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Notes :

1. Answer new Question on new page.
2. Part Il Comprise descriptive Questions and in which Question No. 1 is Compulsory and
answer any 4 out of remaining 5 questions
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Part i

Answer No. 1

(a) Correct: 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 expressing an opinion thereon. It is clear that the
basic objective of auditing, i.e., expression of opinion on financial statements does not
change with reference to nature, size or form of an entity

Incorrect: As per SA 230 on “Audit Documentation” the working papers are the property of
the auditor and the auditor has right to retain them. He may at his discretion can make
available working papers to his client. The auditor should retain them long enough to meet
the needs of his practice and legal or professional requirement

Incorrect: Inherent risk is the susceptibility of an account balance or class of transactions to
misstatement that could be material either individually or, when aggregated with
misstatements in other balances or classes, assuming that there were no related internal
controls.
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Correct: Fraud is the word used to mean intentional error. This is done deliberately which
implies that there is intent to deceive, to mislead or at least to conceal the truth. It follows
that other things being equal they are more serious than unintentional errors because of
the implication of dishonestly which accompanies them.

Correct: A capital reserve, generally, can be utilised for writing down fictitious assets or
losses or (subject to provisions in the Articles) for issuing bonus shares if it is realised. But
the amount of share premium or capital redemption reserve account can be utilised only for
the purpose specified in Sections 52 and 55 respectively of the Companies Act, 2013.
Incorrect: Communicating key audit matters in the auditor’s report is in the context of the
auditor having formed an opinion on the financial statements as a whole. Communicating
key audit matters in the auditor’s report is not a substitute for disclosures in the financial
statements that the applicable financial reporting framework requires management to
make, or that are otherwise necessary to achieve fair presentation

Incorrect. In the Computerised environment, it is imperative that the auditor is familiar

with, and is satisfied that, all the norms/parameters as per the latest applicable RBI

guidelines are incorporated and built into the system that generates information/data
having a bearing on the classification/ provisions and income recognition.

Incorrect: The method which involves dividing the population into groups of items is known
as cluster sampling whereas block sampling involves the selection of a defined block of
consecutive items.

(14 Marks =2x 7)

Answer No. 2

(A)

The Chartered Accountant has a responsibility to remain independent by taking into
account the context in which they practice, the threats to independence and the
safeguards available to eliminate the threats.

The following are the guiding principles in this regard: -

1.  For the public to have confidence in the quality of audit, it is essential that auditors
should always be and appears to be independent of the entities that they are auditing.
In the case of audit, the key fundamental principles are integrity, objectivity and
professional skepticism, which necessarily require the auditor to be independent.

Before taking on any work, an auditor must conscientiously consider whether it
involves threats to his independence.

When such threats exist, the auditor should either desist from the task or put in place
safeguards that eliminate them.
If the auditor is unable to fully implement credible and adequate safeguards, then he
must not accept the work.

(3 Marks)

Businesses vary in nature, size and composition ;work which is suitable to one business
may not be suitable to others; efficiency and operation of internal controls and the exact
nature of the service to be rendered by the auditor are the other factors that vary from
assignment to assignment. On account of such variations, evolving one audit programme
applicable to all business under all circumstances is not practicable. However, it becomes a
necessity to specify in detail in the audit programme the nature of work to be done so that
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no time will be wasted on matters not pertinent to the engagement and any special matter
or any specific situation can be taken care of .

(3 Marks)

The chief utility of audit lies in reliable financial statements on the basis of which the state
of affairs may be easy to understand. Apart from this obvious utility, there

An examination
of the system of
accounting and
internal control

Verification of the
authenticiity and
validity of
transaction

Reporting to the
appropriate
person/body

Comparison of the
Items of FS with
the underlying

record

Checking the
result shown by
the profit and loss

Verification of the
title, existence and
value of the assets

Verification of
the liabilities

are other advantages of audit. Some or all of these are of considerable value even to those

enterprises and organisations where audit is not compulsory, these advantages are given
below :

Safeguards the interest
of persons not
associated with the
management

Government may
require audited and
certified statement

acts as a moral check
on the employees

help in the
detection of helpful in setting
wastages and liabiliy for taxes

losses

(a) It safeguards the financial interest of persons who are not associated with the
management of the entity, whether they are partners or shareholders, bankers, Fl’s,
public at large etc.

useful for setting
trade disputes
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(b) It acts as a moral check on the employees from committing defalcations or
embezzlement.

(c) Audited statements of account are helpful in settling liability for taxes, negotiating loans
and for determining the purchase consideration for a business.

(d) These are also useful for settling trade disputes for higher wages or bonus as well as
claims in respect of damage suffered by property, by fire or some other calamity.

(e) An audit can also help in the detection of wastages and losses to show the different
ways by which these might be checked, especially those that occur due to the absence
or inadequacy of internal checks or internal control measures.

(f) Audit ascertains whether the necessary books of account and allied records have been
properly kept and helps the client in making good deficiencies or inadequacies in this
respect.

(g) As an appraisal function, audit reviews the existence and operations of various controls
in the organizations and reports weaknesses, inadequacies, etc., in them.

(h) Audited accounts are of great help in the settlement of accounts at the time of
admission or death of partner.

(i) Government may require audited and certified statement before it gives assistance or
issues a license for a particular trade.

(4 Marks)
Limitations of Internal Control:

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

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

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

(iv) Collusion among People: Additionally, controls can be circumvented by the collusion
of two or more people or inappropriate management override of internal control. For
example, management may enter into side agreements with customers that alter the
terms and conditions of the entity’s standard sales contracts, which may result in
improper revenue recognition. Also, edit checks in a software program that are
designed to identify and report transactions that exceed specified credit limits may be
overridden or disabled.

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

(vi) Limitations in case of Small Entities: Smaller entities often have fewer employees due
to which segregation of duties is not practicable. However, in a small owner-managed
entity, the owner-manager may be able to exercise more effective oversight than in a
larger entity. This oversight may compensate for the generally more limited
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opportunities for segregation of duties.

On the other hand, the owner-manager may be more able to override controls because
the system of internal control is less structured. This is taken into account by the
auditor when identifying the risks of material misstatement due to fraud.

(4 Marks)

Answer No. 3

(A)

The objectives of the auditor regarding written representation

The objectives of the auditor are:

(a) To obtain written representations
To obtain written representations from management. Also that management believes

that it has fulfilled its responsibility for the preparation of the financial statements and
for the completeness of the information provided to the auditor;

(b) To support other evidence

To support other audit evidence relevant to the financial statements or specific
assertions in the financial statements by means of written representations; and

(c) Torespond appropriately

To respond appropriately to written representations provided by management or if
management does not provide the written representations requested by the auditor.

(3 Marks)

Since an Intangible Asset is an identifiable non-monetary asset, without physical
substance, for establishing the existence of such assets, the auditor should verify whether
such intangible asset is in active use in the production or supply of goods or services, for
rental to others, or for administrativepurposes.

Example- for verifying the existence of software, the auditor should verify whether such
software is in active use by the entity and for the purpose, the auditor should verify the
sale of related services/ goods during the period under audit, in which such software has
beenused.

Example- For verifying the existence of design/ drawings, the auditor should verify the
production data to establish if such products for which the design/ drawings were
purchased, are being produced and sold by theentity.

In case any intangible asset is not in active use, deletion should have been recorded in the
books of account post approvals by the entity’s management and amortization
chargeshould have ceased to be charged beyond the date of deletion Chapter 10 - The
Company Audit

(3 Marks)

Companies prepare their financial statements in accordance with the framework o
generally accepted accounting principles (Indian GAAP), also commonly referred to af
accounting standards(AS).

A financial statement audit comprises the examination of an entity’s financial
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statements and accompanying disclosures by an independent auditor. The result of this
examination is a report by the auditor, attesting to the truth and fairness of presentation o
the financial statements and relateddisclosures.

In preparing financial statements, Company’s management makes implicit or explici
claims(i.e. assertions) regarding:

e completeness;

e cut-off;

e existence/occurrence;

e valuation/measurement;

e rights and obligations;and

e presentation anddisclosure
of assets, liabilities, equity, income, expenses and disclosures in accordance with the

applicable accounting standards.

Example

If Company X’s balance sheet shows building with carrying amount of Rs. 50 lakh, the
auditor shall assume that the management has claimed/ asserted that:

¢ The building recognized in the balance sheet exists as at the period- end (existence
assertion);

CompanyXownsandcontrolssuchbuilding(Rightsandobligationsassertion);

The building has been valued accurately in accordance with the measurement
principles (Valuationassertion);

All buildings owned and controlled by Company X are included within the carrying
amount of Rs. 50 lakh (Completenessassertion).
(4 Marks)

When designing and performing substantive analytical procedures, either alone or in
combination with tests of details, as substantive procedures in accordance with SA
330, the auditor shall:

(i) Determine the suitability of particular substantive analytical procedures for given
assertions, taking account of the assessed risks of material misstatement and tests
of details, if any, for these assertions;

Evaluate the reliability of data from which the auditor’s expectation of recorded
amounts or ratios is developed, taking account of source, comparability, and nature
and relevance of information available, and controls over preparation;

Develop an expectation of recorded amounts or ratios and evaluate whether the
expectation is sufficiently precise to identify a misstatement that, individually or
when aggregated with other misstatements, may cause the financial statements to be
materially misstated; and

Determine the amount of any difference of recorded amounts from expected values
that is acceptable without further investigation.
(4 Marks)
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Answer No. 4

(A)

Developing the Audit Programme :

1. Written Audit Programme :The auditor should prepare a written audit programme
setting forth the procedures that are needed to implement the audit plan.

Audit objective and instruction to assistants : The programme may also contain the
audit objectives for each area and should have sufficient details to serve as a set of
instructions to the assistants involved in the audit and as a means to control the proper
execution of the work.

Reliance on Internal Controls :In preparing the audit programme, the auditor, having an
understanding of the accounting system and related internal controls, may wish to rely
on certain internal controls in determining the nature, timing and extent of required
auditing procedures. The auditor may conclude that relying on certain internal controls
is an effective and efficient way to conduct his audit. However, the auditor may decide
not to rely on internal controls when there are other more efficient ways of obtaining
sufficient appropriate audit evidence. The auditor should also consider the timing of the
procedures, the coordination of any assistance expected from the client, the availability
of assistants, and the involvement of other auditors or experts.

Timings of performance of audit procedures :The auditor normally has flexibility in
deciding when to perform audit procedures. However, in some cases, the auditor may
have not discretion as to timing, for example, when observing the taking of inventories
by client personnel or verifying the securities and cash balances at the year — end.

Audit planning : The audit planning ideally commences at the conclusion of the previous
year’s audit, and along with the related programme, it should be reconsidered for
modification as the audit progresses. Such consideration is based on the auditor’s review
of the internal control, his preliminary evaluation thereof, and the results of his
compliance and substantive procedures.

(4 Marks)

Purchase of Goods on Credit by the Auditor: Section 141(3)(d)(ii) of the Companies Act,
2013 specifies that a person shall be disqualified to act as an auditor if he is indebted to the

company for an amount exceeding five lakh rupees.

Where an auditor purchases goods or services from a company audited by him on credit, he
is definitely indebted to the company and if the amount outstanding exceeds rupees five
lakh, he is disqualified for appointment as an auditor of the company.

It will not make any difference if the company allows him the same period of credit as it
allows to other customers on the normal terms and conditions of the business. The auditor
cannot argue that he is enjoying only the normal credit period allowed to other customers.
In fact, in such a case he has become indebted to the company and consequently he has
deemed to have vacated his office.

(3 Marks)

Duty of Auditor to Inquire on certain matters: It is the duty of auditor to inquire into the
following matters-

(a) whether loans and advances made by the company on the basis of security have been
properly secured and whether the terms on which they have been made are prejudicial
to the interests of the company or its members;
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(b) whether transactions of the company which are represented merely by book entries
are prejudicial to the interests of the company;

(c) where the company not being an investment company or a banking company, whether
so much of the assets of the company as consist of shares, debentures and other
securities have been sold at a price less than that at which they were purchased by the
company;

whether loans and advances made by the company have been shown as deposits;
whether personal expenses have been charged to revenue account;

where it is stated in the books and documents of the company that any shares have
been allotted for cash, whether cash has actually been received in respect of such
allotment, and if no cash has actually been so received, whether the position as stated
in the account books and the balance sheet is correct, regular and not misleading.

(4 Marks)

(D) If analytical procedures performed in accordance with SA 520 identify fluctuations or
relationships that are inconsistent with other relevant information or that differ from
expected values by a significant amount, the auditor shall investigate such differences by :

(i) Inquiring of management and obtaining appropriate audit evidence relevant to
management’s responses :Audit evidence relevant to management’s responses may be
obtained by evaluating those responses taking into account the auditor’s understanding
of the entity and its environment, and with other audit evidence obtained during the
course of the audit.

Performing other audit procedures as necessary in the circumstances :The need to
perform other audit procedures may arise when, for example, management is unable to
provide an explanation, or the explanation, together with the audit evidence obtained
relevant to management’s response, is not considered adequate.
(3 Marks)
Answer No. 5

(A) Audit Procedures regarding comparative information:
The auditor shall determine whether the financial statements include the comparative
information required by the applicable financial reporting framework and whether such
information is appropriately classified. For this purpose, the auditor shall evaluate whether:
(a) The comparative information agrees with the amounts and other disclosures
presented in the prior period; and
(b) The accounting policies reflected in the comparative information are consistent with
those applied in the current period or, if there have been changes in accounting
policies, whether those changes have been properly accounted for and adequately
presented and disclosed.
(3 Marks)

A “Government company”(as defined under Companies Act , 2013) is a company in which
not less than 51% of the paid-up share capital is held by the Central Government or by any
State Government or Governments or partly by the Central Government and partly by one
or more State Governments, and includes a company which is a subsidiary company of
such a Government company.

Section 139(7) of Companies Act , 2013 provides that in the case of a Government
company or any other company owned or controlled, directly or indirectly, by the Central
Government, or by any State Government, or Governments, or partly by the Central
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Government and partly by one or more State Governments, the first auditor shall be
appointed by the Comptroller and Auditor-General of India within 60 days from the date of
registration of the company.

In case the Comptroller and Auditor-General of India does not appoint such auditor within
the above said period, the Board of Directors of the company shall appoint such auditor
within the next 30 days. Further, in the case of failure of the Board to appoint such auditor
within next 30 days, it shall inform the members of the company who shall appoint such
auditor within 60 days at an extraordinary general meeting. Auditors shall hold office till
the conclusion of the first annual general meeting.

Hence, in the case of Bhartiya Petrol Ltd., being a government company, the first auditor
shall be appointed by the Comptroller and Auditor General of India.

Conclusion: Thus, the appointment of first auditor made by the Board of Directors of
Bhartiya Petrol Ltd., is null and void.

(4 Marks)

Circumstances where Retiring Auditor Cannot be Reappointed: In the following
circumstances, the retiring auditor cannot be reappointed-

(i) A specific resolution has not been passed to reappoint the retiring auditor.

(ii) The auditor proposed to be reappointed does not possess the qualification
prescribed under section 141 of the Companies Act, 2013.

(iii) The proposed auditor suffers from the disqualifications under section 141(3), 141(4)
and 144 of the Companies Act, 2013.

(iv) He has given to the company notice in writing of his unwillingness to be reappointed.

(v) A resolution has been passed in AGM appointing somebody else or providing
expressly that the retiring auditor shall not be reappointed.(vi)A written certificate
has not been obtained from the proposed auditor to the effect that the appointment
or reappointment, if made, will be in accordance within the limits specified under
section 141(3)(g) of the Companies Act, 2013.

(4 Marks)

Manipulation of Accounts: Detection of manipulation of accounts with a view to
presenting a false state of affairs is a task requiring great tact and intelligence because
generally management personnel in higher management cadre are associated with this
type of fraud and this is perpetrated in methodical way. This type of fraud is generally
committed:

(a) toavoidincidence of income-tax or other taxes;

(b) for declaring a dividend when there are in sufficient profits;

(c) to withhold declaration of dividend even when there is adequate profit (this is often
done to manipulate the value of shares in stock market to make it possible for selected
persons to acquire shares at a lower cost);and

for receiving higher remuneration where managerial remuneration is payable by
reference to profits.
(3 Marks)
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Answer No. 6

(A)

Audit of Advances: Advances generally constitute the major part of the assets of the bank.
There are large number of borrowers to whom variety of advances are granted. The audit
of advances requires the major attention from the auditors.

In carrying out audit of advances, the auditor is primarily concerned with obtaining
evidence about the following:

(@) Amounts included in balance sheet in respect of advances are outstanding at the
date of the balance sheet.

Advances represent amount due to the bank.

Amounts due to the bank are appropriately supported by Loan documents and other
documents as applicable to the nature of advances.

There are no unrecorded advances.

The stated basis of valuation of advances is appropriate and properly applied, and
that the recoverability of advances is recognized in their valuation.

The advances are disclosed, classified and described in accordance with recognized
accounting policies and practices and relevant statutory and regulatory requirements.

Appropriate provisions towards advances have been made as per the RBI norms,
Accounting Standards and generally accepted accounting practices.
(4 Marks)

Section 73 of the Multi-State Co-operative Societies Act, 2002 discusses the powers and
duties of auditors. According to this, every auditor of a Multi-State co-operative society
shall have a right of access at all times to the books accounts and vouchers of the Multi-
State co-operative society, whether kept at the head office of the Multi- State co-
operative society or elsewhere, and shall be entitled to require from the officers or other
employees of the Multi- State co-operative society such information and explanation as
the auditor may think necessary for the performance of his duties as an auditor.

As per section 73(2), the auditor shall make following inquiries:

(@) Whether loans and advances made by the Multi-State co-operative society on the
basis of security have been properly secured and whether the terms on which they
have been made are not prejudicial to the interests of the Multi-State co-operative
society or its members,

Whether transactions of the Multi-State co-operative society which are represented
merely by book entries are not prejudicial to the interests of the Multi-State co-
operative society,

Whether personal expenses have been charged to revenue account, and

Where it is Stated in the books and papers of the Multi-State co-operative society
that any shares have been allotted for cash, whether cash has actually, been
received in respect of such allotment, and if no cash has actually been so received,
whether the position as stated in the account books and the balance sheet as correct
regular and not misleading.

(4 Marks)
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Government Expenditure Audit: Audit of government expenditure is one of the major
components of government audit conducted by the office of CRAG. The basic standards
set for audit of expenditure are to ensure that there is provision of funds authorized by
competent authority fixing the limits within which expenditure can be incurred. Briefly,
these standards are explained below:

(i) Awudit against Rules & Orders: The auditor has to see that the expenditure incurred
conforms to the relevant provisions of the statutory enactment and is in accordance
with the financial rules and regulations framed by the competent authority.

(i) Audit of Sanctions: The auditor has to ensure that each item of expenditure is covered
by a sanction, either general or special, accorded by the competent authority,
authorizing such expenditure.

Audit against Provision of Funds: It contemplates that there is a provision of funds out
of which expenditure can be incurred and the amount of such expenditure does not
exceed the appropriations made.

Propriety Audit: It is required to be seen that the expenditure is incurred with due
regard to broad and general principles of financial propriety. The auditor aims to bring
out cases of improper, avoidable, or in fructuous expenditure even though the
expenditure has been incurred in conformity with the existing rules and regulations.
Audit aims to secure a reasonably high standard of public financial morality by looking
into the wisdom, faithfulness and economy of transactions.

(4 Marks)

Given below are some situations in which IT will be relevant to and audit,

e Increased use of Systems and Application software in Business (for example, use of
ERPs)

Complexity of transactions has increased (multiple systems, network of systems)
Hi — tech nature of business (Telecom, e — Commerce)

Volume of transaction are high (Insurance, Banking, Railways ticketing)

Company Policy (Compliance)

Regulatory requirements — Companies Act 2013 IFC, IT Act 2008

Required by Indian and International Standards — I1SO, PCI — DSS, SA 315, SOC, ISAE

Increases efficiency and effectiveness of audit
(3 Marks)

Risk Factors while applying Sampling Techniques: As per SA 530 “Audit Sampling”,
sampling risk is the risk that the auditor’s conclusion based on a sample may be different
from the conclusion if the entire population were subjected to the same audit procedure.
Sampling risk can lead to two types of erroneous conclusions-

(i) Inthe case of a test of controls, that controls are more effective than they actually are,
or in the case of tests of details, that a material misstatement does not exists when in
fact it does. The auditor is primarily concerned with this type of erroneous conclusion
because it affects audit effectiveness and is more likely to lead to an inappropriate
audit opinion.

In the case of test of controls, the controls are less effective than they actually are, or
in the case of tests of details, that a material misstatements exists when in fact it does
not. This type of erroneous conclusion affects audit efficiency as it would usually lead
to additional work to establish that initial conclusions were incorrect.

(3 Marks)
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