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ANSWER-1 (2 MARKS X 10= 20 MARKS)

ANSWER-A

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

ANSWER B

Incorrect : as per AS 1, “ Disclosure of Accounting Policies,” specific disclosure of the fundamental
accounting assumption is required if they are not followed in the financial statements.

ANSWER C

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

Answer : D

Incorrect : Materiality for the financial statements as a whole (and, if applicable, the materiality
level or levels for particulars classes of transactions, account balances or disclosures) may need to
be revised as a result of a change in circumstances that occurred during the audit (for example, a
decision to dispose of a major part of the entity’s business), new information, or a change in the
auditor’s understanding of the entity and its operations as a result of performing further audit
procedures.

Answer : E

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.

Answer : F
Internal evidence is the evidence that originates within the client’s organization. Since purchase
invoice originates outside the client’s organization, therefore, it is an example of external evidence.

Answer : G

Incorrect : Section 138 of the Companies Act, 2013 requires every private company to appoint an
internal auditor having turnover of Rs. 200 crore or more during the preceding financial year; or
outstanding loans or borrowings from banks or public financial institutions exceeding Rs. 100 crore
or more at any point of time during the preceding financial year.
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Answer : H

Incorrect : The management is responsible for maintaining an adequate accounting system
incorporating various internal controls to the extent appropriate to the size and nature of the
business. Maintenance of Internal Control System is responsibility of management because the
internal control is the process designed, implemented and maintained by those charged with
governance/ management to provide reasonable assurance about the achievement of entity’s
objectives.

Answer : |

Incorrect : The auditor shall express an unmodified opinion when the auditor concludes that the
financial statements are prepared, in all material respects, in accordance with the applicable
financial reporting framework.

Answer :J

Correct : The auditor shall express an adverse opinion when the auditor, having obtained
sufficient appropriate audit evidence, concludes that misstatements, individually or in the
aggregate, are both material and pervasive to the financial statements.

ANSWER-2

ANSWER-A

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

Plans should be made to cover, among other things:

Acquiring knowledge of the client’s accounting systems, policies and internal control
procedures;

Establishing the expected degree of reliance to be placed on internal control,

determining and programming the nature, timing, and extent of the audit procedures to be
performed;and

coordinating the work to beperformed.

ANSWER-B

External confirmation procedures frequently are relevant when addressing assertions
associated with account balances and their elements, but need not be restricted to these
items. For example, the auditor may request external confirmation of the terms of
agreements, contracts, or transactions between an entity and other parties. External
confirmation procedures also may be performed to obtain audit evidence about the absence
of certain conditions. For example, a request may specifically seek confirmation that no “side
agreement” exists that may be relevant to an entity’s revenue cut-off assertion. Other
situations where external confirmation procedures may provide relevant audit evidence in
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responding to assessed risks of material misstatement include:

Bank balances and other information relevant to banking relationships.

Accounts receivable balances and terms.

Inventories held by third parties at bonded warehouses for processing or on consignment.
Property title deeds held by lawyers or financiers for safe custody or assecurity.

Investments held for safekeeping by third parties, or purchased from stock brokers but not
delivered at the balance sheet date.

Amounts due to lenders, including relevant terms of repayment and restrictive covenants.

Accounts payable balances and terms.

ANSWER-C

Responsibilities for the Financial Statements: The auditor’s report shall include a section with
a heading “Responsibilities of Management for the FinancialStatements.”

SA 200 explains the premise, relating to the responsibilities of management and, where
appropriate, those charged with governance, on which an audit in accordance with SAs is
conducted. Management and, where appropriate, those charged with governance accept
responsibility for the preparation of the financial statements. Management also accepts
responsibility for such internal control as it determines is necessary to enable the preparation
of financial statements that are free from material misstatement, whether due to fraud or
error. The description of management’s responsibilities in the auditor’s report includes
reference to both responsibilities as it helps to explain to users the premise on which an audit
is conducted.

This section of the auditor’s report shall describe management’s responsibility for:

Preparing the financial statements in accordance with the applicable financial reporting
framework, and for such internal control as management determines is necessary to enable
the preparation of financial statements that are free from material misstatement, whether due
to fraud or error;[because of the possible effects of fraud on other aspects of the audit,
materiality does not apply to management’s acknowledgement regarding its responsibility for
the design, implementation, and maintenance of internal control (or for establishing and
maintaining effective internal control over financial reporting) to prevent and detect
fraud.]and

Assessing the entity’s ability to continue as a going concern and whether the use of the going
concern basis of accounting is appropriate as well as disclosing, if applicable, matters relating
to going concern. The explanation of management’s responsibility for this assessment shall
include a description of when the use of the going concern basis of accounting is appropriate.

ANSWER-D

Acceptance of a Change in Engagement: An auditor who, before the completion of the
engagement, is requested to change the engagement to one which provides a lower level of
assurance, should consider the appropriateness of doing so.




A request from the client for the auditor to change the engagement may result from a change in
circumstances affecting the need for the service, a misunderstanding as to the nature of an audit
or related service originally requested or a restriction on thescope of the engagement, whether
imposed by management or caused by circumstances. The auditor would consider carefully the
reason given for the request, particularly the implications of a restriction on the scope of the
engagement, especially any legal or contractualimplications.

If the auditor concludes that there is reasonable justification to change the engagement and if
the audit work performed complied with the SAs applicable to the changed engagement, the
report issued would be appropriate for the revised terms of engagement. In orderto avoid
confusion, the report would not include reference to-

the original engagement;or

any procedures that may have been performed in the original engagement, except where
the engagement is changed to an engagement to undertake agreed-upon procedures and
thus reference to the procedures performed is a normal part of the report.

The auditor should not agree to a change of engagement where there is no reasonable
justification for doing so.

If the terms of the audit engagement are changed, the auditor and management shall agree on
and record the new terms of the engagement in an engagement letter or other suitable form of
written agreement.

If the auditor is unable to agree to a change of the terms of the audit engagement and is not
permitted by management to continue the original audit engagement, the auditor shall-

() Withdraw from the audit engagement where possible under applicable law or
regulation;and

(i) Determine whether there is any obligation, either contractual or otherwise, to report the
circumstances to other parties, such as those charged with governance, owners
orregulators.

ANSWER-3

ANSWER-A

Information which assist the Auditor in accepting and continuing of relationship with Client:
As per SA 220, “Quality Control for an Audit of Financial Statements” the auditor should obtain
information considered necessary in the circumstances before accepting an engagement with a
new client, when deciding whether to continue an existing engagement and when considering
acceptance of a new engagement with an existing client. The following information would
assist the auditor in accepting and continuing of relationship with the client:

The integrity of the principal owners, key management and those charged with governance of
the entity;

Whether the engagement team is competent to perform the audit engagement and has the
necessary capabilities, including time and resources;

(i) Whether the firm and the engagement team can comply with relevant ethical requirements;
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and

(iv) Significant matters that have arisen during the current or previous audit engagement, and their
implications for continuing the relationship.

ANSWER-B
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;

A substitute for the auditor expressing a modified opinion when required by the circumstances
of a specific audit engagement in accordance with SA705 (Revised);

A substitute for reporting in accordance with SA 570 when a material uncertainty exists relating
to events or conditions that may cast significant doubt on an entity’s ability to continue as a
going concern; or

A separate opinion on individual matters.

ANSWER-C

Control Environment — Component of Internal Control: The auditor shall obtain an
understanding of the control environment. As part of obtaining this understanding, the auditor
shall evaluate whether:

Management has created and maintained a culture of honesty and ethical behavior; and

The strengths in the control environment elements collectively provide an appropriate
foundation for the other components of internal control.

What is included in Control Environment?

The control environment includes:

the governance and management functions and

the attitudes, awareness, and actions of those charged with governance and
management.

The control environment sets the tone of an organization, influencing the control
consciousness of its people.

Elements of the Control Environment: Elements of the control environment that may be
relevant when obtaining an understanding of the control environment include the following:

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

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

Participation by those charged with governance — Attributes of those charged with
governance such as:
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Their independence from management.
Their experience and stature.

The extent of their involvement and the information they receive, and the scrutiny of
activities.

The appropriateness of their actions, including the degree to which difficult questions are
raised and pursued with management, and their interaction with internal and external
auditors.

Management’s philosophy and operating style — Characteristics such as management’s:
Approach to taking and managing business risks.

Attitudes and actions toward financial reporting.

Attitudes toward information processing and accounting functions and personnel.

Organizational structure — The framework within which an entity’s activities for achieving
its objectives are planned, executed, controlled, and reviewed.

Assignment of authority and responsibility - Matters such as how authority and
responsibility for operating activities are assigned and how reporting relationships and
authorization hierarchies are established.

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

ANSWER-D

The form, content and extent of audit documentation depend on factors such as:
The size and complexity of the entity.

The nature of the audit procedures to beper formed.

The identified risks of material misstatement.

The significance of the audit evidence obtained.

The nature and extent of exceptions identified.

The need to document a conclusion or the basis for a conclusion not readily determinable
from the documentation of the work performed or audit evidence obtained.

The audit methodology and tools used.

ANSWER-4

ANSWER-A

The firm’s system of quality control should include policies and procedures addressing each
of the following elements:

Leadership responsibilities for quality within the firm.
Ethical requirements.
Acceptance and continuance of client relationships and specific engagements.




(h) Human resources.
(i) Engagement performance.
() Monitoring.

ANSWER-B

The auditor shall assemble the audit documentation in an audit file and complete the
administrative process of assembling the final audit file on a timely basis after the date of the
auditor’s report.

SQC 1 “Quality Control for Firms that perform Audits and Review of Historical Financial
Information, and other Assurance and related services”, requires firms to establish policies
and procedures for the timely completion of the assembly of audit files. An appropriate time
limit within which to complete the assembly of the final audit file is ordinarily not more than
60 days after the date of the auditor’s report.

The completion of the assembly of the final audit file after the date of the auditor’s report is
an administrative process that does not involve the performance of new audit procedures or
the drawing of new conclusions. Changes may, however, be made to the audit
documentation during the final assembly process, if they are administrative in nature.

Examples of such changes include:

Deleting or discarding superseded documentation.
Sorting, collating and cross referencing working papers.
Signing off on completion checklists relating to the file assembly process.

14
14
14
14

Documenting audit evidence that the auditor has obtained, discussed and
agreed with the relevant members of the engagement team before the date
of the auditor’s report.

After the assembly of the final audit file has been completed, the auditor shall not delete or
discard audit documentation of any nature before the end of its retention period.

SQC 1 requires firms to establish policies and procedures for the retention of engagement
documentation. The retention period for audit engagements ordinarily is no shorter than
seven years from the date of the auditor’s report, or, if later, the date of the group
auditor’s report.

ANSWER-C

While obtaining audit evidence about the effective operation of internal controls, the
auditor considers how they were applied, the consistency with which they were applied
during the period and by whom they were applied. The concept of effective operation
recognises that some deviations may have occurred. Deviations from prescribed controls
may be caused by such factors as changes in key personnel, significant seasonal fluctuations
in volume of transactions and human error. When deviations are detected the auditor
makes specific inquiries regarding these matters, particularly, the timing of staff changes in
key internal control functions. The auditor then ensures that the tests of control
appropriately cover such a period of change or fluctuation.
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Based on the results of the tests of control, the auditor should evaluate whether the internal
controls are designed and operating as contemplated in the preliminary assessment of
control risk. The evaluation of deviations may result in the auditor concluding that the
assessed level of control risk needs to be revised. In such cases, the auditor would modify the
nature, timing and extent of planned substantive procedures.

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

It has been suggested that actual operation of the internal control should be tested by the
application of procedural tests and examination in depth. Procedural tests simply mean
testing of the compliance with the procedures laid down by the management in respect of
initiation, authorisation, recording and documentation of transaction at each stage through
which it flows.

ANSWER-D

As per SA 701, “Communicating Key Audit Matters in the Auditor’s Report”, the purpose of
communicating key audit matters is to enhance the communicative value of the auditor’s
report by providing greater transparency about the audit that was performed.
Communicating key audit matters provides additional information to intended users of the
financial statements to assist them in understanding those matters that, in the auditor’s
professional judgment, were of most significance in the audit of the financial statements of
the current period. Communicating key audit matters may also assist intended users in
understanding the entity and areas of significant management judgment in the audited
financial statements.

ANSWER-5

ANSWER-A

Evaluations by the Auditor
The auditor shall evaluate whether the financial statements are prepared in accordance
with the requirements of the applicable financial reporting framework.

This evaluation shall include consideration of the qualitative aspects of the entity’s
accounting practices, including indicators of possible bias in management’s judgments.

Qualitative Aspects of the Entity’s Accounting Practices

Management makes a number of judgments about the amounts and disclosures in the
financial statements.
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SA 260 (Revised) contains a discussion of the qualitative aspects of accounting practices.

In considering the qualitative aspects of the entity’s accounting practices, the auditor may
become aware of possible bias in management’s judgments. The auditor may conclude
that lack of neutrality together with uncorrected misstatements causes the financial
statements to be materially misstated. Indicators of a lack of neutrality include the
following:

The selective correction of misstatements brought to management’s attention during the
audit

Example

#ZCorrecting misstatements with the effect of increasing reported earnings, but not
correcting misstatements that have the effect of decreasing reported earnings.

#/The combination of several deficiencies affecting the same significant account or
disclosure (or the same internal control component) could amount to a significant
deficiency (or material weakness if required to be communicated in the jurisdiction).
This evaluation requires judgment and involvement of audit executives.

(i) Possible management bias in the making of accounting estimates.

4. SA540 addresses possible management bias in making accounting estimates.

Indicators of possible management bias do not constitute misstatements for purposes of drawing
conclusions on the reasonableness of individual accounting estimates. They may, however, affect
the auditor’s evaluation of whether the financial statements as a whole are free from material
misstatement.

ANSWER-B

The auditor can formulate his entire audit programme only after he has had a satisfactory
understanding of the internal control systems and their actual operation. If he does not care to
study this aspect, it is very likely that his audit programme may become unwieldy and
unnecessarily heavy and the object of the audit may be altogether lost in the mass of entries
and vouchers. It is also important for him to know whether the system is actually in operation.
Often, after installation of a system, no proper follow up is there by the management to ensure
compliance. The auditor, in such circumstances, may be led to believe that a system is in
operation which in reality may not be altogether in operation or may at best operate only
partially. This state of affairs is probably the worst that an auditor may come across and he
would be in the midst of confusion, if he does not take care.

It would be better if the auditor can undertake the review of the internal control system of client.
This will give him enough time to assimilate the controls and implications and will enable him to
be more objective in the framing of the audit programme. He will also be in a position to bring to
the notice of the management the weaknesses of the system and to suggest measures for
improvement. At a further interim date or in the course of the audit, he may ascertain how far the
weaknesses have been removed.




From the foregoing, it can be concluded that the extent and the nature of the audit programme is
substantially influenced by the internal control system in operation. In deciding upon a plan of
test checking, the existence and operation of internal control system is of great significance.

A proper understanding of the internal control system in its content and working also enables an
auditor to decide upon the appropriate audit procedure to be applied in different areas to be
covered in the audit programme.

In a situation where the internal controls are considered weak in some areas, the auditor might
choose an auditing procedure or test that otherwise might not be required; he might extend
certain tests to cover a large number of transactions or other items than he otherwise would
examine and at times he may perform additional tests to bring him the necessary satisfaction.

ANSWER-C

The relationship between auditing and law is very close one. Auditing involves examination of
various transactions from the view point of whether or not these have been properly entered
into. It necessitates that an auditor should have a good knowledge of business laws affecting the
entity. He should be familiar with the law of contracts, negotiable instruments, etc. The
knowledge of taxation laws is also inevitable as entity is required to prepare their financial
statements taking into account various provisions affected by various tax laws. In analysing the
impact of various transactions particularly from the accounting aspect, an auditor ought to have a
good knowledge about the direct as well as indirect tax laws.

ANSWER-D

Tests of controls: Test of controls may be defined as an audit procedure designed to evaluate
the operating effectiveness of controls in preventing, or detecting and correcting, material
misstatements at the assertion level.

The auditor shall design and perform tests of controls to obtain sufficient appropriate audit
evidence as to the operating effectiveness of relevant controls when:

(@) The auditor’s assessment of risks of material misstatement at the assertion
level includes an expectation that the controls are operating effectively (i.e.,
the auditor intends to rely on the operating effectiveness of controls in
determining the nature, timing and extent of substantive procedures);or

(b) Substantive procedures alone cannot provide sufficient appropriate audit
evidence at the assertion level.

A higher level of assurance may be sought about the operating effectiveness of controls when
the approach adopted consists primarily of tests of controls, in particular where it is not
possible or practicable to obtain sufficient appropriate audit evidence only from substantive
procedures.




ANSWER-6

ANSWER-A
The decision regarding which type of modified opinion is appropriate depends upon :

The nature of the matter giving rise to the modification, that is, whether the financial
statements are materially misstated or, in the case of an inability to obtain sufficient
appropriate audit evidence, may be materially misstated; and

The auditor’s judgment about the pervasiveness of the effects or possible effects of
the matter on the financial statements.

The table below illustrates how the auditor’s judgment about the nature of the matter giving
rise to the modification, and the pervasiveness of its effects or possible effects on the
financial statements, affects the type of opinion to be expressed.

Nature of Matter Giving Auditor’s Judgement about the Pervasiveness of the
Rise to the Modification Effects or Possible Effects on the Financial Statements

Material but Not Pervasive Material and Pervasive

Financial statements are Qualified opinion Adverse opinion
materially misstated

Inability to obtain Qualified opinion Disclaimer of opinion
sufficient appropriate
audit evidence

ANSWER-B

Irrespective of the assessed risks of material misstatement, the auditor shall design and
perform substantive procedures for each material class of transactions, account balance, and
disclosure.

This requirement reflects the facts that:

the auditor’s assessment of risk is judgmental and so may not identify all

risks of material misstatement; and

there are inherent limitations to internal control, including management override.
Depending on the circumstances, the auditor may determine that:

Performing only substantive analytical procedures will be sufficient to reduce audit risk to an
acceptably low level. For example, where the auditor’s assessment of risk is supported by audit
evidence from tests of controls.

Only tests of details are appropriate.
A combination of substantive analytical procedures and tests of details are most responsive to
the assessed risks.

Substantive analytical procedures are generally more applicable to large volumes of transactions
that tend to be predictable over time. SA 520, “Analytical Procedures” establishes requirements
and provides guidance on the application of analytical procedures during an audit.

The nature of the risk and assertion is relevant to the design of tests of details. For example,
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tests of details related to the existence or occurrence assertion may involve selecting from items
contained in a financial statement amount and obtaining the relevant audit evidence. On the
other hand, tests of details related to the completeness assertion may involve selecting from
items that are expected to be included in the relevant financial statement amount and
investigating whether they are included.

Because the assessment of the risk of material misstatement takes account of internal control,
the extent of substantive procedures may need to be increased when the results from tests of
controls are unsatisfactory.

In designing tests of details, the extent of testing is ordinarily thought of in terms of the sample
size. However, other matters are also relevant, including whether it is more effective to use
other selective means of testing.

ANSWER-C

Auditors’ Responsibility for Reporting on Internal Financial Controls over Financial Reporting in
India

Clause (i) of Sub-section 3 of Section 143 of the Act requires the auditors’ report to state whether
the company has adequate internal financial controls system in place and the operating
effectiveness of such controls.

It may be noted that auditor’s reporting on internal financial controls is a requirement specified in
the Act and, therefore, will apply only in case of reporting on financial statements prepared under
the Act and reported under Section 143.

Accordingly, reporting on internal financial controls will not be applicable with respect to interim
financial statements, such as quarterly or half-yearly financial statements, unless such reporting is
required under any other law or regulation.

Objectives of an auditor in an audit of internal financial controls over financial reporting: The
auditor's objective in an audit of internal financial controls over financial reporting is, “to
express an opinion on the effectiveness of the company’s internal financial controls over
financial reporting.” It is carried out along with an audit of the financial statements.

Reporting under Section 143(3)(i) is dependent on the underlying criteria for internal financial
controls over financial reporting adopted by the management. However, any system of internal
controls provides only a reasonable assurance on achievement of the objectives for which it has
been established. Also, the auditor shall use the concept of materiality in determining the
extent of testing such controls.

Rule 8(5)(viii) of the Companies (Accounts) Rules, 2014 requires the board report of all
companies to state the details in respect of adequacy of internal financial controls with
reference to the financial statements.

The inclusion of the matters relating to internal financial controls in the directors responsibility
statement is in addition to the requirement of the directors stating that they have taken proper
and sufficient care for the maintenance of adequate accounting records in accordance with the
provisions of the 2013 Act for safeguarding the assets of the company and for preventing and
detecting fraud and other irregularities.
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