must seek evidence fo validate the reasons, as management may attempt to
conceal fraud or error.
2.  Evaluate Implications
v' Assess how the refusal impacts the risk of MMS, including the risk of fraud.
v" Modify the nature, timing, and extent of other audit procedures if necessary.
3. Perform Alternative Procedures
v' Perform alternative audit procedures to obtain reliable evidence.
v Examples:
a. For Accounts Receivable: Examine subsequent cash receipts, shipping documents, and
sales near period-end.
b. For Accounts Payable: Examine subsequent cash disbursements, correspondence
from third parties, and records like goods received notes.
4.  Communicate with TCWG
v If management's refusal is unreasonable or reliable audit evidence cannot be obtained,
the auditor must communicate with TCWG as per SA 260.
v" Further such a refusal may indicate a fraud risk factor and evaluate as per SA 240.
5.  Determine Implications for Audit Opinion
v'  Assess the implications for the audit opinion in accordance with SA 705.

E. Negative Confirmations Request as an Audit Procedure
1. Audit Evidence from Negative Confirmations Request [NCR]
v Negative confirmations provide less persuasive audit evidence compared to positive
confirmations.
v Auditor shall not use NCR as the sole substantive audit procedure unless all the
Conditions are satisfied as below:
a. Assessed Low risk of material misstatement and obtained sufficient evidence of
control effectiveness.
b. Population includes many small, homogeneous balances or transactions.
c. Very low exception rate is expected.
d. No conditions exist that indicate that the recipients will disregard requests.
2. Non-Response to the NCR
v Non-response o a negative confirmation request does not explicitly confirm receipt or
accuracy of information by the intended party.
v Non-responses to negative confirmation requests provide significantly less persuasive
evidence than positive confirmation responses.
V' Recipients are more likely fo respond if the information in the request is not in their
Favor and less likely to respond otherwise.
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Example: Bank account holders may respond if the balance is understated, but not if it
is overstated. Hence NCR is less effective for detecting overstatements.

F. Evaluating the Evidence Obtained Through External Confirmations
1. Evaluation of Confirmation Results
v The auditor shall evaluate whether the results of external confirmation procedures
provide relevant and reliable audit evidence.
v' Determine if further audit procedures are necessary.
2.  Categories of Results
When evaluating individual confirmation requests, results may be categorized as:
a. Agreement: Response by the confirming party indicating agreement or providing
requested information without exception.
b. Unreliable Response: A response deemed unreliable.
c. Non-Response: No response received.
d. Exception: A response indicating a discrepancy or difference in the information.
3. Conclusion Based on Evaluation
v The auditor's evaluation, combined with results from other audit procedures, helps in
determining whether sufficient appropriate audit evidence has been obtained or
v Whether Additional procedures may be required as per SA 330.

[Avor]
{E_@_) 7. SA 510 Initial Audit Engagements - Opening Balances
A. Scope and Objective of SA 510
1. Scope
v SA 510 addresses auditor responsibilities regarding opening balances in an initial audit
engagement.

v When F/S includes comparative information, then SA 710 also shall apply.
2.  Objective of the Auditor
In an initial audit engagement, the auditor's objectives regarding opening balances are to
obtain S&A evidence about whether:
a. Opening Balances contain misstatements that materially affect the current period's
financial statements.
b. Accounting policies are consistently applied or changes are properly accounted for and
disclosed.
3. Definitions
a. Initial Audit Engagement:
v An Engagement where Prior Period F/S:
i. Arenot audited or
ii. Audited by a predecessor auditor.
b. Opening Balances means:
v' Account balances that exist at the beginning of the accounting period and are based
on prior period closing balances.
v' Reflect prior period transactions, events, and accounting policies.
v" Includes matters that require disclosure (e.g., contingencies, commitments).
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c. Predecessor Auditor:
v' Auditor from another firm who audited the prior period's financial statements and is
now replaced.

B. Audit Procedures for Opening Balances
1. Audit Procedures

The auditor shall obtain S&A audit evidence to determine whether opening balances

contain misstatements that could materially affect the current period's F/S by:

a. Verifying that prior period's closing balances are correctly brought forward or disclosed
as prior period items.

b. Ensuring opening balances reflect the application of appropriate accounting policies.

c. Performing one or more of the following:

i. Reviewing audited financial statements and relevant documents of the prior period.
ii. Evaluating whether current audit procedures provide evidence relevant to the
opening balances.
iii. Conducting specific audit procedures for opening balances.
2. Misstatements Identified (MMS)

a. If auditor obtains evidence for misstatements in opening balances that could materially
affect the current period's financial statements, the auditor shall perform additional
procedures to assess their impact.

b. If auditor concluded that misstatements exist, the auditor shall communicate them to
management and those charged with governance.

C. Nature and Extent of Audit Procedures for Opening Balances
1. Factors Affecting the Audit Procedures
The nature and extent of audit procedures for opening balances depend on:
a. The accounting policies followed by the entity.
b. The nature of account balances, transactions, and disclosures, and the risk of material
misstatement.
c. The significance of opening balances to the current period.
d. Whether the predecessor auditor's opinion was modified.
2.  Reliance on Predecessor Auditor
If prior period financials were audited by predecessor auditor, the auditor can obtain S&A
evidence by:
v' Reviewing Audited financial statements.
v' Reviewing Supporting schedules and relevant documents from the prior period.
3. Reliance on Prior Closing Balances
Ordinarily, the auditor may rely on prior closing balances unless current period audit
procedures indicate potential misstatements in opening balances.
4.  For Current Assets and Liabilities
Evidence for current assets and liabilities may be obtained during the current audit, such
as:
a. Accounts receivable/payable: Collection/payment provides evidence of existence, rights
and obligations, and valuation.
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b. Inventories: Current audit procedures may not provide sufficient evidence for opening
balances. Therefore, Additional procedures are necessary and includes:
i. Observing a physical inventory count and reconciling with opening balances.
ii. Performing audit procedures on valuation of opening inventory items.
iii. Testing gross profit and cut-off.
5. For Non-Current Assets and Liabilities
Evidence for non-current assets and liabilities, such as property, plant, equipment,
investments, and long-term debt, may be obtained by:
a. Examining accounting records and other underlying information.
b. Using confirmation with third parties for items like long-term debt or investments.
c. Performing additional audit procedures if necessary.

D. Auditors Conclusion and Reporting under SA 510
1. Reporting on Accounting Policies:

If the auditor concludes that:

a. Current period's accounting policies are not consistently applied to opening balances as
per the framework, or

b. Changes in accounting policies are not properly accounted for or adequately disclosed.

The auditor must express a qualified opinion or adverse opinion as per SA 705.

2. Reporting on Opening Balances

a. Insufficient Evidence: If the auditor cannot obtain sufficient appropriate audit evidence
for opening balances, they shall express a qualified opinion or a disclaimer of opinion as
per SA 705.

b. Material Misstatement: If opening balances have a material misstatement affecting the
current period's financial statements and are not properly accounted for or adequately
disclosed, the auditor must express a qualified opinion or an adverse opinion as per SA
705.

HE_@ 8. SA 550 Related Parties

A. Scope and Meaning of Related Party
1. Scope
SA 550 "Related Parties” deals with the auditor's responsibilities regarding related party
relationships and transactions, specially it applies in relation to risks of MMS.
2.  Definition of Related Party
A related party is:
1. AFRFW: Related party defined in the applicable financial reporting framework.
2. If Framework is Silent: Related Party Includes:
a. A person/entity that has control or significant influence over the reporting entity
through one or more intermediary.
b. Another entity over which reporting entity has control or significant influence.
Another entity under common control through:
i. Common ownership.
ii. Close family owners.
iii. Common key management.
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Exception: Entities under common confrol of a state are not treated as related parties
unless involved in significant transactions or share resources.

3. Control and Significant Influence
Control: The power to govern an entity's financial and operating policies to benefit from its
activities.
Significant Influence: The power to participate in financial and operating decisions (without
control).
Indicators of control/influence include:

Equity holdings or financial interests in the entity.

Holdings other financial interest in other entities.

Being part of governance/key management.

Being a close family member of key management.

Significant business relationships with key management.

4. RelaTed Parties with Dominant Influence
Related parties can exert dominant influence over the entity/management. This is relevant
in assessing risks of material misstatement due to fraud.

5.  Special-Purpose Entities (SPEs)
SPEs may be related parties if the entity controls them in substance, even with little or no
equity ownership.

e

S oo o

B. Nature of Related Party Relationships and Transactions [RPRTs]
1. Normal Course of Business
Many related party transactions occur in the normal course of business and may not pose a
higher risk of material misstatement compared to transactions with unrelated parties.
2. Higher Risk Situations
The nature of related party relationships and transactions can sometimes result in higher
risks of material misstatement in financial statements.
3. Examples of Higher Risks
a. Complex Relationships: Related parties may have extensive and complex structures,
increasing the complexity of transactions.
b. Ineffective IS Systems: Information systems may fail to identify or summarize
transactions and outstanding balances between the entity and its related parties.
c. Non-Market Terms: Related party transactions may not follow normal market terms and
conditions. For example, some transactions may involve no exchange of consideration.

C. Understanding of Entities RPRTs
1. The auditor shall inquire about
a. Identity of RPs: The entity's related parties, including any changes from the prior period.
b. Type of Relationships: The relationships between the entity and its related parties.
c. Transactions: Whether the entity entered into fransactions with related parties,
including their type and purpose.
2.  Risk Assessment Procedures
The auditor shall:
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Internal Controls for RPs: Obtain an understanding of controls established to identify,
account for, and disclose related party transactions.

b. Authorisation: Assess controls for authorising and approving significant transactions and
arrangements with related parties.

c. Outside Normal Course: Evaluate controls for authorising and approving significant
transactions outside the normal course of business.

D. Considerations Specific to Smaller Entities for RPRTs
1. Control Environment in Smaller Entities
Smaller entities of fen have a different control environment compared to larger entities.
For example:
v' Governance roles may not include outside members.
v In some cases, governance is handled directly by the owner-manager, especially if no
other owners exist.
2. Informal Control Activities
Control activities in smaller entities are typically less formal, and there may be no
documented processes for managing related party relationships and transactions.
3.  Role of the Owner-Manager
The owner-manager may either:
v Mitigate risks by actively overseeing transactions or
v' Potentially Increase risks through involvement in related party transactions.
4.  Auditor's Approach
For These entities, the auditor may obtain understanding of RPRTs and Internal Controls
through:
a. Inquiring of management.
b. Observing management’s oversight and review activities.
c. Inspecting relevant documentation.

E. Verification of Existence of RPRTs
1. Alertness for Related Party Information: The auditor should stay alert for related party
information while reviewing records and documents.
2. Records/Documents to Inspect, For Example, Includes:
Entity's income tax retfurns.
Information supplied to regulatory authorities.
Share holder registers to identify the entity's principal shareholders.
Statement of Conflicts from management and those charged with governance.
Entity's investment records and those of its pension plans.
Agreements with key management or those charged with governance.
Significant contracts and agreements not in the entity's ordinary course of business.
Specific invoices and correspondence from the entity's professional advisors.
Life Insurance Policies acquired by the entity.
J. Significant contracts renegotiated during the period.
k. Reports from the internal auditors.
|.  Documents related to filings with securities regulators, such as prospectuses.

SO e a0 TP
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9. SA 520 Analytical Procedures

A. Meaning and Objective of Analytical Procedures

Overall Tests and Analytical Procedures

Routine checks alone may not detect all mistakes or manipulations. Additional procedures

like comparisons, trend analysis, and ratio analysis are used, collectively known as overall

tests.
1. Meaning of Analytical Procedures

1. Definition (SA 520): Evaluations of financial information through analysis of plausible
relationships among financial and non-financial data.

2. Investigation: Includes investigating fluctuations or relationships that differ
significantly from expected values or are inconsistent with other relevant information.

2.  Objectives of Analytical Procedures

1. Audit Evidence: Obtain relevant and reliable audit evidence using substantive analytical
procedures.

2. Overall Conclusion: Design and perform analytical procedures near the end of the audit
to confirm whether the financial statements are consistent with the auditor's
understanding of the entity.

Example 1: Verifying Rent Payments

Scenario: CA Amar verifies XYZ Ltd. rent payments of Rs. 50,000/- per month, consistent

with the rent agreement. Other companies in the same industry pay only Rs. 10,000/- per

month for similar locations.

Applying Analytical Procedures: By comparing XYZ Ltd.'s payments with other companies, CA

Amar identifies inconsistencies, which might indicate a misstatement. Without such a

comparison, these issues may remain undetected.

Example 2: Wages Verification

Scenario: The statutory auditor of ABC Ltd. verifies total wages paid during FY 2020-21

across multiple factories.

Approach: Analyse the relationship:

Total wages = Wages per worker (financial data) x No. of workers (non-financial data).

This relationship combines financial data (e.g., wages per worker in Rs.) with non-financial

data (e.g., number of workers) fo ensure accuracy.

A. Analytical Procedures - Comparisons of Entity Financial Information

1.  Compare with Prior Periods
Compare financial information with prior periods.
Example: CA Brijesh verifies travelling expenses of PRT Ltd., comparing Rs. 2.50 lakhs
(current year) with Rs. 2 lakhs (previous year), identifying a 25% increase. CA Brijesh can
compare this trend over several years.

2. Comparing with Anticipated Results
Compare actual results with budgets, forecasts, or auditor's expectations (e.g., depreciation
estimates).

3. Compare with Industry Information
Compare entity's ratios (e.g., sales-to-accounts-receivable ratio) with industry averages or
other entities of similar size.
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B. Analytical Procedures - Consideration of Relationships
1. Predictable Patterns
Compare relationships within financial elements expected to follow predictable patterns
(e.g., gross margin %).
2. Financial and Non-Financial Data
Compare relationships between financial data (e.g., payroll costs) and non-financial data (e.g.,
number of employees).

Summary

v Methods range from simple comparisons to complex analyses using advanced statistical
techniques.

v" Analytical procedures can be applied to consolidated financial statements, components,
or individual elements of information.

Typical comparisons

a. Comparison of client and industry data.

b. Comparison of client data with prior period data.

Comparison of client data with client-determined expected results.

Comparison of client data with auditor-determined expected results.

Comparison of client data with expected results using non-financial data.

o o

o

C. Purpose of Analytical procedures
1. Purpose of Analytical Procedures
v" Analytical procedures use comparisons and relationships to assess if account balances or
other data appear reasonable.
v' These helps detect unusual transactions, mistakes, or manipulations.
2. Thus, Analytical procedures benefits
v" Unusual Transactions: Help identify unusual events, amounts, ratios, or trends that may
indicate audit risks, including fraud risks.
v" Risk of Misstatement: Assist in identifying risks of material misstatement.

D. Examples of Analytical Procedures
1. Relationships between BS and PL
Compare balances in the Balance Sheet and Statement of Profit and Loss across periods.
2. Physical Reconciliation
Reconcile physical balances of assets with relevant financial records.
3. Account Confirmations
Obtain statements from bankers, account receivables, or payables and reconcile with
balances in the books of accounts.
4.  Reconciliation Statements
Confirm amounts of outstanding income or expenses by preparing reconciliation statements.
5. Gross Profit Ratio
Compare gross profit ratio with the previous year to detect issues like inventory pilferage,
misappropriation, or cost/sales price variations.
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Sundry Account Receivables
Discrepancies in receivables may indicate failure to debit goods supplied or adjust a
remittance received.

7. Sundry Account Payables
Discrepancies in payables may result from failure to credit consignments or debit a
remittance amount.

8.  Inventory Variations
Investigate excesses or shortages in raw materials and stores to detect misappropriation
or recording errors.

9.  Inferest and Dividends
Reconcile collected amounts with accrued or outstanding amounts to detect errors in income
adjustments.

10. Inter-firm Comparisons
Compare trading results between the entity and another firm in the same industry fo
identify reasons for profitability variations.

11.  Intra-firm Comparisons
Compare Profit and Loss balances across periods to understand reasons for profitability
changes.

12.  Expense Ratios
Set up expense ratios (e.g., expenses/sales) and compare with the previous year to assess
variations in expenditures or profit manipulations.

13.  Abnormal Cost Reductions
Investigate falls in costs (e.g., manufacturing, administrative) to ensure proper provisioning
for expenses.

14,  Independent Expense Verification
Verify costs using external data. For instance:
v Import costs using duty amounts.
v' Sales (e.g., sugar) using GST paid.

E. Timing of Analytical Procedures
Used in 3 Stages: Planning, Testing and Completion phase
1. During the planning phase:
Analytical procedures help the auditor:
1. Understand the client's business.
2. Identify areas of potential risk, highlighting aspects or developments previously unaware
to the auditor.
2. Benefits: The information obtained helps determine the nature, timing, and extent of other
audit procedures.
3.  Data Used: Analytical procedures in planning phase use both financial data and non-financial
information.
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F. Substantive Analytical Procedures [SAP]
1. Meaning: Substantive procedures at assertion level include Test of Details and Substantive
Analytical Procedures.
2. When to Use SAP: When to use SAP is based on the auditor's judgment to reduce audit risk
to an acceptably low level.
3. Inquiries of Management
The auditor may:
v" Inquire about the availability and reliability of information.
v" Inquire about results of analytical procedures performed by the entity.
4, Use of Management Data
The auditor may use analytical data prepared by management, provided they are satisfied
the data is reliable and properly prepared.

G. Factors for Substantive Analytical Procedures [ISM uses the word "Audit”]
1. Availability of Data
Reliable and relevant data facilitates effective analytical procedures.
2. Disaggregation
The degree of disaggregation affects its usefulness in detecting misstatements.
3. Account Type
Analytical procedures are more effective for income statement accounts (predictable over
time) than for balance sheet accounts (subject to management judgment).
Example
Compare sales and cash receipts through trade receivables or analyse ratios over time for
balance sheet accounts.
4.  Source of Data
v' Routine fransactions (e.g., sales, purchases) are predictable and suitable for analytical
procedures.
v' Significant Classes of Transactions (SCOTs) (e.g., R&D expenditure) that are subject to
management judgment and are less predictable.
5.  Predictability
Analytical procedures are effective for predictable relationships (e.g., between sales and
cost of sales or receivables and cash receipts).
6.  Nature of Assertion
Suitable for certain assertions like completeness or valuation but less effective for others
like rights and obligations.
7. Inherent Risk
When addressing inherent risk or "what can go wrong,” the auditor considers:
v" Nature of risk of MMS.
v' Use of tests of details for higher risk areas.
v' Significant risks require audit evidence beyond analytical procedures.
Example
If side agreements on revenue recognition are identified as significant risks, analysing sales
vs. cash receipts is unlikely to address the risk.
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H. Techniques of Substantive Analytical Procedure
1. Overview
The design of substantive analytical procedures is limited by the availability of reliable data
and the experience and creativity of the audit team.
1. Trend Analysis
1. Definition: A commonly used technique involving comparison of current data with prior period
balances or trends over multiple periods.
2. Purpose: Evaluate if the current balance moves in line with established trends or factors
influencing account changes.
3. Example: Compare salary expenses over several years. An unusual increase may indicate
fraudulent payments to fake employees.
2. Ratio Analysis
1. Definition: Analyses the relationship between assets and liability accounts as well revenues
and expense accounts (e.g., frade receivables and sales).
2. Purpose: Ratios can be compared over time, within a group, or with other industry standards.
3. Examples of Financial Ratios
v’ Trade receivables turnover
v' Freight expense as a percentage of sales revenue.
Example
Review the Gross Profit (GP) ratio for the audit year and compare it with prior years or with
industry averages.

3. Reasonableness Tests
1. Definition: Relies on non-financial data to assess the reasonableness of account balances,
rather than using prior period events.
2. Purpose: Applies mainly to income statement accounts and accrual/prepayment accounts.
3. Example
v Interest expense against interest-bearing obligations
v" Raw material consumption to production (quantity)
v' Sales discounts/commissions to sales volume.
v Estimate rental revenues based on occupancy rates.
4. Structural Modelling
1. Definition: Uses statistical models (e.g., linear regression) built from prior financial and non-
financial data to predict current account balances.

I. Analytical Procedures - As Sole Substantive Audit Procedures
Substantive Analytical Procedures
When designing and performing substantive analytical procedures (alone or with tests of
details) as per SA 330, the auditor shall:
1. Suitability of Procedures
Determine the suitability of specific substantive analytical procedures for the given
assertions, considering:
v' Assessed risks of material misstatement
v' Results of tests of details, if performed.
2. Reliability of Data
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Evaluate the reliability of data used to develop expectations by considering:
v' Source
v' Comparability
v" Nature and relevance of information
v' Controls over data preparation.
3.  Development of Expectation
Develop an expectation for recorded amounts or ratios and ensure it is sufficiently precise
to identify misstatements that could result in material misstatement of financial
statements.
4.  Acceptable Difference
Determine the acceptable difference between recorded amounts and expected values
without requiring further investigation.

J. Suitability of a Particular Analytical procedure for given assertion
1. Applicability of Substantive Analytical Procedures
Substantive analytical procedures are generally suited for large volumes of transactions
that are predictable over time.
2. Assumption before applying
The application of planned analytical procedures is based on the expectation that
relationships among data exist in the absence of contrary situations.
3. Suitability of Procedures
The suitability of a specific analytical procedure depends on its effectiveness in detecting
misstatements that could result in a material misstatement.
4.  Use of Predictive Models
In some cases, even unsophisticated predictive models may be effective.
Example
v' If employee numbers and pay rates are fixed, auditors can estimate total payroll costs
with high accuracy, reducing the need for tests of details.
v’ Trade ratios (e.g., profit margins for retail entities) can support the reasonableness of
recorded amounts.
5.  Levels of Assurance from Procedures
Different analytical procedures provide varying levels of assurance.
Examples
v' High Assurance: Predicting total rental income using rental rates, number of apartments,
and vacancy rates may eliminate the need for further verification.
v Lower Assurance: Calculating and comparing gross margin percentages provides less
persuasive evidence but may corroborate other procedures.
6.  Factors Influencing Suitability
Suitability depends on:
v" Nature of the assertion.
v' Auditor's assessment of risk of material misstatement.
Example
If controls over sales order processing are weak, the auditor may prioritize tests of details
over analytical procedures for receivables assertions.
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Combination with Tests of Details

Substantive analytical procedures are more suitable when tests of details are also
performed on the same assertion.

Example

For valuation of accounts receivable, the auditor may:

v' Use aging analysis of customer accounts.

v' Perform tests of details on subsequent cash receipts to assess collectability.

K. Factors for Determining Reliability of Data
Reliability of Data
The reliability of data is influenced by its source, nature, and the circumstances under which it is
obtained.
Factors Affecting Reliability
1. Source of Information
Data is generally more reliable when obtained from independent sources outside the entity.
2. Comparability
v' Data must be comparable to the entity's context.
v For instance, broad industry data may need adjustments for an entity producing
specialized products.
3. Nature and Relevance
v' The data’s nature and relevance matter.
v For example, budgets are more reliable when established as expected results rather
than aspirational goals.
4.  Controls over Preparation
v' Controls should ensure data completeness, accuracy, and validity.
v For example, controls on the preparation, review, and maintenance of budgefts.
Testing Controls over preparation of Information
1. Testing Operating Effectiveness
The auditor may test the operating effectiveness of controls over the preparation of
information used in substantive analytical procedures.
Benefits of Effective Controls
Effective controls provide greater confidence in the reliability of data and the results of
analytical procedures.
2.  Testing Non-Financial Information Controls
Controls over non-financial information can be tested alongside other controls.
Example
Controls over the recording of unit sales may be tested with controls over the processing
of sales invoices to ensure operating effectiveness.

L. Evaluation of whether the Expectation is Sufficiently Precise - To identify MMS
1. Predictability of Expected Results

The accuracy of expected results depends on how predictable the results are.

Example
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Gross profit margins are more consistent and predictable across periods compared fo
discretionary expenses like research or advertising.

2.  Degree of Disaggregation
Analytical procedures are more effective when applied to disaggregated information, such
as data for individual sections or components, rather than the entire entity.
Example
Apply analytical procedures to specific operations or components of a diversified entity,
rather than the entity as a whole.

3. Auvailability and Reliability of Information
The availability of financial and non-financial information impacts the design of substantive
analytical procedures.
Example
Consider the availability and reliability of:
v" Financial data: Budgets or forecasts.
v" Non-financial data: Units produced or sold.

M. Amount of Difference that is Acceptable
1. Acceptable Difference
The amount of difference between recorded amounts and expected values that can be
accepted without further investigation.
2. Factors
Influenced by materiality and the<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>