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ANSWER: 1

1. Incorrect: As per SA 210 “Agreeing the Terms of Audit Engagements”, preconditions for
an audit may be defined as the use by management of an acceptable financial
reporting framework in the preparation of the financial statements and the agreement
of management and, where appropriate, those charged with governance to the
premise on which an audit is conducted.

Incorrect: ‘Substantive procedure’ may be defined as an audit procedure designed to
detect material misstatements at the assertion level whereas ‘tests of controls’ is
an audit procedure designed to evaluate the operating effectiveness of controls
in preventing, or detecting and correcting, material misstatements at the assertion
level.

Correct : Inquiry is the most efficient but least effective. Moreover, testing through
inquiry alone is not sufficient. Inquiry should be corroborated by applying any one or a
combination of observation, inspection or reperformance.

Incorrect: Although inquiry may provide important audit evidence, and may even
produce evidence of a misstatement, inquiry alone ordinarily does not provide
sufficient audit evidence of the absence of a material misstatement at the assertion
level, nor of the operating effectiveness of controls.

Incorrect: Teeming and Lading is one of the techniques of suppressing cash receipts
and not of inflating cash payments. Money received from one customer is
misappropriated and the account is adjusted with the subsequent receipt from another
customer and so on.

Correct. As per SA 200, “Overall Objectives of the Independent Auditor and the
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Conduct of an Audit in Accordance with Standards on Auditing”, professional
skepticism is an attitude that includes a questioning mind, being alert to conditions
which may indicate possible misstatement due to error or fraud, and a critical
assessment of audit evidence. Thus, it is necessary for the auditor to maintain
professional skepticism throughout the audit.

Incorrect: An intangible asset is an identifiable non-monetary asset, without physical
substance, held for use in the production or supply of goods or services, for rental to
others, or for administrative purposes.

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

(a) “An audit is 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.”

Analysis of the Definition
1. Audit is Independent examination of Financial information.

2. of any entity — that entity may be profit oriented or not and irrespective of its
size or legal form. For example — Profit oriented — Audit of Listed company
engaged in business. On the other hand, Audit of NGO — not profit oriented.

The objective of the audit is to express an opinion on the financial statements.
(1 MARK)

The person conducting this task should take care to ensure that financial statements would not
mislead anybody. This he can do honestly by satisfying himself that:

(i) the accounts have been drawn up with reference to entries in the books of account;

(i) the entries in the books of account are adequately supported by sufficient and
appropriate evidence;

(iii) none of the entries in the books of account has been omitted in the process of
compilation and nothing which is not in the books of account has found place in the
statements;

the information conveyed by the statements is clear and unambiguous;

the financial statement amounts are properly classified, described and disclosed in
conformity with accounting standards; and

the statement of accounts present a true and fair picture of the operational results and of
the assets andliabilities.

(6*0.5=3 MARKS)

Auditor Holding Securities of a Company: As per sub-section (3)(d)(i) of Section 141 of
the Companies Act, 2013 read with Rule 10 of the Companies (Audit and Auditors) Rule,
2014, a person shall not be eligible for appointment as an auditor of a company, who, or
his relative or partner is holding any security of or interest in the company or its
subsidiary, or of its holding or associate company or a subsidiary of such holding
company. However, the relative may hold security or interest in the company of face
value not exceeding Rs. 1 lakh.

3|Page



J. K. SHAH CLASSES JKN_AUD_11

Also, as per sub-section 4 of Section 141 of the Companies Act, 2013, where a person
appointed as an auditor of a company incurs any of the disqualifications mentioned in
sub-section (3) after his appointment, he shall vacate his office as such auditor and such
vacation shall be deemed to be a casual vacancy in the office of the auditor.

(2.5 MARKS)

In the present case, Mr. Hanuman, Chartered Accountant, a partner of M/s Ram and
Hanuman Associates, holds 100 equity shares of Shiva Ltd. which is a subsidiary of
Krishna Ltd. Therefore, the firm, M/s Ram and Hanuman Associates would be
disqualified to be appointed as statutory auditor of Krishna Ltd., which is the holding
company of Shiva Ltd., because one of the partners Mr. Hanuman is holding equity
shares of its subsidiary.

(1.5 MARKS)

Meaning of Valuation Assertion — Assets, liabilities, and equity interests are included in
the financial statements at appropriate amounts and any resulting valuation or
allocation adjustments are appropriately recorded.
(1 MARK)

Example of Inventory explaining the valuation assertion is given hereunder: Inventory
has been recognized at the lower of cost and net realizable value in accordance with AS
2 - Inventories. Any costs that could not be reasonably allocated to the cost of
production (e.g. general and administrative costs) and any abnormal wastage have been
excluded from the cost of inventory. An acceptable valuation basis (e.g. FIFO, Weighted
average etc.) has been used to value inventory as at the period-end.

(2 MARKS)

Reporting for Fixed Assets- Clause (i) of Para 3 of CARO ,2016, requires the auditor to
include a statement in the auditor’s report on the following matters, namely-

(i) whether the company is maintaining proper records showing full particulars,
including quantitative details and situation of fixed assets;

(ii) whether these fixed assets have been physically verified by the management at
reasonable intervals; whether any material discrepancies were noticed on such
verification and if so, whether the same have been properly dealt with in the
books of account;

(iii) whether the title deeds of immovable properties are held in the name of the
company. If not, provide the details thereof;
(3*1 = 3 MARKS)
ANSWER: 3

(a) Before the commencement of the audit, the joint auditors should discuss and
develop a joint audit plan. In developing the joint audit plan, the joint auditors
should:

(a) identify division of audit areas and common audit areas;

(b) ascertain the reporting objectives of the engagement;

(c) consider and communicate among all joint auditors the factors that are
significant

in directing the engagement team’s efforts;

consider the results of preliminary engagement activities, or similar
engagements performed earlier.
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(f) ascertain the nature, timing and extent of resources necessary to accomplish
the engagement.

(4 MARKS)

Positive confirmation request — A request that the confirming party respond directly
to the auditor indicating whether the confirming party agrees or disagrees with the
information in the request, or providing the requested information.

Negative confirmation request — A request that the confirming party respond directly
to the auditor only if the confirming party disagrees with the information provided in
the request.

Non-response — A failure of the confirming party to respond, or fully respond, to a
positive confirmation request, or a confirmation request returned undelivered.

Exception — A response that indicates a difference between information requested to
be confirmed, or contained in the entity’s records, and information provided by the
confirming party.

(4*1 = 4 MARKS)
Since routine checks cannot be depended upon to disclose all the mistakes or
manipulation that may exist in accounts, certain other procedures also have to be
applied like trend and ratio analysis in addition to reasonable tests. These collectively
are known as overall tests. With the passage of tests, analytical procedures have
acquired lot of significance as substantive audit procedure. SA-520 on Analytical
Procedures discusses the application of analytical procedures during an audit.

Meaning of Analytical Procedures. As per the Standard on Auditing (SA) 520 “Analytical
Procedures”, the term “analytical procedures” means evaluations of financial
information through analysis of plausible relationships among both financial and non-
financial data. Analytical procedures also encompass such investigation as is necessary
of identified fluctuations or relationships that are inconsistent with other relevant
information or that differ from expected values by a significant amount.

(3 MARKS)

Objectives of Internal Control
Internal control over safeguarding of assets against unauthorized acquisition, use, or
disposition may include controls relating to both financial reporting and operations
objectives. The auditor’s consideration of such controls is generally limited to those
relevant to the reliability of financial reporting. For example, use of access controls, such
as passwords, that limit access to the data and programs that process cash
disbursements may be relevant to a financial statement audit. Conversely, safeguarding
controls relating to operations objectives, such as controls to prevent the excessive use
of materials in production, generally are not relevant to a financial statement audit.

(1 MARK)
Objectives of Internal Control are :

(i) transactions are executed in accordance with managements general or specific
authorization;

(ii) all transactions are promptly recorded in the correct amount in the appropriate
accounts and in the accounting period in which executed so as to permit
preparation of financial information within a framework of recognized
accounting policies and practices and relevant statutory requirements, if any,
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and to maintain accountability for assets;
(iii) assets are safeguarded from 6authorized access, use or disposition; and

(iv) the recorded assets are compared with the existing assets at reasonable intervals
and appropriate action is taken with regard to any differences.
(4*0.5= 2 MARKS)

ANSWER: 4

(a) Stratification and Value-Weighted Selection: In considering the characteristics of the
population from which the sample will be drawn, the auditor may determine that
stratification or value-weighted selection technique is appropriate. SA 530 provides
guidance to the auditor on the use of stratification and value-weighted sampling techniques.

Stratification: Audit efficiency may be improved if the auditor stratifies a population by dividing it
into discrete sub-populations which have an identifying characteristic. The objective of stratification
is to reduce the variability of items within each stratum and therefore allow sample size to be
reduced without increasing sampling risk.

When performing tests of details, the population is often stratified by monetary value. This allows
greater audit effort to be directed to the larger value items, as these items may contain the
greatest potential misstatement in terms of overstatement. Similarly, a population may be
stratified according to a particular characteristic that indicates a higher risk of misstatement, for
example, when testing the allowance for doubtful accounts in the valuation of accounts
receivable, balances may be stratified by age.

The results of audit procedures applied to a sample of items within a stratum can only be projected
to the items that make up that stratum. To draw a conclusion on the entire population, the auditor
will need to consider the risk of material misstatement in relation to whatever other strata make up
the entire population.

For example, 20% of the items in a population may make up 90% of the value of an account
balance. The auditor may decide to examine a sample of these items. The auditor evaluates the
results of this sample and reaches a conclusion on the 90% of value separately from the remaining
10% (on which a further sample or other means of gathering audit evidence will be used, or which
may be considered immaterial).

If a class of transactions or account balance has been divided into strata, the misstatement is
projected for each stratum separately. Projected misstatements for each stratum are then
combined when considering the possible effect of misstatements on the total class of transactions
or account balance.

(2 MARKS)

Value-Weighted Selection: When performing tests of details it may be efficient to identify the
sampling unit as the individual monetary units that make up the population. Having selected
specific monetary units from within the population, for example, the accounts receivable
balance, the auditor may then examine the particular items, for example, individual balances,
that contain those monetary units. One benefit of this approach to defining the sampling unit is
that audit effort is directed to the larger value items because they have a greater chance of
selection, and can result in smaller sample sizes.

This approach may be used in conjunction with the systematic method of sample selection and is
most efficient when selecting items using random selection.
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(2 MARKS)

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

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.

(1 MARK)

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

(i) 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 ofaccounting is appropriate.

(2 *1.5 =3 MARKS)

Fraudulent Financial Reporting: Fraudulent financial reporting involves intentional
misstatements including omissions of amounts or disclosures in financial statements to
deceive financial statement users. It can be caused by the efforts of management to
manage earnings in order to deceive financial statement users by influencing their
perceptions as to the entity’s performance and profitability. Such earnings management
may start out with small actions or inappropriate adjustment of assumptions and changes
in judgments by management. Pressures and incentives may lead these actions to increase
to the extent that they result in fraudulent financial reporting.

In some entities, management may be motivated to reduce earnings by a material amount to
minimize tax or to inflate earnings to secure bank financing.

Fraudulent financial reporting may be accomplished by the following:
(i)  Manipulation, falsification (including forgery), or alteration of accounting records or
supporting documentation from which the financial statements are prepared.
(ii)  Misrepresentation in or intentional omission from, the financial statements of events,
transactions or other significant information.
(iii) Intentional misapplication of accounting principles relating to amounts, classification,
manner of presentation, or disclosure.
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Fraudulent financial reporting often involves management override of controls that otherwise may
appear to be operating effectively.

(3 MARKS)

(d) Here, the auditor of the company is required to report the fraudulent activity to the
Board or Audit Committee (as the case may be) within 2 days of his knowledge of fraud.
Further, the company is also required to disclose the same in Board’s Report. It may be
noted that the auditor need not to report the central government as the amount of
fraud involved is less than Rs. 1 crore, however, reporting under CARO, 2016 is required.

(3 MARKS)
ANSWER : 5

(a) Casual Vacancy by Resignation: As per Section 139(8), any casual vacancy in the
office of an auditor shall in the case of a company other than a company whose
accounts are subject to audit by an auditor appointed by the Comptroller and Auditor-
General of India, be filled by the Board of Directors within 30 days. If such casual
vacancy is as a result of the resignation of an auditor, such appointment shall also be
approved by the company at a general meeting convened within three months of the
recommendation of the Board and he shall hold the office till the conclusion of the
next annual general meeting.

Further, as per section 140(2) the auditor who has resigned from the company shall file within a
period of 30 days from the date of resignation, a statement in the prescribed Form with the
company and the Registrar. In the instant case, R resigned after three months of his
appointment as statutory auditor as he wanted to pursue his career in banking sector.

Therefore, the board of director has appointed Mr. L as the statutory auditor with in 30 days
is in order subject to such appointment shall also be approved by the company at a general
meeting convened within three months of the recommendation of the Board. Further, it is
also the duty of the auditor to file, within a period of 30 days from the date of resignation, a
statement in the prescribed Form with the company and the Registrar in compliance with
section 140(2) of the Companies Act, 2013.

(4 MARKS)

(b) 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, authorization, recording and documentation of transaction at
each stage through which it flows.

For example, the procedure for sales requires the following:

Before acceptance of any order the position of inventory of the relevant article should
be known to ascertain whether the order can be executed in time.

An advice under the authorisation of the sales manager should be sent to the party
placing the order, internal reference number, and the acceptance of the order. This
advice should be prepared on a standardised form and copy thereof should be
forwarded to inventory section to enable it to prepare for the execution of the order in
time.

The credit period allowed to the party should be the normal credit period. For any
special credit period a special authorisation of the sales manager would be necessary.

The rate at which the order has been accepted and other terms about transport,
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insurance, etc., should be clearly specified.

Before deciding upon the credit period, a reference should be made to the credit
section to know the creditworthiness of the party and particularly whether the party
has honoured its commitments in the past.

(4 MARKS)

(i) Travelling Expenditure Rs. 50,000
Expenditure has been actually incurred for the purpose of travelling.
Travelling has been undertaken during the year under consideration.
Total amount of expenditure incurred is Rs. 50,000 during the year.

It has been treated as revenue expenditure and charged to Statement of
Profit and Loss.

(i) Trade receivable Rs. 2,00,000
» These include all sales transaction occurred during the year.

These have been recorded properly and occurred during the year.

>
» These constitute assets of the entity.
>

These have been shown at proper value, i.e. after showing the deduction on
account of provision for bad and doubtful debts.

(3 MARKS)
(d)

The engagement team should hold discussions to gain better understanding of the bank and its
environment, including internal control, and also to assess the potential for material
misstatements of the financial statements. All these discussions should be appropriately
documented for future reference.

The discussion between the members of the engagement team and the audit engagement
partner should be done on the susceptibility of the bank’s branch financial statements to
material misstatements. These discussions are ordinarily done at the planning stage of an
audit. Specific emphasis should be provided to the susceptibility of the bank’s financial
statements to material misstatement due to fraud, that enables the engagement team to
consider an appropriate response to fraud risks, including those related to engagement risk,
pervasive risks, and specific risks. It further enables the audit engagement partner to delegate
the work to the experienced engagement team members, and to determine the procedures
to be followed when fraud is identified. Further, audit engagement partner may review the
need to involve specialists to address the issues relating to fraud.

(3 MARKS)

ANSWER : 6

(@) In carrying out an audit of interest expense, the auditor is primarily concerned with
assessing the overall reasonableness of the amount of interest expense by analysing ratios
of interest paid on different types of deposits and borrowings to the average quantum of
the respective liabilities during the year. In modern day banking, the entries for interest
expenses are automatically generated through a batch process in the CBS system.

e The auditor should obtain from the bank an analysis of various types of deposits
outstanding at the end of each quarter. From such information, the auditor may
work out a weighted average interest rate. The auditor may then compare this rate
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with the actual average rate of interest paid on the relevant deposits as per the
annual accounts and enquire into the difference, if material.

(1 MARK)

e The auditor should also compare the average rate of interest paid on the relevant
deposits with the corresponding figures for the previous years and analyse any
material differences. The auditor should obtain general ledger break-up for the
interest expense incurred on deposits (savings and term deposits) and borrowing
each month/quarter. The auditor should analyse month on month (or quarter on
guarter) cost analysis and document the reasons for the variances as per the
benchmark stated. He should examine whether the interest expense considered in
the cost analysis agrees with the general ledger. The auditor should understand the
process of computation of the average balance and re-compute the same on sample
basis. (1 MARK)

e The auditor should, on a test check basis, verify the calculation of interest and
ensure that:

(a) Interest has been provided on all deposits upto the date of the balance sheet;

(b) Interest rates are in accordance with the bank’s internal regulations, the
RBI
directives and agreements with the respective deposit holder;

Interest on savings accounts are in accordance with the rules framed by the
bank/RBI in this behalf.

Interest on inter—branch balances has been provided at the rates prescribed by
the head office/RBI.

(4*0.25= 1 MARK)

The auditor should ascertain whether there are any changes in interest rate on saving
accounts and term deposits during the period. The auditor should obtain the interest
rate card for various types of deposits and analyse the interest cost for the period
accordingly. The auditor should examine the completeness that interest has been
accrued on the entire borrowing portfolio and the same should agree with the general
ledgers. The auditor should re-compute the interest accrual i.e., by referring to the
parameters like frequency of payment of interest amount, rate of interest, period elapsed
till the date of balance sheet, etc from the term sheet, deal ticket, agreements, etc and
ensure that the recomputed amount is tallying with the amount as per books of accounts
without any significant difference.
(1 MARK)

Planning is not a discrete phase of an audit, but rather a continual and iterative process
that often begins shortly after (or in connection with) the completion of the previous
audit and continues until the completion of the current audit engagement. Planning,
however, includes consideration of the timing of certain activities and audit procedures
that need to be completed prior to the performance of further audit procedures. For
example, planning includes the need to consider, prior to the auditor’s identification
and assessment of the risks of material misstatement, such matters as:

1. The analytical procedures to be applied as risk assessment procedures.

2. Obtaining a general understanding of the legal and regulatory framework
applicable to the entity and how the entity is complying with that
framework.
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(d)

3. The determination of materiality.
4. The involvement of experts.

5. The performance of otherrisk assessment procedures.
(4 MARKS)

Many related party transactions are in the normal course of business. In such
circumstances, they may carry no higher risk of material misstatement of the financial
statements than similar transactions with unrelated parties. However, the nature of
related party relationships and transactions may, in some circumstances, give rise to
higher risks of material misstatement of the financial statements than transactions
with unrelated parties.

Example

¢ Related parties may operate through an extensive and complex range of
relationships and structures, with a corresponding increase in the complexity of
related party transactions.

Information systems may be ineffective at identifying or summarizing
transactions and outstanding balances between an entity and its related parties.

Related party transactions may not be conducted under normal market terms
and conditions; for example, some related party transactions may be conducted
with no exchange of consideration.

(3*1=3 MARKS)

Expenditure

(i)

Vouching payment of grants, also verifying that the grants have been paid only for
a charitable purpose or purposes falling within the purview of the objects for

which the charitable institution has been set up and that no trustee, director or
member of the Managing Committee has benefited there from either directly or
indirectly.

Verifying the schedules of securities held, as well as inventories of properties both
movable and immovable by inspecting the securities and title deeds of property
and by physical verification of the movable properties on a test- basis.
Verifying the cash and bank balances.
Ascertaining that any funds contributed for a special purpose have been utilized
for the purpose.

(3 MARKS)
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