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Division B - Descriptive Answers

1. (i) Incorrect: The objective of audit is to obtain reasonable assurance about whether the financial
statements as a whole are free from material misstatement. In auditing, reasonable assurance can
be given whichis high level assurance but not absolute assurance. 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.
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(ii) Correct. Engagement partner refers to the partner or other person in the firm who is responsible
for the audit engagementand its performance, and for the auditor’s report that is issued on behalf
of the firm, and who, where required, has the appropriate authority from a professional, legal or
regulatory body.

(iii) Incorrect: It is important, both for the auditor and client, that each party should be clear about the
nature of the engagement. It must be reduced to writing and should exactly specify the scope of

the work.

(iv) Incorrect: As per section 138, the internal auditor shall either be a chartered accountantor a cost
accountant (whether engaged in practice or not), or such other professional as may be decided by
the Board to conductinternal audit of the functions and activities of the companies. The internal

auditor may or may not be an employee of the company.

(v) Incorrect: 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, and in case of the companies referred to in section 139(5) i.e.
Government company, the auditor shall also file such statement with the Comptroller and Auditor -
General of India, indicating the reasons and other facts as may be relevant with regard to his
resignation. In this case, the PQR & Co., was also required to file prescribed Form with C & AG of
India but it did not file the same. Therefore, it did not comply with the provisions of the Companies
Act, 2013.

(vi) Incorrect: 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.

(vii) Correct: The decision whether to use a statistical or non-statistical sampling approach is a matter
for the auditor's judgment; however, sample size is not a valid criterion to distinguish between
statistical and non-statistical approaches.

Whatever maybe the approach non-statistical or statistical sampling, the sample mustbe representative.
This means thatit must be closely similar to the whole population although not necessarily exactly the
same. The sample mustbe large enough to provide statisticallymeaningful results.

(viii) Correct: The risk of not detecting a material misstatement resulting from fraud is higher than the
risk of not detecting one resulting from error. Thisis because fraud may involve sophisticated and
carefully organized schemes designed to conceal it, such as forgery, deliberate failure to record
transactions, or intentional misrepresentations being made to the auditor. Such attempts at
concealmentmay be even more difficult to detect when accompanied by collusion

2. (a) Ethical Requirements Relating to an Audit of Financial Statements: The auditor shall comply with
relevant ethical requirements, including those pertaining to independence, relating to financial
statement audit engagements. Relevant ethical requirements ordinarily comprise the Code of
Ethics for Professional Accountants (IESBA Code) related to an audit of financial statements.

The Code establishes the following as the fundamental principles of professional ethics relevant to
the auditor when conducting an audit of financial statements :

(@) Integrity;

(b) Objectivity;

(c) Professional competence and due care;
(d) Confidentiality; and

(e) Professional behavior.

(b) Familiarity threats are self-evident, and occur when auditors form relationships with the client
where they end up being too sympathetic to the client's interests. This can occurin many ways:
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close relative of the audit team working in a senior position in the client company,
former partner of the audit firm being a director or senior employee of the client,
long association between specific auditors and their specific client counterparts, and

acceptance of significant gifts or hospitality from the client company, its directors or
employees.

(c) Developmentof an Overall Plan: The auditor should consider the following matters in developing
his overall plan for the expected scope and conduct of the audit-

>
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Theterms of his engagementand any statutory responsibilities.

The nature and timing of reports or other communication.

The applicable legal or statutory requirements.

Theaccounting policies adopted by the client and changes in those policies.
Theeffect of new accounting or auditing pronouncements on the audit.
Theidentification of significant audit areas.

The setting of materiality levels for audit purposes.

Conditions requiring special attention, such as the possibility of material error or fraud or the
involvement of parties in whom directors or persons who are substantial owners of the entity
are interested and with whom transactions are likely.

The degree of reliance he expects to be able to place on accounting system and internal
control.

Possible rotation of emphasis on specific audit areas.

The nature and extent of audit evidence to be obtained.

Thework of internal auditors and the extent of their involvement, if any, in the audit.
Theinvolvement of other auditors in the audit of subsidiaries or branches of the client.
Theinvolvement of experts.

The allocation of work to be undertaken between joint auditors and the procedures for its
control and review.

Establishing and coordinating staffing requirements.

(d) Unqualified Opinion:

1.

An unqualified opinion should be expressed when the auditor concludes that the financial
statements give a true and fair view in accordance with the financial reporting framework used

for the preparation and presentation of the financial statements.

An unqualified opinionindicates, implicitly, that any changes in the accounting principles orinthe
method of theirapplication, and the effects thereof, have been properly determined and disclosed
in the financial statements.

An unqualified opinion also indicates that:

(i) the financial statements have been prepared using the generally accepted accounting
principles, which have been consistently applied;

(ii) the financial statements comply with relevant statutory requirements and regulations;
and

(iii) there is adequate disclosure of all material matters relevant to the proper presentation
of the financial information, subject to statutory requirements, where applicable.

3

© The Institute of Chartered Accountants of India



3.

(@) ()

(ii)

The auditorisrequiredto report as per clause xiv of paragraph 3 of CARO 2016, whether
the company has made any preferential allotment or private placement of shares or fully or
partly convertible debentures during the year under review and if so, as to whether the
requirement of section 42 of the Companies Act, 2013 have been complied with and the
amountraised have been used for the purposes for which the funds were raised. If not, provide
the details in respect of the amount involved and nature of non-compliance;

It is duty of the auditor to report as per clause ix of paragraph 3 of CARO 2016, whether
moneys raised by way of initial public offer or further public offer (including debtinstruments) and
term loans were applied for the purposes for which those are raised. If not, the details together
with delays or defaultand subsequentrectification, ifany, as may be applicable, be reported.

(b) Limitations of Internal Control:

(i)

(if)
(if)

(iv)

(v)

(vi)

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.

Human judgmentin decision-making: Realities that human judgment in decision-making
can be faulty and that breakdowns in internal control can occurbecause of human error.

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.

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 entitys 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.

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.

Limitationsin 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 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. Thisis taken into accountby the auditor when
identifying the risks of material misstatement due to fraud.

(c) Ceilingonnumber of Audits:

1.

Section 141(3)(g) of the Companies Act, 2013 prescribes that a person shall not be eligible
for appointment as an auditor of a companynamely - a person who is in full ime employment
elsewhere or a person or a partner of a firm holding appointment as its auditor, if such person
or partner is atthe date of such appointment or reappointment holding appointment as auditor
of more than twenty companies other than one person companies, dormant com panies, small
companiesand private companies having paid-up share capital less than Rs. 100 crore.

In the case of a firm of auditors, it has been further provided that ‘specified number of
companies’ shall be construed as the numberof companies specified for every partner of the
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firm who is not in full time employment elsewhere. This limit of 20 company audits is per
person. In the case of an audit firm having 3 partners, the overall ceiling will be 3 x 20 = 60
company audits.

3. Sometimes, a chartered accountantis a partner in a number of auditing firms. In sucha case,
all the firms in which he is partner or proprietor will be together entitled to 20 company audits
on his account. Subject to the overall ceiling of company audits, how they allocate the 20
audits between themselves is their affairs.

(d) 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. Samplingrisk can lead to two
types of erroneous conclusions-

(i) In the 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.

(i) Inthe 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. Thistype
of erroneous conclusion affects audit efficiency as it would usually lead to additional work to
establish that initial conclusions were incorrect.

4, (a) RightofAccess to secretarial records and correspondence:

1. Section 143(1) of the Companies Act, 2013 grants powers to the auditor that every auditor
has a right of access, at all times, to the books of account and vouchers of the company kept
at Registered or Head Office, branches and subsidiaries in the case of a Holding Company

for conducting the audit.

2. Further, he is also entitled to require from the officers of the company such information and
explanations which he considers necessary for the proper performance of his duties as
Auditor. Therefore, he has a statutory right to inspect the secretarial records and

correspondence.

3. Inorder to verify actions of the companyand to vouch and verify some of the transactions of
the company, itis necessary for the auditor to refer to the decisions of the shareholders and/or
the directors of the company. It is, therefore, essential for the auditor to refer to the secretarial
records and correspondence which also includes Minute book. In the absence of the same,
the auditor may not be able to vouch/verify certain transactions of the company.

4. The refusal to provide access to secretarial records and correspondence shall constitute
limitation of scope as far as the auditor's duties are concerned.

5. The auditor may examine whether by performing alternative procedures, the auditor can
substantiate the assertions or else he shall have to either qualify the report or give a disclaimer
of opinion.

(b) Substantive Analytical Procedure: Substantive analytical procedures are generally more
applicable to large volumes of fransactions that tend to be predictable over time. The application
of planned analytical procedures is based on the expectation that relationships among data exist
and continue in the absence of known conditions to the contrary. However, the suitability of a
particular analytical procedure will depend upon the auditor's assessment of how effective it will be
in detecting a misstatement that, individually or when aggregated with other misstatements, may
cause the financial statements to be materially misstated.

In some cases, even an unsophisticated predictive model may be effective as an analytical
procedure. For example, where an entity has a known number of employees at fixed rates of pay
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throughout the period, it may be possible for the auditor to use this data to estimate the total payroll
costs for the period with a high degree of accuracy, thereby providing audit evidence for a
significant item in the financial statements and reducing the need to perform tests of details on the
payroll. The use of widely recognised trade ratios (such as profit margins for different types of retail
entities) can often be used effectively in substantive analytical procedures to provide evidence to

support the reasonableness of recorded amounts.
(c) Problematicor unusual relationships between the auditor and management, including:

1. Denial of access to records, facilities, certain employees, customers, vendors, or others from
whom audit evidence might be sought.

Undue time pressures imposed by management to resolve complex or contentious issues.

Complaints by management about the conduct of the audit or management intimidation of
engagement team members, particularly in connection with the auditor’s critical assessment
of audit evidence or in the resolution of potential disagreements with management.

Unusual delays by the entity in providing requested information.

Unwillingness to facilitate auditor access to key electronic files for testing through the use of
computer-assisted audit techniques.

6. Denial of access to key IT operations staff and facilities, including security, operations, and
systems development personnel.

7. An unwillingness to add or revise disclosures in the financial statements to make them more
complete and understandable.

8. An unwillingness to address identified deficiencies in internal control on a timely basis.

Unwillingness by managementto permit the auditor to meet privately with those charged with
governance

10. Accounting Policy that appears to be variance with industry norms

11. Frequent changes in accounting estimates that do not appear to result from changed
circumstances

12. Tolerance of variations in the entitys code of conduct

5. (a) Form, Content and Extent of Audit Documentation: Working papers should record the audit
plan, nature, timing and extent of auditing procedures performed, and the conclusions drawn from
the evidence obtained.

Theform, contentand extent of working papers depend on factors such as:
The size and complexity of the entity.

The nature of the audit procedures to be performed.

Theidentified risks of material misstatement.

Thessignificance of the audit evidence obtained.

Thenature and extent of exceptions identified.

*® & & 6 o o

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.

¢ Theaudit methodology and tools used.

(b) Advantages of Audit of Accounts of a Partnership: On broad considerations, the advantages
of audit of accounts of a partnership could be stated as follows:

(1) Audited accounts provide a convenient and reliable means of settling accounts between the
partners and, thereby, the possibility of occurrence of a dispute among them is mitigated. On
6
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6.

(c)

(a)

(i)

(ii)

this consideration, it is usually provided in and accepted by the partners, shall be binding
upon them, unless some manifest error is brought to light within a specified period subsequent

to the accounts having been signed.

On the retirement or death of a partner, audited accounts, which have been accepted by the
partners, constitute a reliable evidence for computing the amounts due to the retiring partner
or to the representative of the deceased partner in respect of his share of capital, profits and

goodwill.

The accounts of a partnership, which have been audited, are generally accepted by the
Income TaxDepartment as the basis for computing the assessable income of the partners.

Audited statement of accounts are relied upon by the banks when advancing loans, as well
as by prospective purchasers of the business, as evidence of the profitability of the concem

and its financial position.

Audited statements of account can be helpful in the negotiations to admit a person as a
partner, especially when they are available for a number of past years.

An audit is an effective safeguard against any undue advantage being taken by a working
partner or partners especially in the case of those partners who are not actively associated
with the working of the firm.

Assertions about transactions and events for the period relating to fixed assets :

(1) Occurrence—transactions and events relating to fixed assets have been recorded, have
occurred and pertain to the entity.

(2) Completeness—all transactions and events relating to fixed assets that should have
been recorded have been recorded.

(3) Accuracy—amounts and other data relating to recorded transactions and events have
been recorded appropriately.

(4) Cut-off—transactions and events have been recorded in the correct accounting period.
(5) Classification—transactions and events have been recorded in the proper accounts.
The specific assertions are as follows:

1) the firm owns the plant and machinery;

2
3

) the historical cost of plant and machinery is Rs. 4 lacs;
)

4) the asset is being utilised in the business of the company productively;
)

the plant and machinery physically exists;

(
(
(
(
5

total charge of depreciation on this asset is Rs. 1,66,000 to date on which Rs. 26,000

relates to the year in respect of whichthe accountsare drawn up; and

(6) the amount of depreciation has been calculated on recognised basis and the calculation
is correct

In today’s digital age when companies rely on more and more on IT systems and networks
to operate business, the amount of data and information that exists in these systems is enormous.

A famous businessman recently said, “Data is the new Oil”.

The combination of processes, tools and techniques that are used to tap vast amounts of electronic
data to obtain meaningful information is called data analytics. While it is true that companiescan
benefit immensely from the use of data analytics in terms of increased profitability, better customer
senvice, gaining competitive advantage, more efficient operations, etc., even auditors can make
use of similar tools and techniques in the audit process and obtain good results. The tools and
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techniques that auditors use in applying the principles of data analytics are known as Computer
Assisted Auditing Techniquesor CAATs in short.

Data analytics can be used in testing of electronic records and data residing in IT systems using
spreadsheets and specialised audit tools viz, IDEA and ACL to perform the following,

checkcompleteness of data and population that is used in either test of controls or
substantive audit tests

selection of audit samples — random sampling, systematic sampling

re-computation of balances — reconstruction of trial balance from transaction data
reperformance of mathematical calculations — depreciation, bank interest calculation.
analysis of journal entries as required by SA 240

fraud investigation

evaluating impact of control deficiencies

(b) Evaluation of Internal Controls over Advances: The auditor should examine the efficacy of
various internal controls over advances to determine the nature, timing and extent of his
substantive procedures. In general, the internal controls over advances should include, inter alia,

the following:

¢

The bank should make an advance only after satisfying itself as to the credit worthiness of
the borrower and after obtaining sanction from the appropriate authorities of the bank.

Al the necessary documents (e.g., agreements, demand promissory notes, letters of
hypothecation, etc.) should be executed by the parties before advances are made.

The compliance with the terms of sanction and end use of funds should be ensured.

Sufficient margin as specified in the sanction letter should be kept against securities taken so
as to cover for any decline in the value thereof. The availability of sufficient margin needs to
be ensured at regular intervals.

If the securities taken are in the nature of shares, debentures, efc., the ownership of the same
should be transferred in the name of the bank and the effective control of such securities be
retained as a part of documentation.

Al securities requiring registration should be registered in the name of the bank or otherwise
accompanied by documents sufficient to give title to the bank.

In the case of goods in the possession of the bank, contents of the packages should be test
checked at the time of receipt. The godowns should be frequently inspected by responsible
officers of the branch concerned, in addition to the inspectors of the bank.

Drawing Power Register should be updated every month to record the value of securities
hypothecated. These entries should be checked by an officer.

Theaccounts should be kept within both the drawing power and the sanctioned limit.

All the accounts which exceed the sanctioned limit or drawing power or are otherwise irregular
should be brought to the notice of the controlling authority regularly.

The operation of each advance account should be reviewed atleast once a year, and at more
frequent intervals in the case of large advances.

(c) Responsibilities forthe Financial Statements: The auditor’s report shall include a section with
a heading “Responsibilities of Managementfor the Financial Statements.”

SA 200 explains the premise, relating to the responsibiliies 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
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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:

(a) Preparing the financial statements in accordance with the applicable financial reporting
framework, and for such internal control as managementdetermines 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

(b) Assessingthe entity’s abilityto continueas a going concernand whether the use of the going
concern basis of accounting is appropriate as well as disclosing, if applicable, matters relating to
going concern. T he explanation of management's responsibilityfor this assessmentshall include
a description ofwhen the use of the going concern basis ofaccounting is appropriate.

(d) 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 senvices, for rental to others, or for
administrative purposes.

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
senvices/ goods during the period under audit, in which such software has been used.

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 the entity.

In case any intangible asset is not in active use, deletion should have been recorded in the books
of accountpost approvals by the entitys managementand amortization charge should have ceased
to be charged beyond the date of deletion.

(e) Liabilities in addition to borrowings (discussed above), include trade payables and other
current liabilities, deferred payment credits and provisions. Verification of liabilities is as important
as that of assets, considering if any liability is omitted (or understated) or overstated, the Balance
Sheet would not show a true and fair view of the state of affairs of the entity.

Further, a liability is classified as current if it satisfies any of the following criteria:
= ltis expectedto be settled in the entity's normal operating cycle

= ltis held primarily for the purpose of being traded

= ltis due to be settled within twelve months after the reporting period

=  The entity does not have an unconditional right to defer settlement of the liability for at least
twelve months after the reporting period. Terms of a liability that could, at the option of the
counterparty, result in its settiement by the issue of equity instruments does not affect its
classification.
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