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ANSWER 3(A)

Auditing is a logical process. An auditor is called upon to assess the actualities of the situation,
review the statements of account and give an expert opinion about the truth and fairness of such
accounts. This he cannot do unless he has examined the financial statements objectively.

Objective examination connotes critical examination and scrutiny of the accounting statements
of the undertaking with a view to assessing how far the statements present the actual state of
affairs in the correct context and whether they give a true and fair view about the financial
results and state of affairs. An opinion founded on a rather reckless and negligent examination
and evaluation may expose the auditor to legal action with consequential loss of professional
standing and prestige.

He needs evidence to obtain information for arriving at his judgment.

Audit evidence may be defined as the information used by the auditor in arriving at the
conclusions on which the auditor’s opinion is based. Audit evidence includes both information
contained in the accounting records underlying the financial statements and other information.

Explaining this further, audit evidence includes:-

(1) Information contained in the accounting records: Accounting records include the
records of initial accounting entries and supporting records, such as checks and records of
electronic fund transfers; invoices; contracts; the general and subsidiary ledgers, journal
entries and other adjustments to the financial statements that are not reflected in journal
entries; and records such as work sheets and spreadsheets supporting cost allocations,
computations, reconciliations and disclosures.

Other information that authenticates the accounting records and also supports the
auditor’s rationale behind the true and fair presentation of the financial statements:
Other information which the auditor may use as audit evidence includes, for example
minutes of the meetings, written confirmations from trade receivables and trade
payables, manuals containing details of internal control etc. A combination of tests of
accounting records and other information is generally used by the auditor to support his
opinion on the financial statements.

(6 MARKS)
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ANSWER 3(B)

Determining materiality involves the exercise of professional judgment. A percentage is often
applied to a chosen benchmark as a starting point in determining materiality for the financial
statements as a whole. Factors that may affect the identification of an appropriate
benchmark include the following:
e The elements of the financial statements
Example - assets, liabilities, equity, revenue, expenses;
Whether there are items on which the attention of the users of the particular entity’s
financial statements tends to be focused
Example - for the purpose of evaluating financial performance users may tend to
focus on profit, revenue or net assets.
The nature of the entity, where the entity is at in its life cycle, and the industry and
economic environment in which the entity operates;
The entity’s ownership structure and the way it is financed and

Example- if an entity is financed solely by debt rather than equity, users may put
more emphasis on assets, and claims on them, than on the entity’s earnings);

The relative volatility of the benchmark.

(4 MARKS)
ANSWER 4(A)

Identification of Significant Risks: SA 315 “Identifying and Assessing the Risk of Material
Misstatement through understanding the Entity and its Environment” defines ‘significant risk’ as
an identified and assessed risk of material misstatement that, in the auditor’s judgment, requires
special audit consideration.

As part of the risk assessment, the auditor shall determine whether any of the risks identified
are, in the auditor’s judgment, a significant risk. In exercising this judgment, the auditor shall
exclude the effects of identified controls related to the risk.

In exercising judgment as to which risks are significant risks, the auditor shall consider at least
the following-
(i)  Whether the risk is a risk of fraud;

(i) Whether the risk is related to recent significant economic, accounting or other
developments like changes in regulatory environment etc. and therefore requires specific
attention;

(iii) The complexity of transactions;
(iv) Whether the risk involves significant transactions with related parties;

(v) The degree of subjectivity in the measurement of financial information related to the risk,
especially those measurements involving a wide range of measurement uncertainty; and

Whether the risk involves significant transactions that are outside the normal course of
business for the entity or that otherwise appear to be unusual.

(6 MARKS)
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ANSWER 4(B)

Planning an audit involves establishing the overall audit strategy for the engagement and
developing an audit plan. Adequate planning benefits the audit of financial statements in several
ways, including the following.

1. Helping the auditor to devote appropriate attention to important areas of the audit.
2. Helping the auditor identify and resolve potential problems on a timely basis.

Helping the auditor properly organize and manage the audit engagement so that it is
performed in an effective and efficient manner.

Assisting in the selection of engagement team members with appropriate levels of
capabilities and competence to respond to anticipated risks, and the proper assignment of
work to them.

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

Assisting, where applicable, in co- ordination of work done by auditors of components and
experts.
(4 MARKS)

ANSWER 5(A)
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 be 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 not readily
determinable from the documentation of the work performed or audit
evidence obtained.

The audit methodology and tools used.
(4 MARKS)

ANSWER 5(B)

The SAs do not ordinarily refer to inherent risk and control risk separately, but rather to a
combined assessment of the “risks of material misstatement”. However, the auditor may make
separate or combined assessments of inherent and control risk depending on preferred audit
techniques or methodologies and practical considerations. The assessment of the risks of
material misstatement may be expressed in quantitative terms, such as in percentages, or in non-
guantitative terms. In any case, the need for the auditor to make appropriate risk assessments is
more important than the different approaches by which they may be made.

It can be concluded from the above that-

Risk of Material Misstatement= Inherent Risk x Control Risk
(3 MARKS)
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ANSWER 5(C)

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
businesses 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 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)

ANSWER 6(A)

A Flow Chart: It is a graphic presentation of each part of the company’s system of internal
control. A flow chart is considered to be the most concise way of recording the auditor’s review
of the system. It minimizes the amount of narrative explanation and thereby achieves a
consideration or presentation not possible in any other form. It gives bird’s eye view of the
system and the flow of transactions and integration and in documentation, can be easily spotted
and improvements can be suggested.

It is also necessary for the auditor to study the significant features of the business carried on by
the concern; the nature of its activities and various channels of goods and materials as well as
cash, both inward and outward; and also a comprehensive study of the entire process of
manufacturing, trading and administration. This will help him to understand and evaluate the
internal controls in the correct perspective.

(4 MARKS)

ANSWER 6(B)
The objectives of the auditor regarding writtenrepresentation

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;

To support otherevidence

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

To respondappropriately

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

(3 MARKS)
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ANSWER 6(C)

The auditor shall update and change the overall audit strategy and the audit plan as necessary
during the course of the audit. As a result of unexpected events, changes in conditions, or the
audit evidence obtained from the results of audit procedures, the auditor may need to modify
the overall audit strategy and audit plan and thereby the resulting planned nature, timing and
extent of further audit procedures, based on the revised consideration of assessed risks. This
may be the case when information comes to the auditor’s attention that differs significantly
from the information available when the auditor planned the audit procedures. For example,
audit evidence obtained through the performance of substantive procedures may contradict
the audit evidence obtained through tests of controls.

(3 MARKS)
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